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ABSTRACT

Around the world, the formation of financial conglomerates is gaining importance. In the United
States, the provisional agreement between Congress and President Clinton’s administration to
break down the barriers between banking, insurance, and securities firms by repealing the Glass-
Steagall Act is no less than revolutionary. Meanwhile, in the European Union (EU), where the
establishment of financial groups working in all three sectors has long been permitted, the Financial
Services Action Plan (COM 1999)," as endorsed by European Heads of State at the Kéln Council,
identifies the further development of prudential rules for financial conglomerates as a top priority
for EU financial services legislation in the coming years.

The focus of EU prudential legislation is on individual financial services undertakings, that is, on
the bank, insurance company, or securities undertaking and not on the position and operation of
the conglomerate as a whole. From this angle, the potential danger is one of a growing mismatch
between the prudential approach, which looks at the individual legal undertakings separately, and
the business approach, which manages and controls the conglomerate as a whole in different
product and geographic areas. For this reason, the basic EU prudential framework has been
supplemented to address the conglomerate dimension.

This paper presents an overview of financial services prudential legislation in the EU. It explains
the role of the European Commission and gives a summary of the basic prudential framework for
financial services, focusing on the single passport concept and the principle of mutual recognition.
It examines the recent history of financial concentration and conglomeration in Europe and
discusses general prudential issues arising from financial conglomerates. The paper also examines
existing EU prudential legislation on financial conglomerates and how this might be developed in
the future. Finally, some conclusions are drawn. It is hoped that this brief overview of how the
European Union has tackled and is tackling the difficult issue of financial conglomerate supervision
might be of interest to North American readers at a time when the United States is changing its
prudential legislation to permit the development of financial conglomerates.

1. THe EuroPEAN COMMISSION

The European Commission is composed of 20
members who provide its political leadership and
direction. They are obliged to be completely inde-
pendent of their national governments and to act
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TCOM(1999)232, 11.5.99, as described in the Commission commu-
nication Financial Services: Implementing the Framework for Financial
Markets Action Plan.
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only in the interests of the EU. The Commission is
responsible for initiating legislative proposals, act-
ing as guardian of the treaties, and managing and
executing EU policies and international trade
relationships.

In the financial services field, the Commission
consults with three important regulatory commit-
tees: the Banking and Advisory Committee (BAC),
the Insurance Committee (IC), and the High Level
Securities Supervisors Committee (HLSS). These
committees comprise experts from each member
state. Before the Commission adopts a proposal for
a directive, the appropriate committee discusses it
comprehensively. Subsequently, the draft directive
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is examined and debated further by the European
Parliament and the Council before it is finally
adopted as EU legislation. This process is some-
times long but ensures that all member states and
interested parties can provide input into the legis-
lative process. T'his is important because once a
directive has passed, the member states must im-
plement it into their national legislation, normally
within a period of 12-18 months.

The Commission also ensures that EU legislation
is applied correctly by member states. If member
states breach their treaty obligations, the Commis-
sion can begin proceedings at the Court of Justice.
In certain circumstances, the Commission can fine
individuals, firms, and organizations.

2. THE Basic EU PRUDENTIAL
FRAMEWORK FOR FINANCIAL SERVICES

The cultural, linguistic, administrative, legal, and
tax differences of the member states and the ab-
sence of a common currency, until this year, pre-
sented many barriers to individuals and businesses
seeking opportunities outside their home states.”
T'o create a true internal market for financial ser-
vices and to promote growth, stability, and employ-
ment the Commission has developed a prudential
framework for financial services based on a single
passport system and introduced the Euro.

Establishing a common approach to prudential
regulation was an essential preliminary step to cre-
ating a market that would permit financial organiza-
tions to be established in any member state and to
trade products, either by branch establishment or by
cross-border provision of services, in the 14 other
member states. T'o accomplish this approach, the
EU established common minimum standards, called
harmonized standards, that must be respected by all
member states. It also applied the principle of mu-
tual recognition for other prudential aspects. This is
the heart of the single passport system. Supervisors
in the host country cannot invoke their own pru-
dential rules;® they are obliged to recognize the
equality and validity of the prudential supervision
that the authorities exercise in the home country of
the financial services provider.

2Note that Belgium and Luxembourg already shared a common
currency.
3There are certain exceptions but these must be applied restrictively.

The economic rationale for the single passport
system was to improve efficiency and to provide
consumers and businesses with a wider choice of
innovative products at competitive prices. While
some barriers to a fully integrated market still re-
main, the advent of the Euro eliminated tremen-
dous barriers for market integration. For participat-
ing member states, cross-border investment and
transactions are stimulated by increased price trans-
parency, reduced money transfer costs, and the re-
moval of foreign currency risks. The future devel-
opment of e-commerce can only reinforce this
competitive impact, although it too will raise new
issues and challenges.*

Although the basic prudential framework and
ground rules are in place today, the creation of a
single financial services market has not taken place
overnight. It has required a series of Commission
directives establishing harmonized core standards.
It is perhaps best illustrated by the three genera-
tions of insurance coordination directives that were
adopted over a 20-year period.’

These directives required harmonized standards
relating to matters such as detailed rules for the
solvency margin requirement, the establishment of
technical provisions or reserves, the valuation of
assets, the “fit and proper” nature of managers, and
the identity of the shareholders of an insurance
company. What is particularly important in the con-
text of conglomerate supervision is that the direc-
tives required the establishment of a system permit-
ting close cooperation and exchange of confidential
information between the different national supervi-
sory authorities.

The two banking coordination directives,® the
investment services directive for securities,” and the
undertakings for collective investment in transfer-

It is not possible to analyze the impact of e-commerce within the
scope of this paper. It will highlight existing difficulties with the
balance between home and host country for cross-border sales, that
is, consumer protection, contract law, and jurisdiction legislation. It
will also raise new issues such as contract validity, electronic signa-
ture, e-money, and so on.

>First nonlife Directive 73/239/EEC, O] L 228 16.8.73 and first life
Directive 79/267/EEC, O) L 63 13.5.79. Second nonlife Directive
88/357/EEC, O) L 172 4.7.88 and second life Directive 90/619/EEC,
OJ L 330 29.11.90. Third nonlife Directive 92/49/EEC, O] L 228
11.08.92 and third life Directive 92/96/EEC, O] L 360 9.12.92.
SFirst Banking Directive 77/80/EEC, O] L 322 17.12.77. Second Bank-
ing Directive 89/646/EEC, OJ L 386, 30.12.89.

“Investment Services Directive, 93/22/EEC, O) L 141 11.6.93.
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able securities (UCIT) directive for the sale of
cross-border mutual funds® developed a correspond-
ing system and approach. Although there are many
other directives in the financial services field, these
directives lie at the center of the single passport
system and characterize the prudential framework
for financial services in the EU.

It is worth pointing out that financial services pro-
viders have pricing and contractual freedom. National
authorities in the host country cannot, in principle,
control the tariff and policy conditions of an insurance
company that is approved in another member state.
Moreover, even the home member state cannot exert
ex ante control as long as the solvency of the insurance
undertaking is not threatened.

Under community law, there is no equivalent of
Glass-Steagall and no legislation forbidding finan-
cial conglomerates. Banking and securities activities
might even be combined in the same legal entity,
but life and nonlife insurance undertakings must
always be established as separate legal entities
within a financial group.’

Before examining the specific supervisory prob-
lems posed by financial conglomerates, it is perhaps
appropriate to consider the phenomenon of concen-
tration and financial conglomerates within the EU.

3. FINANCIAL CONCENTRATION AND
CONGLOMERATION

T'here has been substantial concentration in EU
financial markets during the 1990s, spurred by the
completion of the 1992 single market program, and
more recently by the advent of the Euro. The num-
bers of banks, life insurers, and nonlife insurers
have all decreased by more than 20%. Table 1
indicates that the reduction has been particularly
marked for life insurers.

To respond to the increased competitive pres-
sures, financial institutions increased their size
through mergers and acquisitions. Firms have
sought economies of scale by reducing overlapping
branch networks or by saving on information tech-
nology systems, asset investment, head office ad-
ministrative functions, and marketing and distribu-

8Directive 85/611/EEC, O] L 375 31.12.85. (Note: UCIT is an acro-
nym for undertakings for collective investment in transferable secu-
rities.)

°There is a grandfather clause for existing composite offices (that is,
life and nonlife offices).

Table 1
Number of EU Bank, Life Insurers, and Nonlife
Insurers in 1990 and 1997

Percentage
EU Institutions 1990 1997 Reduction
Banks 8,979 7,040 21.6%
Life Insurers 1,409 948 32.7
Nonlife Insurers 3,426 2,626 23.4

tion arrangements. T'hese savings were most easily
realized in acquisitions within the same sector and
member state. On the other hand, conglomerate
mergers provided economies of scope by cross-sell-
ing different financial products or by brand exten-
sion across different financial sectors.

Of the 50 largest mergers falling under the EU
Merger Regulation in 1997 and 1998, 28% (14 merg-
ers) involved financial services organizations. Table
2 presents an analysis of these mergers. Eleven of
the 14 mergers were within the same sector and ten
were within the same member state or region.'’
T'hree mergers joined business in different sectors
and four were cross-border.

To date, most financial conglomerates are found
in the banking/investment sector. However, con-
glomerate mergers involving all three sectors are
becoming more common and more important. In
some member states, financial conglomerates hold a
predominant position in the financial services. For
example, in the Netherlands and Belgium, the com-
bined market share of financial conglomerates is
approximately 90% for banking, 80% for securities,
and 70% for insurance.

Bancassurance or allfinanz, whereby banks distrib-
ute insurance products, is also very important in
some member states. In 1995, the percentage of life
assurance distributed by banks in France was 52%;
in Italy, 31%; and in Spain, 38%. Today, the per-
centage share of bancassurance in France probably
exceeds 60%. Table 3 shows the importance of
bancassurance as a percentage of the distribution of
all life assurance in six EU countries.

As levels of concentration rise, additional within-
sector mergers will become more difficult and ulti-
mately impossible for antitrust reasons. In such cir-

19Benelux and Scandinavia were taken to be single geographic re-
gions.
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Table 2

Analysis of the Financial Services Mergers Out of the 50 Largest Mergers
in the EU in 1997 and 1998

Activity of Target Number of Mergers within Mergers within Same
Acquired Mergers Same Sector Member State or Region
Banking 8 6* 8
Insurance 5 4** 2%x*
Asset Management 1 1 QF**x
TOTAL 14 11 10

*Fortis/Generale de Banque and ING/BBL can be considered conglomerates.

**BAT/Zurich can also be considered a conglomerate.

***The cross-border mergers were: BAT/Zurich; Generali/AMB; Allianz/AGF.
****The cross-border merger was Merril Lynch/Mercury Asset Management.

cumstances, continued consolidation in financial
services will lead to more conglomerate mergers.

3.1. Product Offerings

Financial conglomerates increase consumer choice
by providing products that better match customer
needs. EU financial markets have seen the intro-
duction of complex, composite financial products.
Examples are unit-linked life insurance (combining
insurance and securities); investment mortgages
(combining securities and banking—products
where the mortgage is repaid out of the investment
proceeds of share investments); and products pro-
viding a mortgage, share investment, and life assur-
ance, thus bringing all three sectors together. Figure
1 illustrates the differences between traditionally
separate and modern product mix combinations.
Consumers might be concerned that the emer-
gence of financial conglomerates will restrict com-
petition because of the obligatory bundling and tied
sale of various financial products. This has not be-
come a major issue in Europe. Perhaps this is a
reflection of the fact that individual financial con-
glomerates do not possess sufficient market power.
However, if this were to change, then under either
national law or, failing that, EU competition law,

legal action could be taken to prevent tied sales and
to restore effective competition.

4. THe ProBLEMS OF FINANCIAL
CONGLOMERATE SUPERVISION

As mentioned earlier, the basic difficulty in super-
vising a financial conglomerate is that it is managed
as a whole. Traditional supervision focuses on the
individual sectors making up the conglomerate
without necessarily looking at the big picture.

As financial conglomerates grow, they often de-
velop increasingly complicated corporate structures
that, in turn, produce complex internal management
arrangements. As such, financial conglomerates can
be organized across global business lines with man-
agement responsibilities cutting across different le-
gal entities in a complex matrix. The danger is a
growing discrepancy between the broad manage-
ment of the business and the focused prudential
supervision that looks at specific legal entities that
exist at the narrow sectoral level within a given
member state.

The proper management of financial conglomer-
ates requires the development of adequate internal
procedures and accurate information systems for

Table 3
Life Assurance Distribution: Percentage Importance of Bancassurance in 1995*

Life Assurance FR DE IT NL ESP UK
Bancassurance 52 2 31 8 38 11
Intermediaries 23 94 52 79 51 42
Direct 25 4 17 13 11 47
Total 100 100 100 100 100 100

*includes pension products
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Figure 1
Traditional Versus Modern Product Mix
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managing and controlling risk. This is a challenge
not just for the managers of the conglomerate but
also for the many different supervisors involved.
There might be numerous supervisors.'’ In such an
environment, the need for proper systems to share
supervisory information is evident.

The next section covers various types of pruden-
tial concerns that can and do arise. However, before
listing potential problems of financial conglomer-
ates, it seems only fair to make one positive remark
in their defense. It is important to realize that fi-
nancial conglomerates can reduce and diversify risk
due to the wider range of business they conduct;
that is, a combination of different financial activities
or even the addition of nonfinancial business in a
mixed-activity financial conglomerate can some-
times be beneficial.

4.1. Prudential Concerns

The Difficulty of Calculating a Coherent
Solvency Requirement for a Financial
Conglomerate

In principle, it is relatively easy to add the usual risk
requirements for the separate individual banks, in-
surance companies, and securities firms within the
group. We can simply add the various credit risks,
market risks (counterparty, settlement, interest rate,
foreign exchange, and commodities risks), liquidity
risks, insurance solvency margin requirements, and
so on across the conglomerate. However, the spe-
cific risk capital requirements for each sector have

""Mr. Howard Davies, current chairman of the UK Financial Services
Authority, wrote in the Bank of England Quarterly Bulletin in 1997: “In
a discussion with one large clearing bank here recently, we estab-
lished a list of over 150 different regulators in the different jurisdic-
tions in which they operated, before we gave up counting and went
to bed.”

developed separately and are not necessarily coher-
ent when taken together in a conglomerate. Two
examples may clarify this. For banks, capital ade-
quacy is determined in relation to the asset side of
the balance sheet, while, for insurance, the focus is
on the liability side with the technical provisions.
Second, the eligibility of different items toward
regulatory capital can vary by sector; that is, non-
paid-up capital or future profits might be acceptable
for insurance but not for banking supervisors. So it
might not be very meaningful to look at consoli-
dated accounts for a banking insurance conglomer-
ate in this context.

Double or Multiple Gearing

One of the predominant supervisory concerns is the
problem of double or multiple gearing. By moving
capital elements up and down the structure of the
financial conglomerate, the same capital can be used
more than once to cover different regulatory re-
quirements. At the same time, a dense web of cap-
ital links within the conglomerate increases the con-
tagion risk so that when one part of the
conglomerate runs into problems, the financial prob-
lems can be transmitted rapidly, like a row of falling
dominos, throughout the whole conglomerate.

Concentration of Risk/Large Exposure Risks

Generally, banking supervisors look for a bank’s
excessive exposure to a single client or group of
connected clients, whereas insurance supervisors
are concerned that assets backing the technical pro-
visions should be soundly diversified. In a financial
conglomerate, both aspects can be combined and
masked from the respective supervisors. Risk expo-
sures and assets may be passed from one financial
institution to the other or even to an unregulated
entity within the group in order to deliberately
circumvent prudential restrictions on the individual
regulated entities.

Intragroup Transactions

Intragroup transactions can become a prudential
concern in a financial conglomerate if they are not
carried out at arm’s-length or are not based on mar-
ket conditions. For example, profits and losses can
be transferred within the group structure, which
impairs the capital strength of supervised entities.
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Systemic Risk

"The classic banking danger is that the demise of one
major bank can imperil the entire banking system with
effects being quickly transmitted through the whole
system via the interbank market and payments sys-
tems. This gives rise to a systemic risk for the whole
economy. A financial conglomerate, or a mixed activity
financial conglomerate with an important financial ser-
vices arm, can become so big and powerful that, in the
case of a failure, major parts of a national and perhaps
an international economy can become seriously af-
fected. This leads directly to the next problem.

Lead Supervisor or Coordinator

When a major financial conglomerate sells many
different financial products and operates in many
national jurisdictions, especially in a time of crisis,
there might not be a natural choice of supervisor to
take the lead. If there were, the host of different
supervisors involved could make rapid and effective
communication impossible. In a financial crisis,
speedy action is essential.

Information Exchange

In a world that is increasingly integrated and where
information and money transfers take place at the
speed of light, there is a paramount need for effec-
tive communication between supervisors. In partic-
ular, the lead or primary supervisor needs a rapid
and effective flow of information. If this low does
not exist, no one will be able to understand what is
really going on inside the conglomerate. The impor-
tance of this issue was identified by the G-7 Finance
Ministers when they adopted the T'en Key Princi-
ples for Information Sharing.

Fitness and Propriety Criteria

Another critical issue is the fitness and propriety of
managers. Clearly, to protect consumers and the
wider economy against the dangers of systemic risk,
as well as to maintain confidence in the financial
system, there is a primordial need for financial in-
stitutions to be managed in a sound and prudent
manner. Moreover, good managers will be able to
identify and correct problems long before the su-
pervisory authorities ever hear about them. Preven-
tion is better than remedy.

At the level of the individual financial undertak-
ing, the fitness of managers can be monitored by
examining their competence (that is, formal quali-

fications and experience). Similarly, propriety can
be checked by looking at the integrity and suitabil-
ity of the manager. You might look specifically for
financial position or the absence of criminal records,
civil actions, or the use of questionable business
practices. 'T'he potential problem in a financial con-
glomerate is that fully acceptable managers down-
stream can be influenced by unsuitable executives
or directors in upstream undertakings, which might
or might not be regulated. This can give rise to
information difficulties, which again reflects the
general need to exchange sensitive information
across borders and jurisdictions. In some cases, data
transfer may be rendered difficult by the obligation
to respect individual privacy.

Opaque Structures

Linked to the last concern are difficulties caused by
opaque structures. Lack of transparency in the group
structure or the distant location of upstream holding
companies may make it difficult to obtain satisfactory
information about top-level managers and the ultimate
shareholders. In such an environment, effective super-
vision might be nearly impossible.

Reporting Obligations

While the situation in supervised financial under-
takings within the conglomerate can be satisfactory,
there might be a need for information about the
possible negative impact of other group undertak-
ings on regulated entities.

While this paper identifies the additional difficul-
ties of supervising financial conglomerates, it does
not imply that financial conglomerates are intrinsi-
cally unsound. Indeed, the very great majority of
EU financial conglomerates have operated in a
highly satisfactory manner. However, the structure
of financial conglomerates gives rise to new issues
and challenges for supervisors. Many of the above
issues have already been addressed by existing EU
legislation.

5. ExisTING EU REGULATIONS ON THE
SUPERVISION OF FINANCIAL
CONGLOMERATES

As long ago as 1988, the commission and the mem-

ber states started looking at the supervisory issues

raised by financial conglomerates. A tripartite work-
ing group (composed of bank, insurance, and secu-
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rities supervisors and regulators working under a
mandate from the BAC, the IC, and the HLSS)
finalized a comprehensive report in early 1996 that
contained a detailed analysis of the prudential is-
sues and formulated specific policy recommenda-
tions. However, this work was put on hold because
it was considered inappropriate to develop rules on
financial conglomerates at the EU level, which
might preempt those adopted later as a result of the
wider international efforts taking place within the

Joint Forum.'? The Joint Forum released its recom-

mendations in February 1999 and the commission

has now picked up its previous work on financial
conglomerate supervision as a top priority.

This very brief history does not mean that no
legislation has been adopted at the EU level that is
relevant in the field of financial conglomerate su-
pervision. Over the last decade, four important di-
rectives have been adopted, which, taken together,
remedy or alleviate many of the problems described
above and provide a solid basis for further work.
These directives are:

e Directive 92/30/EEC on the Supervision of Credit
Institutions on a Consolidated Basis (O] No.
1.110/52, 28.4.92) (the Consolidated Banking Su-
pervision Directive),

e Directive 93/6/EEC on the Capital Adequacy of
Investment Firms and Credit Institutions (O] No.
[L141/1, 11.6.93) (the CAD 1 Directive), Directive
98/78/EC on the supplementary supervision of in-
surance undertakings in insurance groups (O] No.
[.330/1, 5.12.98) (the Insurance Groups Directive),
and

e Directive 95/26/EC, (O] No. 1.168/7, 18.7.98) (the
so-called Post BCCI Directive).

Together, the first two directives provide the frame-
work for the conglomerate supervision of banks and
investment firms. 'T'he third addresses the pruden-
tial supervision of insurance undertakings within
financial groups composed of insurers and reinsur-
ers, while the last is a horizontal directive reinforc-
ing the prudential supervision of regulated financial
undertakings (such as banks, insurers, investment
firms, and UCI'T’s) in financial conglomerates.

"2The Joint Forum on Financial Conglomerates, which was estab-
lished under the aegis of the Basle Committee on Banking Supervi-
sion (Basel Committee), the International Organization of Securities
Commissions (I0SCO), and the International Association of Insurance
Supervisors (IAIS).

5.1 Directive 92/30/EEC, the Consolidated
Banking Supervision Directive

The focus of this directive was on establishing a
system for the effective supervision of credit insti-
tutions where they form part of a wider financial
group. This directive can be considered as the start
of conglomerate supervision at the EU level, at least
as far as banks and securities firms were concerned.

Under this directive, every credit institution that
has a subsidiary bank or financial institution or has a
participation in such institutions must be supervised
on the basis of its consolidated financial situation. It
is important to stress that the definition of a financial
institution does not include insurers. Subsidiaries
and participations of 20% or more are consolidated.

Consolidated supervision covered the solvency
ratio for credit risks, the adequacy of owned funds to
cover market risks, and the control of large risks.
Clearly, to carry out their responsibilities, the com-
petent authorities required adequate information,
and the directive effectively obliged banks to estab-
lish adequate internal control mechanisms for the
production of data and information needed for con-
solidated supervision.

5.2 Directive 93/6/EEC, the CAD | Directive

Since the Consolidated Banking Supervision Direc-
tive required the presence of at least one bank,
where the financial group was composed of only
investment firms, there was a gap and no consoli-
dated supervision was carried out. This was reme-
died by the CAD I Directive. Essentially, the di-
rective replicates the approach taken in the
consolidated banking supervision directive and ap-
plies it to investment firms so that there is a basic
symmetry in the consolidation treatment given to
banks and investment firms.

As the name suggests, the primary purpose of
CAD T was to establish common rules for the cal-
culation of the regulatory capital required by invest-
ment firms and for the market risks incurred by
banks in connection with their “trading book.”
Common rules for the credit risks of banks had

already been established by the solvency ratio rules
under Directive 89/647/EEC."?

3Capital adequacy requirements for banks and investment firms is
an extremely complicated subject and is addressed by a variety of
other directives, for example, Directive 98/31/EC and Directive 98/
33/EC. For the purposes of the present paper on conglomerate
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Taken together, the Consolidated Banking Su-
pervision and the CAD I directives produce a com-
prehensive basis for the application of risk-based
supervisory rules to financial conglomerates com-
posed of banks and investment or securities firms.
In fact, nearly all the prudential rules that have been
specifically adopted in view of the single passport
for banks have become applicable to investment
firms, so the same rules apply to both types of
financial institutions. Both have to be supervised on
a consolidated basis according to the rules of the
Directive on the Supervision on a Consolidated Ba-
sis in conjunction with the Capital Adequacy Direc-
tive. This risk-based consolidated supervision in the
EU should cover at least the credit risks, the market
risks, the concentration or large exposure risks, and
the limitations for participation in nonfinancial
undertakings.

Considering banking and securities is the most
important element in most financial conglomerates,
the EU situation can be considered relatively satis-
factory, at least by current international standards.

5.3 Directive 98/78/EC, the Insurance
Groups Directive

This directive has the same basic objective (elimi-
nation of double gearing in insurance groups), but
there are some differences in the approach as com-
pared with the two previous directives. It is also
somewhat more extensive with regard to certain
other aspects.

In contrast to the case for banks and investment
firms, this directive is not based on the consolidated
accounts but on the individual insurance company
accounts that are examined in a group context. This
is the so-called “solo-plus” supervision method.
T'he directive covers parent companies and subsid-
iaries as well as participations exceeding 20%.
Whereas in the case of banks and investment firms,
the group dimension was addressed by the prepara-
tion of consolidated accounts, in the insurance
groups directive, an adjusted solvency margin is
calculated for the insurance undertaking under re-
view. In the annex to the directive, three methods

supervision, it is not necessary to enter into these intricacies, except
to note that any complexity in the calculation of capital adequacy
requirements at the level of individual banks or investment firms is
obviously carried through when determining capital adequacy at the
group or conglomerate level.

of calculating the adjusted solvency requirement
are described, which take into account the individ-
ual company’s financial relations with other group
companies.'*

Although reinsurance undertakings are not super-
vised and not subject to a solvency requirement at
the EU level, a notional solvency requirement is
calculated and taken into account for the purposes
of determining the adjusted solvency requirement.

Furthermore, unlike the Consolidated Banking
Supervision Directive, there is a specific article
dealing with intragroup transactions. National su-
pervisors are required to exercise supervision over
transactions covering, among other things, loans,
guarantees, off-balance sheet transactions, eligible
elements for the solvency margin, investments, re-
insurance operations, and agreements to share costs.

'This directive, as in the other directives, also has
provisions for facilitating the collection of informa-
tion and organizing cooperation between competent
authorities.

5.4 Directive 95/26/EC, the So-Called
Post-BCCI Directive

"T'his directive was written to remedy the regulatory
gaps highlighted by the collapse and failure of the
Bank of Commerce and Credit International. BCCI
was a financial conglomerate, primarily in the bank-
ing area, whose demise caused much suffering and
financial loss to many investors and depositors
throughout the world. When the group ran into
difficulties, effective prudential supervision was
handicapped by a lack of information, an opaque
conglomerate structure, and the difficulty of all the
various regulatory and other official bodies to ex-
change information and cooperate satisfactorily.

T'he existence of close links with natural persons
had posed specific problems in the BCCI affair. The
directive required national regulators to refuse au-
thorization if the financial undertaking had links
with other natural and legal persons that would
prevent the effective exercise of their supervisory
functions.

Furthermore, it obliged competent authorities to
refuse authorization if the laws, regulations, or ad-
ministrative provisions of a non-EU country that
governed one or more natural or legal persons (with

T*Method 3 in the annex uses consolidated accounts.
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which the undertaking had close links) could pre-

vent the effective exercise of their supervisory

functions.

The directive considerably widened the scope of
information exchange with other official bodies
(within the EU) not responsible for prudential su-
pervision. The detailed provisions are extremely
complicated and are set out in full in the article.
Essentially, the extension included:
¢ Bodies involved in the liquidation and bankruptcy

of financial undertakings

o Authorities responsible for overseeing auditors

e Independent actuaries and their governing bodies

¢ Bodies responsible for the detection and investi-
gation of breaches of company law

e Central banks and monetary authorities

e Public authorities responsible for
systems

e Bodies responsible for clearing or settlement
services.

There were also specific rules on information dis-

closure, and these too are extremely detailed:

e The information received had to be used for the
specific purpose referred to.

e The information was subject to the conditions of
professional secrecy.

e Where information had originated in another
member state, it could not be disclosed without
the express agreement of the competent authori-
ties that disclosed it, and it must be used solely for
the purpose for which those authorities had
agreed.

These provisions permit information exchange

much more widely within the EU and extend the

scope to enable the exchange of information with
third countries to include UCI'Ts.

T'he last major provision of the directive was the
reporting obligation on external auditors. This re-
quires auditors to report to the competent authori-
ties any fact or decision of which they become
aware, while carrying out their statutory responsibil-
ities. Auditors must report a material breach of the
laws, regulations, or administrative provisions con-
nected with the conditions for authorization or any-
thing that affects the continuous functioning of the
financial undertaking. These actions could lead au-
ditors to refuse to certify the accounts or to express
a reservation.

Particularly relevant in the context of financial
conglomerates was the additional duty for the audi-
tor to report any such facts or decisions during the

payment

course of his duties in an undertaking having close
links resulting from a control relationship with the
financial undertaking being audited.

This places a clear duty on auditors to act as
whistleblowers and to thereby improve and facili-
tate proper prudential supervision. However, to pro-
tect the auditor from possible litigation or reprisals
by his client, the directive provides that such good
faith disclosures shall not constitute a breach of any
restriction on information disclosure.

6. Future EU LEGISLATION

Although the EU is relatively well endowed with an
appropriate legislative framework for the prudential
supervision of financial conglomerates, the status
quo isn’t entirely satisfactory. The situation is dy-
namic and obviously legislation needs to be adapted
to market developments.

Currently, most financial conglomerates in Eu-
rope are composed of banking and securities groups.
The number of major financial conglomerates span-
ning all three sectors (banking, securities, and in-
surance) still remains relatively small, although this
number is growing rapidly. In the next phase of
consolidation, financial service providers who can
meet the full range of customers’ needs are likely to
emerge. At the same time, the pace of the global-
ization and consolidation process will continue and
probably accelerate. The Internet can provide the
technical means for niche suppliers to cherry-pick
the most profitable customers. By way of example,
last year, the Prudential, which is the UK’s largest
life insurer, launched an Internet bank called Egg.
"T'his has attracted a large number of customers away
from traditional banks. So the need for an overall
supervisory framework embracing both banking/in-
vestment groups, on the one hand, and insurance/
reinsurance groups, on the other hand, is likely to
become more pressing.

For these reasons, the European Commission is
establishing a work program. It will include a com-
prehensive review of the current EU prudential
framework and bring together the three financial
sectors. This review will build on the papers and
recommendations of the Joint Forum adopted ear-
lier this year.

The logistical difficulties of the exercise should
not be underestimated. Supervisors from each of the
three sectors (banking, insurance, and securities), as
well as regulatory experts from the national finance
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ministries and some officials from other ministries,
such as the justice area, must all be involved. All of
this has to be multiplied by a factor of 15, corre-
sponding to the 15 different member states, plus a
complement is needed to cover the corresponding
representatives from the EEA member states.
Clearly, the complexity of the exercise is extensive.

7. SUMMARY AND CONCLUSIONS

The basic EU prudential framework for the super-
vision of banks, investment firms, and insurance
undertakings is in place. This provides for each
sector a set of harmonized core rules, mutual recog-
nition, home country control, and the EU single
passport for business. Each sectoral system is based
on common requirements, including solvency and
capital adequacy, fit and proper criteria, and close
cooperation between national supervisors.

Financial conglomerates are expected to grow in
number and size. Currently, most are mixed bank-
ing/investment groups. Major conglomerates span-
ning all three sectors, although important in some
member states, are limited but growing rapidly. In-
ternationally, financial conglomerates are also ex-
pected to gain importance.

The EU has addressed financial conglomerate
supervision by expanding the focus on the individ-
ual financial undertaking to include the conglomer-
ate dimension. In the banking/investment sector,
conglomerate supervision is carried out on the basis
of consolidation.

In the insurance sector, an adjusted solvency mar-
gin is calculated for combined insurance/reinsur-
ance groups. Information exchange between the
different sectoral supervisors and with other public
and professional bodies is facilitated by Directive
95/26/EC.

Although the EU framework for conglomerate
supervision is relatively advanced by international
standards, it still needs further attention to reflect
the integration of financial services throughout Eu-
rope. In fact, prudential supervision of financial con-
glomerates is a top priority for the Commission for
2000, as it builds on the valuable work of the Joint
Forum recommendations.
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DiscussION

LARRY D. WALL*

The U.S. has enacted a variety of rules to limit the
affiliation of commercial banks with other providers
of financial services during the 1900s. Over the last
several decades, competitive pressures from the
marketplace have been exerting increasing pressure
to relax the rules. Commercial banks, investment
banks, and insurance companies have all been using
advances in information technology and financial
technology to develop products that were function-
ally equivalent to products in the other industries.
Sympathetic regulators recognized that many of the
barriers had become obsolete and agreed to relax
the barriers via reinterpretation of existing legisla-
tion. However, the process of identifying and ex-

*Larry D. Wall, Ph.D., is Research Officer at the Federal Reserve Bank
of Atlanta, 104 Marietta Street NW, Atlanta, Georgia 30303, e-mail,
larry.wall@atl.frb.org. The opinions expressed in this paper are those
of the author and are not necessarily those of the Federal Reserve
Bank of Atlanta or the Federal Reserve System.



THE PRUDENTIAL SUPERVISION OF FINANCIAL CONGLOMERATES IN THE EU

131

ploiting loopholes has proven to be costly and time
consuming; ultimately, this process was unable to
remove some crucial barriers.

The passage of the Gramm-Leach-Bliley Act
(GLB Act) sweeps away the remaining barriers pre-
venting commercial banks from affiliating with the
full range of financial services while reinforcing the
barriers separating commercial banks from nonfi-
nancial firms. Financial services firms will have
more freedom in choosing how to best serve their
customers, albeit that different combinations of fi-
nancial services might entail varying amounts of
government regulatory taxes and subsidies. These
new combinations pose a variety of difficult issues
for financial regulators. Michael Thom’s excellent
paper highlights the most important and most dif-
ficult of these issues: how to resolve the conflict
between regulators organized around products and
firms organized around serving customers’ needs for
diverse financial products.

If the GLLB Act had been enacted in the 1980s or
the early 1990s then structuring, managing, and reg-
ulating the resulting combinations might have been
the dominant issue facing U.S. financial firms and
their regulators for many years. However, rapid de-
velopment of financial services provided over the
Internet is threatening to reshape the financial ser-
vices industry in a way that is far more fundamental
than the GLB Act. The provision of financial ser-
vices is ultimately about obtaining, processing, and
transmitting information. The existing structure of
financial services providers is premised on the idea
that information is costly, especially for consumers
of financial services. The development of informa-
tion technology (I'T), and especially the growth of
the Internet, is dramatically reducing the costs of
information. While the issues associated with finan-
cial conglomeration are likely to be important in the
short-to-intermediate run, the issues associated with
I'T" and the Internet can be critical over the inter-
mediate-to-long run.

This discussion starts by summarizing the
changes contained in the GLLB Act in terms of both
permissible combinations of financial firms and the
structure of the financial regulatory agencies. Then
the discussion briefly reiterates concerns discussed
in the Thom paper, such as how to regulate financial
conglomerates, and it discusses a related issue. The
third section discusses how changes in I'T" and the
Internet could impact both financial conglomerates

and bank regulators. The last section provides a
summary.

1. GRAMM-LEACH-BLILEY AcT CHANGES

When Congress considers revisions to the financial
system, it rarely starts with a blank sheet of paper
and a goal of producing a simple and streamlined set
of rules and supervisory structures. Parliamentary
systems of governments might facilitate such fun-
damental change, but the U.S. legislative system
does not. Instead, Congress typically focuses on
resolving the problems, real or perceived. The GLLB
Act follows this pattern. The GLLB Act removed the
statutory barriers between different financial ser-
vices providers and established new rules for the
oversight of financial conglomerates with commer-
cial banking affiliates, but it left largely intact the
rules and supervisory structures overseeing the ac-
tivities of commercial banks, investment banks, and
insurance subsidiaries.

1.1 Changes in the Limits on Operations
of Financial Holding Companies

Most of the constraints on affiliation prior to the
GLB Act focused on the affiliation of commercial
banks with other financial services providers. Ac-
cordingly, some of the biggest changes due to the
GLB Act are in the area of commercial banks’ affil-
iations with nonbank financial firms.

The Rules Prior to the GLB Act

A number of different statutes limited the affiliation
of commercial banks with firms in other industries.
Among the most important of these are (1) the
Glass-Steagall Act, and (2) the Bank Holding Com-
pany Act of 1956 and its 1971 amendments.

The Glass-Steagall Act prohibited commercial
banks from being affiliated with firms that are “en-
gaged principally” in services such as the issue,
floatation, underwriting, public sale, or distribution
of securities.! It did not completely ban commercial
banks from all types of securities services. For ex-
ample, banks could continue to underwrite munic-
ipal (state and local government) general obligation
bonds and to offer some investment services
through their trust department. Various other open-
ings developed, such as allowing U.S. banking or-

TSee Section 9.02 of Fein (1998) for a discussion of the Act.
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ganizations to offer in foreign markets the range of
products offered by their competitors.” This change
allowed U.S. banking organizations to develop sig-
nificant experience in investment banking in for-
eign markets, most notably London.

Although commercial banks obtained explicit au-
thorization to provide a limited range of securities
services, the Glass-Steagall Act effectively kept
banks out of the mainstream of domestic invest-
ment banking until bank lawyers reexamined the
text of the law.> The big break occurred in the
1980s when a careful reading of the Act found that
its limitations applied only if the subsidiary was
“principally engaged” in the prohibited activities.
An implication of this provision is that a subsidiary
could engage in the banned activities so long as it
was not “principally engaged” in the activities. The
Federal Reserve Board agreed with this interpreta-
tion in 1987.* These so-called Section 20 subsidiar-
ies were initially subject to highly restrictive limits
on what they could underwrite and the extent to
which they could engage in otherwise banned ac-
tivities (stated as a proportion of revenue). These
security activities were also subject to substantial
“firewalls” that limited the potential for the securi-
ties affiliate to put the commercial bank at risk, and
it possibly limited synergies between the securities
affiliate and the commercial bank. However, all
three types of restrictions have been relaxed as
commercial banks and their regulators gained expe-
rience with Section 20 subsidiaries.”

Banks have entered the insurance industry more
slowly. The federal government has granted bank-
ing organizations limited authority to enter at least
some aspects of the insurance industry both through
affiliates of bank holding companies and through
national banks. Most of the recent action in this area
has been with regard to the ability of national banks

2See Section 12.01 of Fein (1998) for a discussion of U.S. banking
organizations’ ability to engage in securities activities outside the
United States.

3See chapter 9 of Fein for a discussion of banks’ authority to engage
in securities activities in the U.S. See also section 1.04 of Fein for a
review of the key administrative rulings authorizing banks to engage
in additional securities activities and section 1.05 for the relevant
court cases.

“See the Federal Reserve Board’s decision in Citicorp/J.P. Morgan &
Co. Inc./Bankers Trust New York Corporation in the Federal Reserve
Bulletin, starting on page 473 of volume 73 published in 1987.
5See section 9.05 of Fein (1998) for a review of the original firewalls
and the subsequent modifications.

to provide insurance services. A 1916 federal law
permits national banks to act as an insurance agent
in any community of less than 5,000. The regulator
of national banks, the Office of the Comptroller of
the Currency (OCC), gave this interpretation: the
insurance activities are to be located in communities
of no more than 5,000 but the insurance can be
marketed nationwide in communities of all sizes.

Many in the insurance industry regarded the of-
fering of insurance products by commercial banks as
providing unfair competition, especially given the
potential for banks to link loan application approval
to whether the borrower obtains insurance from the
bank. Consequently, some insurance trade groups
fought against bank expansion into insurance. In
many states, they asked for limitations to be placed
on banks’ ability to sell insurance. However, these
limitations have generally been rejected in a series
of federal court cases. Insurance trade groups also
lobbied Congress to pass unambiguous changes to
the statutes that either limited bank’s participation
in insurance or made banks subject to the same
rules as insurance companies.

T'he ability of commercial banks to affiliate with
other types of financial services was subject to the
control of the bank regulators. The Federal Reserve
had been the most important regulator in its capac-
ity as the sole regulator of bank holding companies
(BHCs) under the Bank Holding Company Act of
1956 and its amendments. However, banks could
have subsidiaries, and the activities of these subsid-
iaries were limited primarily by regulations from the
bank’s primary supervisor. In particular, the OCC
had reviewed its rules and concluded that national
banks have substantial authority to engage in finan-
cial services through their subsidiaries. The OCC
had formalized its interpretation of the statute in its
Part 5 rules.® Although OCC’s Part 5 rules might
have ultimately allowed national banks to be affili-
ated with a wider range of activities, relatively few
applications had been approved under Part 5 prior
to GLB.

T'he ability of commercial banks to affiliate with
commercial activities is also restricted under the
BHC Act. The BHC Act of 1956 restricted the

6See the Testimony of Eugene A. Ludwig Comptroller of the Currency
before the Subcommittee on Finance and Hazardous Materials of the
Committee on Commerce of the U.S. House of Representatives July
17,1997.
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ability of commercial firms to own a bank holding
company. Subsequent amendments to the BHC Act
in 1966 and 1970 and the Competitive Equality in
Banking Act in 1987 closed several loopholes in the
restriction.”

One important point to note about the prior dis-
cussion is that the limits applied primarily to com-
mercial bank affiliation with nonbank activities.
Similar limits applied to thrift holding companies
that own more than one thrift charter.® No restric-
tions applied to affiliation between securities and
insurance firms. Moreover, holding companies that
own only one thrift charter may be affiliated with
any other financial or nonfinancial service. At one
time, Ford, the automobile manufacturer, owned a
thrift charter, and State Farm Mutual Insurance
recently chartered a thrift.

GLB Act Changes

The GLLB Act amends the BHC Act to allow com-
mercial banks to be affiliated with a wide range of
financial services. In an effort to break down the
barriers between financial services companies, the
Act repeals the Glass-Steagall Act’s limits on the
affiliation of commercial and investment banking.
However, the Act also seeks to reinforce the barriers
separating banking from commerce.

The GLB Act adopted the bank holding com-
pany model for structuring new activities in which
different activities are organized as subsidiaries of
the holding company. I do not think that Congress
seriously considered authorizing new activities
structured along the lines of universal banking in
which the bank itself engages in the full range
activities, an organizational form that is common in
many European countries. The GLLB Act also per-
mits many financial services to be provided through
subsidiaries of the bank; however, the Act also im-
poses several limitations and requirements on
bank subsidiaries that are not imposed on BHC
subsidiaries.

BHCs that choose to provide a wide range of
financial services may elect to become Financial

7See Heller and Fein (1999), chapter 4.

8The so-called unitary thrift charter is discussed in Ellen Seidman,
Director, Office of Thrift Supervision, testimony before the Commit-
tee on Banking, Housing and Urban Affairs of the United States
Senate on June 25, 1998.

Holding Companies (FHCs).” The only require-
ments for becoming an FHC is that all of the hold-
ing company’s subsidiary banks and thrifts must be
well capitalized and well managed and have at least
a satisfactory Community Reinvestment Act (CRA)
rating. FHCs have explicit authorization to engage
in a laundry list of activities including: (1) lending,
trust, and other banking activities; (2) insurance
activities; (3) financial or economic advice or ser-
vices; (4) pooled investments; (5) securities under-
writing and dealing; (6) any other activity already
authorized by the Federal Reserve for BHCs; and
(7) engaging in any other activity in the U.S. that is
currently permissible for BHCs to engage in outside
the U.S. The Federal Reserve, with the approval of
the Secretary of the Treasury, may also expand this
list of activities to include other “financial” or “in-
cidental” activities. The criteria for approving addi-
tional activities include considering (1) the purposes
of the GLB Act; (2) changes or reasonably expected
changes in the financial services marketplace and in
technology; and (3) whether an activity is “neces-
sary or appropriate” for FHCs to compete with, or to
use technology in the provision of financial services.

While the GLLB Act follows the principal of sep-
arating banking from commerce, the Act recognizes
that investment banks, merchant banks, and insur-
ance companies can acquire controlling interests in
companies in the ordinary course of business. Thus,
the Act permits FHCs to own a controlling interest
in any company, provided that the interest is ac-
quired in the ordinary course of business and that
the FHC is acting as a passive investor rather than
actively running the company.'’

The GLLB Act allows national banks to provide a
wide range of financial services through their sub-
sidiaries."’ A national bank may have a subsidiary
that engages in any activity authorized directly for
the bank or any financial activity except insurance
underwriting, insurance investments, real estate in-
vestment, or development and merchant banking.
T'he Act provides for the Secretary of the Treasury
to expand the list of permitted activities subject to
Federal Reserve approval. The Act limits the total

9Section 103 of the GLB Act lays out the requirements for a bank
holding company to become an FHC and the range of permissible
activities for a FHC.

1%Section 103 of the GLB Act.

"TSection 121 of the GLB Act establishes the limits on national bank
provision of financial services through affiliates.
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assets of all financial subsidiaries to the lesser of
45% of the bank’s assets or $50 billion.

The GLB Act closes a loophole in previous law
that allowed holding companies without bank char-
ters and only one thrift charter to be affiliated with
commercial activities.'” The Act grandfathers in any
holding company that owned a thrift charter on May
4, 1999. However, this authorization to continue
owning a thrift is not transferable. This closure of
the unitary thrift holding company loophole was
necessary if the policy of separating banking and
commerce was to remain viable.

1.2 Regulatory Structure

Arguably, the most contentious parts of the GLB
Act relate to the structure of the regulatory agencies.
The basic philosophy underlying the Act is one of
functional regulation; that is, specialized regulatory
agencies should oversee each of the various types of
financial services. Adopting functional regulation in
the Act neither eliminated any existing agencies nor
created any new agencies. However, the Act had to
address several bitter disputes about exactly where
the boundaries between the different agencies
should be placed.

The Structure Prior to the GLB Act

The U.S. regulatory system is more complicated
than that in many countries, most notably the
United Kingdom, which recently adopted a single
financial regulator. 1 think the U.S. system is best
seen as the consequence of two aspects of our po-
litical system: a federal government in which states
are granted substantial authority under our consti-
tution, and a system of checks and balances at the
federal level that separates the legislative, execu-
tive, and judicial system.

The federal government’s authority to exercise
regulatory influence over the financial sector is
largely a result of its authority to “coin money” and
“regulate commerce . .. among the several states.”
Our constitution explicitly reserves for the states all
powers that are not either granted to the federal
government or denied to the states by the constitu-
tion. Thus, the states can and do have regulatory
authority over the intrastate provision of financial
services. They exercise this authority in the bank-

2Section 401 of the GLB Act imposes restrictions on holding com-
panies that own only one thrift charter.

ing, securities, and insurance areas. In practice, this
authority is greatest in the insurance area where the
McCarran-Ferguson Act specifically grants all regu-
latory authority to the states, unless a federal statute
“specifically relates” to insurance.

The U.S. system of checks and balances has con-
tributed to the development of the so-called inde-
pendent regulatory agencies (agencies independent
of the executive branch). The only regulatory agen-
cies that are part of the executive branch are the
OCC and the Office of Thrift Supervision (OTS).
The Federal Deposit Insurance Corporation
(FDIC), the Federal Reserve, the Securities and
Exchange Commission (SEC), and the Commodity
Futures Trading Commission (CFTC) are all inde-
pendent agencies. Whether the existence of inde-
pendent regulatory agencies is “good government”
has been debated since independent agencies were
first created. One justification for making agencies
independent of the executive branch is these agen-
cies often exercise some judicial power. A practical
explanation for the existence of independent agen-
cies is that Congress sometimes establishes goals
that might have different policy implications and
the structure of the regulatory agencies has an im-
portant effect on which goals take priority (Wall and
Eisenbeis 2000). A purely political explanation for
their existence is that Congress may exercise greater
influence over independent agencies than it does
over agencies in the executive branch.

Regulatory Structure under the GLB Act

T'wo major issues of regulatory structure arose dur-
ing the writing of the GLB Act. First, should an
agency, called an umbrella regulator, have oversight
over the entire FHC for safety and soundness pur-
poses and, if so, where would the boundary be
between the umbrella regulator and the functional
regulators? Second, if a bank subsidiary is engaged
in the provision of securities or insurance services,
then where should the boundaries be drawn be-
tween the bank regulatory agencies and functional
regulators of securities and insurance?

The first issue was resolved in favor of extending
the Federal Reserve’s umbrella regulator responsi-
bility over BHCs to the new FHCs. This expansion
of the FRB’s role does not give the agency authority
over holding companies that do not own banks.

The creation of an umbrella regulator raises the
question of how the Federal Reserve can meet its
responsibilities without usurping the position of the
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functional regulators of the individual bank, securi-
ties, and insurance subsidiaries. In terms of obtain-
ing information, the Federal Reserve is given au-
thority to require reports and conduct examinations
of FHC subsidiaries. However, under the so-called
Fed-Lite formulation, the Federal Reserve is di-
rected to obtain needed information from the func-
tional regulators to the maximum extent possible.
The FRB will conduct an examination only if it
needs more information on the riskiness of the sub-
sidiary or if it must enforce any other law where the
board has specific authority."?

In terms of setting standards and taking enforce-
ment action, the Act sets a variety of boundaries
between the FRB and the functional regulators.
The FHC precludes the FRB from imposing capital
regulations on the regulated subsidiaries of a FHC,
but it is silent on the FRB’s ability to impose such
regulations on the consolidated FHC. The Federal
Reserve’s authority to take action against function-
ally regulated subsidiaries is also limited. In general,
the FRB may not take action against such subsid-
iaries unless the action is necessary to address a
“material risk” in the safety and soundness of a
depository or the payments system, and unless it is
not possible to guard against the risk solely through
requirements imposed directly on the depository.'*
Furthermore, the Federal Reserve’s ability to direct
holding company affiliates to aid distressed banking
affiliates is limited. The FRB may not require a
broker/dealer or insurance company that is a BHC
to infuse funds into a troubled depository if the
company’s functional regulator determines that do-
ing so would have a material adverse effect on the
broker/dealer or insurance company.'”

Congress was also under pressure to establish the
boundary between the national bank regulator, the
OCC, with both the regulators of securities (SEC)
and of insurance (state insurance commissioners).
The SEC has had authority to regulate broker/deal-
ers, but the definition of broker/dealers contained
an exemption for banks. Historically, this exemp-
tion existed to allow banks to engage in a limited set
of activities, such as trust operations, without SEC
oversight. However, this exemption became signif-
icantly wider as the bank regulators refined their

3Section 111 of the GLB Act.
T4Section 113 of the GLB Act.
15Section 112 of the GLB Act.

reading of the Glass-Steagall Act. The GLB Act
repeals the general exemption of banks and replaces
it with a limited set of exemptions such as trust
activities, sweep accounts, derivatives, and identi-
fied bank products.'® Congress recognized the on-
going development of “new hybrid products” and
that the boundary line between new securities
(which come under SEC authority) and extensions
of banking products is fuzzy. Thus, the Act provides
for the SEC to first issue a regulation defining a new
hybrid product as a security before it uses the secu-
rity as justification to require the bank to register
as a broker/dealer. The SEC is required to con-
sult with the Federal Reserve Board before issuing
such a regulation, and the FRB may seek judicial
review.'”

Setting a boundary between the OCC and state
insurance commissioners was also critical to the pas-
sage of the GLLB Act. The rules set by the Act appear
designed to address the concerns of both sides, and it
reaffirms that the business of insurance is subject to
state regulation.'® However, the Act also requires that
such state regulation may not discriminate against the
insurance activities of depositories.'”

2. CHALLENGES PoseD BY BREAKING
DowN oF BARRIERS

T'hom highlights one of the fundamental challenges
of supervising financial conglomerates:

4. As mentioned earlier, the basic difficulty in
supervising a financial conglomerate is that it is
managed as a whole. Traditional supervision
focuses on the individual sectors making up
the conglomerate without necessarily looking
at the “big picture.”

His discussion provides an excellent explanation of
why prudential supervision of the individual pieces
of a financial conglomerate is inadequate.

One response to the calls for consolidated super-
vision was that important affiliates, such as govern-
ment-insured commercial banks, could be protected
by erecting “firewalls” between the bank and its
affiliates. In particular, regulators could protect the

16Section 201 of the GLB Act.
"The regulatory treatment of hybrid financial products is established
in Section 205 of the GLB Act.
18Section 104 of the GLB Act.
19Section 304 of the GLB Act.
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bank by limiting its financial transactions with affil-
iates. The banks could not transfer excessive capital
out directly via dividends or indirectly via mispriced
transactions with affiliates.

Whether firewalls could absolutely prevent the
parent from using bank resources to help troubled
affiliates is questionable. I think that firewalls can
significantly slow the drain on a bank’s resources
but they could not eliminate the drain. Whether a
bank will remain safe behind its firewall while fire is
raging through its affiliates depends crucially on the
relationship of the bank to its affiliates. If the parent
manages each of its subsidiaries as a stand-alone
operation, with no connections to other affiliates,
then firewalls may work well enough to give regu-
lators time to save the bank. However, if conglom-
erates are to add value, then it must be that they
obtain some synergy from combining different fi-
nancial services in a single entity so that the value of
the whole is greater than the sum of the parts. This
synergy could take the form of efficiencies of scope
in the production of services leading either to lower
costs of production of individual services or greater
value to customers. Yet, if important synergies exist
between the bank and its affiliates, then the failure
of an important affiliate might have a significantly
adverse impact on the bank’s competitive position.
In terms of the firewall analogy, how valuable are
impenetrable firewalls if important supports for the
ceiling are collapsing as affiliates fail?*°

The U.S. has used firewalls to help protect de-
positories from problems in affiliates and the GLLB
Act reinforces these firewalls. For example, existing
statutory limits on transactions between BHC sub-
sidiaries and insured depositories are being ex-
tended to cover transactions between insured de-
positories and their subsidiaries. However, in
recognition of the need for consolidated supervi-
sion, the GLLB Act also establishes the Federal Re-
serve as an umbrella regulator for U.S. holding com-
panies that own a commercial bank.

Despite differing stands on the effectiveness of
firewalls, U.S. bank regulators have recognized that
banks, especially large banks, have become engaged

2°The idea that conglomerates manage their affiliates in a way to
obtain the benefits of synergy is implicit in Thoms’ Sec. 4 2 remark
that “financial conglomerates can be organized across global busi-
ness lines with management responsibilities cutting across different
legal entities in a complex matrix.”

in increasingly complex activities. 'T'’hese complex
activities pose a very substantial challenge for tra-
ditional bank supervision, and one response of the
bank supervisors has been to look for ways to en-
hance market discipline. The case for enhancing
market discipline of banks becomes even stronger if
one believes that complex financial conglomerates
are “managed as a whole” so that the health of a
bank cannot be judged in isolation from its affiliates.
Exactly what form these calls for increased market
discipline will take remains to be seen. The GLB
Act opens up one possibility— greater reliance on
bond markets to evaluate and discipline risk. The
Act requires large banks that engage in certain ac-
tivities through bank subsidiaries to issue highly
rated bonds with a maturity of at least one year. The
act also instructs the Treasury and Federal Reserve
to conduct a study of the potential use of subordi-
nated debt to discipline bank risk-taking.

3. CHALLENGES Posep BY DEVELOPING
INFORMATION TECHNOLOGIES

In many markets for financial services, consumers have
historically found comparison shopping was time con-
suming, costly, and impossible. Someone seeking a loan
from a bank needed to provide financial information to a
lending officer, who would evaluate both the new infor-
mation and his prior knowledge about the customer’s
character. In most cases, comparison shopping at banks
that lacked a local branch was pointless because banks
would not consider making small loans unless they had a
local presence from which to obtain information about
the borrower. Similarly, someone seeking information
about insurance prices needed to go to an insurance
agent to request information; the buyer, ultimately, must
pay a handsome commission for the agent’s services. In
perhaps the extreme case, investors in corporate bonds
may lack access to the prices paid in recent secondary
market transactions. Investors that want to buy or sell a
corporate bond can obtain quotes from several dealers,
but the dealers are generally unwilling to publicly dis-
close recent transaction prices.

The continuing development of technology for
transmitting and analyzing information (I'T’) is creating
profit opportunities for those seeking to exploit the
inefficiencies in the existing financial system.?' Lend-

21See Morgan Stanley Dean Witter Equity Research (1999) for a recent
analysis of the implications of the Internet for financial services.
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ers are entering new geographic markets by using
information technology to model consumer behavior
and evaluate loan applications. Insurance firms may
follow the Dell model of selling direct, allowing cus-
tomers to obtain customized insurance packages and
pricing via the Internet. I'I-based firms are working to
develop computerized markets for corporate bonds
that allow investors to buy and sell directly without
trading through investment banks.

The ongoing development of I'T, including the
Internet growth, is transferring power to the con-
sumers over all types of products. Consumers are in
a better position to get the combination of product
pricing and characteristics that maximize their util-
ity. The increasing power of the consumer is forcing
firms in all lines of business to reevaluate what they
do. Firms are increasingly unable to subsidize inef-
ficient parts of their operation with profits earned
due to consumer ignorance. If a firm wants to suc-
ceed in this environment then it must: (1) deter-
mine what is its core competency, that is, what it
does better than potential competitors; (2) find ways
to reinforce and build on its strengths; and (3) either
improve its inefficient operations or obtain the
needed services from outside.

The pressure that I'T is exerting on all business has
two important implications for financial services firms
and their regulators. First, the gains from forming
conglomerates that were available when information
was costly to consumers may no longer exist. Consum-
ers may choose to obtain a package of transaction
accounts, investment accounts, and loans and insur-
ance from a conglomerate, if the conglomerate is
among the very best providers in each of these ser-
vices. However, the consumer could purchase each of
these services individually, perhaps through a Internet
portal such as Yahoo. Yahoo might help both to iden-
tify the best firms in each product category and to
provide integrated reports summarizing the consum-
er’s financial position. Thus, while a financial con-
glomerate might succeed in this environment, it can-
not have any weak links, and it might not be able to
command premium prices for merely providing con-
sumers with one-stop shopping. If conglomerates are
to provide added value, they will need to find a way to
obtain synergies in the production of financial services.

So does this mean that financial regulators need
only survive a temporary period of complexity be-
fore we return to the world of well-defined banks,
insurers, and securities dealers? No. If the above
analysis of the role of I'T is correct, then regulators

might face questions that are even more difficult in
the future. One of the problems that regulators
might need to face is that the existing boundaries
we draw around “financial services” bear little re-
semblance to how corporations define their core
competencies in the future. Indeed, the concepts of
a commercial bank, an investment bank, and an
insurance firm may become obsolete. Instead these
functions may be split up and fit into firms with core
competencies arranged around very different con-
cepts. Those with superior data-mining abilities
may dominate credit-granting decisions for retail
and small business lending, insurance sales, and the
marketing of a host of nonfinancial products. For
that matter, marketing firms can pay consumers to
process their credit card transactions and payments
in order to obtain additional data for their databases.
Moreover, the firms that provide transactions pro-
cessing need not be the same firms that manage the
transactions accounts or other assets, and neither of
these need be the same as the firms that pool
smaller loans for sale. Firms with superior skills
running on-line auctions might replace existing fi-
nancial markets.

As the boundaries between financial and nonfi-
nancial services continue to blur, financial regulators
may be forced to ask some tough questions about
their own roles. Exactly what financial services are
vital to the operation of an economy, and in which of
these would the failure of important providers pose
a threat to the economy? How are these vital func-
tions to the best protected and important firms to be
supervised? Furthermore, how do we prevent firms
from expanding the safety net’s coverage to new
financial activities?

The other problem that regulators face is that
national boundaries are becoming even less impor-
tant than they had been in the past. In the past,
most consumers of financial services needed the
ability to physically interact with their providers.
T'he Internet is rapidly eliminating this need. T'o be
sure, national boundaries are important to the ex-
tent that the laws governing financial transactions
can be very different across countries, and these
boundaries may be important to the extent they
correspond with cultural differences. However, na-
tional boundaries might not prevent consumers
from obtaining financial services from providers in
other countries, but they can raise the cost of ob-
taining services from other countries. This cost bar-
rier associated with national boundaries will provide
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a level of protection for local financial firms and
regulators that are inefficient, but it will also set a
ceiling on the level of viable inefficiency.

The increasing threat of competition from foreign
financial services providers will certainly pose a
challenge to the managers. However, it will pose at
least as much of a challenge to regulators. Regula-
tion that is costly and provides little benefit to
consumers can drive domestic market share from
providers supervised by local regulators to foreign
providers over whom the local supervisors may exert
little influence. Does this imply that the only sus-
tainable level of regulation in a global financial mar-
ketplace is no regulation? It is possible, but improb-
able. While regulators are often berated for raising
the costs of doing business, regulators also play a
vital role in lowering the costs of doing business. In
particular, regulators can lower costs by producing
an environment in which parties can confidently
contract. For example, regulators can reduce infor-
mation costs by conducting periodic reviews of oth-
erwise confidential information, by providing a fair
and transparent legal system, and by providing for
the quick and efficient resolution of failed financial
firms. We in the developed countries tend to un-
derappreciate this dimension of regulation, but the
experience in many developing countries suggests
that this governmental function is essential to the
operation of an efficient free-market economy.

4. CONCLUSION

The GLLB Act makes many important changes that
were needed for the U.S. financial regulatory system

to meet the challenges of the late 1900s. It sweeps
away many of the statutory barriers on affiliations
between different types of financial services. The
mergers likely to follow the Act may challenge the
U.S. regulators’ ability to oversee large, sophisti-
cated financial firms that offer a variety of products.
Yet, as we look out toward the horizon, the biggest
challenges that regulators in the U.S. and around
the world may face are coming from possible
changes in the market. The ongoing revolution in
I'T, especially Internet growth, will challenge regu-
lators’ ideas about both the business and geographic
boundaries of financial services firms.
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