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OPENING OF THE CONFERENCE






Ladies and Gentlemen,

I am pleased to welcome you to this Conference on Financial
Conglomerates. Indeed, the Commission is most grateful to you for your
participation in this Conference. A Conference, which certainly for me,

and 1 suspect for most of you, represents something of novelty.

0f course, even at European Llevel, the problems of financiéL
congolomerates have been perceived and studied in various bodies
already. As far as the banking sector is concerned, for instance, the
Banking Advisory Committee and especially the "Groupe de Contact" of
Banking Supervisors have done most valuable work in Llooking into Llinks
between banking, insurance and securities markets and in raising some
of the guestions which we will have to study, for instance the guestion
of a broader consolidation which might be required for banking groups.
In the field of insurance, the "Conférence des Services de Contrdle des
Assurances des Pays de la CEE" has set up a sub—group which has started
to study the borderlines between banking, insurance and other services.
The "High-Level Committee of Securities Markets Supervisors", likewise,
has perceived the problems which can arise with the blurring of the

frontiers between the various sectors of the financial industries.

yﬁat is novel about this Conference is the fact that the authorities
responsible for all three sectors are meeting together for the first
time at the European level; and as far as we are aware even on national
level the extent of inter-disciplinary cooperation between the
supervisors of all the sectors varies considerably between Member
States.

There are two reasons why we thought a Conference of this novel
character would be timely and useful. The first is that supervisors in
the three different financial markets represented here are increasingly
being confronted by difficult problems arising from the breakdown of
the frontiers between different types of financial institution; from
the blurring of the distinctions between apparently different financial
products (insurancé and savings) and from the growth of conglomerates.

It seemed to us that it would therefore be of interest to bring



together all three groups simply in order to enable experiences to be
shared between the different disciplines and between the different
Member States. (In saying what I have just said, I am aware that I am
already begging one important question. That is whether the phenomenon
of financial conglomerates is really all that new. At least one Member
State with a universal banking system has, it could be argued, Llived
with the phenomenon for decades without apparent difficulty. That in

itself may provide an interesting point for argument).

The second reason for setting up this Conference is the potential
impact of financial conglomerates on the Commission's own work in
legislating for the internal market in financial services, which we are
all committed to achieving by 1992. I will be talking about this aspect
at greater length tomorrow morning; so will not go into detail now. But
the possible implications for our work here in Brussels if different
prudential and policy solutions are found in different Member States to

the problems of supervising conglomerates.

The Commission's approach as you know is based on the triad of
harmonization of supervisory rules, mutual recognition and home-country
control in each of those sectors - banking, insurance and securities
markets. A long series of Directives in each of these sectors have
prepared the ground on which mutual recognition and home country
control can.be based. But this very basis might be jeopardized if all
Member States felt the need, and in different ways, to bring in new
techniques and Llegislation to deal with financial conglomerates.
Suppose that different countries have different rules as to the
structure and composition of financial conglomerates. Imagine
individual Member States want to introduce specific rules to avoid
conflicts of interest or to guarantee the appropriate capitalisation of
an entire conglomerate. If each country follows a different path, we
could face a situation in which our coordinating efforts in all the
sectors are disrupted and the basis of home-country control and mutual

recognition are endangered.

We hope therefore.the Conference will concentrate very much on the
practical problems which supervisors are having to face as a result of
the growth of conglomerates and that we should avoid purely academic
debate for example on how to define a conglomerate, except where this

is strictly necessary for the discussion.



PROF. GOWER

INTRODUCTION

We are here to discuss the problems posed by financial conglomerates in
relation to the planned completion, by the end of 1992, of the internal
European market in so far as concerns financial services. If we are to do so
we need, as I see it, first to ensure that we are all in agreement about what
we understand by (a) "financial services"™ (b) an "internal European financial
market (and the proposed methods of achieving it) and (c¢) "financial
conglomerates”. My main task, if I have understood my instructions aright, is
in 20 minutes to outline my understanding (or misunderstanding) on each of
these and then to allow you 10 minutes in which to question and correct my
misunderstandings.

(a) Financial Services

This expression clearly dincludes all types of service (whether that of
marketing, managing or advising) relating to banking, insurance (general and
long term), or securities and other investments. Its range is therefore wide -
even wider than that of "investment business" which is the expression used in
the UK to describe the scope of its Financial Services Act 1986. We do not
need to attempt to define its precise boundaries and I do not suppose that the
Commission would thank us if we did that. What is clear, however, is that at
present most Member States have no regulation of many of these types of
financial services. This has obvious implications on the Commission's
programme. The object of that must be to provide comprehensive and adequate
standards throughout the Community without requiring any country which has
effective regulation in some areas to lower its standards - unless these are
excessively anti-competitive; in other words, to harmonise up and not down. If
adequate harmonjsed standards throughout the Community are to be achieved by
1992 it will be a remarkable feat.



(b) The European Internal Financial Market

The European Internal Financial Market obviously does not mean just the
integration of European organised markets such as stock exchanges and futures
exchanges. It includes that, but goes much wider. What is aimed at is a
situation in which a firm established to provide financial services in one
Member State will be able lawfully to provide such services in every other
Member State, so that the former independent national markets are fused into a
unified Community-wide market without internal frontiers. And it is clear both
from the published statements of the Commission and from the remarkable
progress that it has already made, particularly in relation to banking,
insurance, unit trusts and mutual funds, and marketing of listed securities,
that the main mechanisms for achieving this are envisaged as : the abolition
of restrictions on the right of establishment, freedom of capital movements,
freedom to provide financial services across frontiers without establishment

and, to the extent necessary, harmonisation of legal regulations.

This programme faces obvious dangers which will have to be guarded against and
obvious problems, which will have to be solved. The problems are particularly
acute in relation to financial conglomerates but before I turn to them may I
draw attention to three general points.

The first arises from the distinction which the Commission draws between the
right of "establishment" (where, as I understand it, there will need to be
harmonised prudential regulation) and freedom to provide services across the
frontiers (where the conduct of business and marketing rules of each host
State can operate with only minimal Community prescription - though some
general harmonised principles may need to be laid down). This seems to assume
that once the firm concerned has been tested as fit to provide financial
services in the Member State where it is established (the home state), it can
safely be treated as fit to supply such services in every Member State and,
indeed, that the home state, when allowing it to be established, will have
checked that it is so fit. Neither part of this assumption can really be true.
Both might be, if fitness depended only on capital adquacy and absence of
criminal convictions but it obviously depends on mcuh more than that -
including familiarity with the language and legal regulation of the host state

or states. It is true that if the firm proves unfit to carry on business in



any host country it may ultimately be prevented from continuing to carry on
business there. But this will take some time and the objective of initial
prevention rather than later cure is defeated. Presumably the Commission feels
that that is a price worth paying for greater freedom across frontiers. And
maybe it 1is, having regard to the undoubted fact that it 1is normally
impossible to prevent services being provided so long as this is done without
establishing a place of business but (for example) through the post or
telephone. Nevertheless, it is a bit disturbing.

My second point is that already in this area a global twenty-four hour market
is developing. Not only are Llinks being established between exchanges
(including links by those within the Community and those outside) but, thanks
to modern technology, an order to a broker in, say, London may be executed
immediately on any one or more of the world's financial centres - and, in
practice, 1is often more likely to be executed in New York, Chicago, Tokyo or
Hong Kong than within the EEC. Moreover, the technology already exists which
will, before long, enable an investor from his home computer instantly to
"obtain the best quotation being offered by any market-maker anywhere and to
have the order executed immediately. The principal obstable at present is not
absence of technology, but primitive legal rules, particularly perhaps those
relating to formal transfer of securities which lead to inordinate delay and
expense in completing the paper-work subsequent to the bargain. This can be
solved only by "dematerialisation" of securities, a process which may present
peculiar difficulties to those European countries where bearer securities are
popular.

If the creation of a European market were to lead to anything in the nature of

a cordon sanitaire around it, handicapping European investors in the use and

benefits of the developing global market it would be calamitous. They would be
deprived of "best execution" and internationally the European market would
become a stagnant backwater. The European market has to be seen, as indeed the
Commission does see it, as a contributing to the developing global market by
substituting one European market for 12 national ones. But 1is there not a
danger that it‘might prove an obstacle ?



My third point relates to the apparent belief of the Commission that, in the
field of financial services, when harmonisation is needed, the same type of
harmonisation as that achieved, say, by the Company Law Directives will
suffice. In other words, that Directives should lay down objectives, leaving
national legislation to provide the means (although Directives have in fact
become in fact increasingly detailed). This may have sufficed in relation to
the progress made so far but I venture to doubt whether it will in all future
parts of the programme. It seems to me that it just is not good enough to say
simply that Member States shall not allow the establishment of firms
undertaking financial services unless they are satisfied that the firms are
fit and proper, Lleaving each member to prescribe its own tests of fitness.
There must, surely, be detailed prescriptions at Lleast on such matters as
capital adequacy for each type of financial business ? And, at least in some
areas, the same applies, I suggest to conduct of business and marketing
regulations. For example, the Commission has identified the segregation of
clients' money as a matter on which harmonisation will be needed. But, if a
firm undertaking business which impinges on more than one State finds itself
subject to different sets of rules in relation to the same transaction or
client, it will find Llife impossible. This is a problem with which SIB, in the
UK, had already has to wrestle. The regulatory authorities in the UK, the USA
and Australia have segregation rules - but they differ somewhat and, in some
circumstances, it is impossible to comply with one without breaching another.
If that occurs where all the countries concerned are Common Law Countries
which recognise trusts, it is still more Llikely to happen when two of the
Member States are Common Law Countries and the rest Civil Law Countries. And
the same applies, I would have thought, to insider dealing. The Commission
will need to prescribe the rules - perhaps by Regulations rather than
Directives. 1In such matters, as it seems to me, harmonisation needs to be as
near to unification as can be achieved while the Community lacks one common
Language.



(¢) Financial Conglomerates

Belatedly, I turn to "financial conglomerates". The meaning of this is clear
and so is the fact that financial conglomerates pose particularly grave
problems for the Commission's programme - we would not be here if they did
not. We mean firms which, instead of carrying on a single type of financial
business, carry on several. It matters not whether they do so throught
separate incorporated companies or through branches or departments. It will be
tempting to try to solve some of the problems by requiring separate
incorporation of certain types of business and for each separate establishment
in the EEC. I hope this temptation will be resisted. Business structures
should be determined by the commercial needs and not by the convenience of
bureaucrats.

This dintroduction is not the place to attempt to itemise the particular
problems thrown up by conglomerates. Many of them are identified in the Third
Commission Working Paper and others will doubtless emerge in the course of our
discussions. And some are self-evident; for example assessing capital
adequacy, increased opportunities for insider dealing and conflicts of
interest or of interest and duty (the Bank of England, in one of its papers on
"Big Bang", identified 14 possible conflicts arising from a single transaction
by a conglomerate).

ALl I want to do in concluding this introduction is to emphasise that here we
are dealing, not with a situation which will or may arise, but with one that
is already with us. In the UK, for example, the greater part of all types of
financial services is now undertaken by and through financial conglomerates.
They control all but one of the major member firms of the Stock Exchange. Some
are "pure" financial conglomerates, others also carry on a wide range of
industrial and commercial activities. For example, BAT combines 1its
traditional, but declining, tobacco interests with a range of financial ones.
The Burton Debenham Group, which originally arranged for a stock-broking firm
(itself part of a multi-national financial conglomerate) to run share shops in
its department stores, now itself operates such shops. The clearing banks now
control broker/dealers, mechant banks, insurance companies, unit trust

management companies, insurance brokers, estate agencies, etc.



The major financial conglomerates operate globally. In the case of the most
powerful their homes and heads are not in the Community but in the USA or
Japan. The more dubious conglomerates operate from off-shore financial centres
with Llax or no regulation. All this aggravates the problems of Community
regulation. Moreover, as the Working Paper points out, of the Member States,
only Denmark (and it only since the first of January) has a single regulatory
authority for all its regulated types of financial services. That is typical
of the non-EEC world also : the only other country known to me that has a
single authority is Signapore. Most have at least three. That may change as a
result of the "Crash of 1987"; it has been suggested in the USA and in the UK
that a single overseer is needed and that it should be the banking regulator.
Since banks now dominate so much of the financial services industry that makes
some sense and might solve some problems more effectively than consultation
between several regulators. But the suggestion has not gone down well with the

other regulators and has not, in my view, been thoroughly thought through.

My 20 minutes is up. I have, 1 fear, said too little about conglomerates and
too much about other matters. But I though that background was what was needed
at this stage in our deliberations and I hope that I have at Lleast proved

sufficiently provocative to encourage you to fill the next 10 mintes.
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Discussion after Prof. Gower's speech

Mr. Fitchew :

Thank you very much indeed Prof. Gower for what I think certainly from the
Commssion's point of view is both a stimulating and a provocative
presentation. Provocative in the sense that you were I think at certainly one
point suggesting that we should go down a rather different road from the one
we are actually going down. Namely in your suggestion that our legislation
Wwill need to be more rather than less detailed; in particular you suggested
that we needed not to follow the example of the Company Law Directives, which
you described as being concerned essentially with the principles and leaving
the Member States to fill out the details. I have to say that that is a
suggestion which certainly took me by surprise, because if anything, since I
am also responsible for company law, as well as financial markets, on the
whole the approach that we have been following, 1is precisely the opposite,
namely that we have taken the view that company law directives do not present
a good model, because they are if anything too detailed. I would like to ask
two specific questions arising out of what you said :

1. Is there a conflict between the point to which I just referred, namely your
view that we ought to be going down the road of more detailed
harmonisation, 1is there a conflict between that and the second phenomenon
which you identified, namely the globalisation of the market and the fact
that any individual investor, anywhere, with a home computer will, sooner
or later, 1if not already, be able to contact a supplier of financial
services, a dealer, anywhere else in the world, not merely in the major
financial centres, but in the off-shore centres as well, and do a deal on
his own terms. Is the kind of detailed approach to regulation, which you
are suggesting for the Community, compatible with that kind of world ?

2. You raised the question whether the fact that a bank, or an insurance
company, which 1is considered to be fit and proper in one Member State,
really qualifies it to do business in another Member State ? It seems to me
there is rather an interesting comparison there with the manufacturing
sector, where there is no test of fitness and propriety applied in the
manufacturing sector. Why should one go beyond the simple tests of deciding
whether these people are fit and proper people to run a bank, the kind of
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people that you are prepared to see in charge of a bank in terms of their
previous experience, their honesty and integrity and so on, and capital
adequacy being the two main tests. I must say I remain unconvinced by the
need to test their language ability and their knowledge of Llocal
legislation, it seems to me clearly if they want to do business in other
Member States, they will make sure that they are equipped in that way and

it is not the business of supervisors to determine that aspect of it.

Reply by Prof. Gower to these questions

I intended to be controversial and provocative and I seem to have succeeded.
ALL I think I am saying is that there are many areas, and I think this is one,
where harmonisation in the sense that you merely prescribe general principles
and leave the details to be worked out, just will not work. You have got to
have something approaching unified regulation in so far as that is possible,
so long as we don't have a single Llanguage throughout the whole of the
Community. You will never get complete unification while the Llanguage is
different, because regulation depends on words and the translation of words
from one language to another immediately alters to some extent the content,
but I do not believe that you can really achieve what is needed without doing

your damnedest to have unification.

Your second point, I think was : "is that approach not in conflict with the
fact that somehow the European market has got to be regarded as part of the
growing global market ?" I would have thought the answer is, far from its
being in conflict, 1it's an essential part of it, but that is perhaps more
arguable. So far as banking is concered, I think it is correct what you have
said about fitness in one place may suffice to show fitness everywhere, but we
are not dealing in this programme only with banks, we are also dealing with
individual investment advisers for example, and they may be individuals. It
just is ludicrous, to me; I might be able to pursuade the Securities and
Investments Board that I am a fit and proper person to act as an adviser in
the United Kingdom, I imagine Kenneth Berrill will shake his head at that, but
still it is just conceivably possible. But the idea that because I have been

allowed to undertake that, means that I am a fit and proper person to advise
Greeks on investments in Greece, 1is absolutely ludicrous. In other words, if

you think you can apply the bank analogy to every branch of the financial

services industry, I think that you are wrong.
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Mr. Fitchew

I think I accept that point certainly in relation to investment advisors and
rather for that reason, we have ......

Interruption by Prof. Gower

At the moment you pretend to have some sort of harmonisation of insurance

brokers, with a directive on this, but it does not mean much.

Mr. Fitchew

I accept that point as well, the reason why is that there are a host of other
obstacles which have prevented the investment intermediaries directive from
working in practice. Could I ask whether anyone else one from the floor would

like to put any questions to Prof. Gower at this stage ?

Mr. Boye-Jacobsen

You thought, Prof. Gower, that company law directives only set out objectives.
1 think if you take, for example, the fourth company law directive, I can not
jmagine even a national law being more detailed. The only thing you could do
to stop the choices which Member States have is simply to say there are no

choices. Is that what you mean ? That is my first question.

My second question was, you said that when you dematerialise the papers, or if
you have bearer shares, then you would have international problems. Wwhy ? We
in Denmark happen to have both and we think we have an advantage there and not

a disadvantage. Why should there come up problems ?

Prof. Gower

It seems to be generally accepted that if one is to solve the back-office
problem in investment dealing, the great problem is not so much completing the
bargain, but in the formal transfer of the investment after that has been
done, and everybody is saying the only solution of this is to dematerialise
securities, so that the whole thing is done on some computer, which shoutd
enable it to be‘effected immediately. I do not see how you can dematerialise a
bearer bond. It may be that there is no problem, but I suspect there is; I
mean, somehow you have got to have a system whereby the man who has bought his
bearer security, gets the bearer bond. That, 1in some countries, clearly is

presenting grave problems.
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perspectives for the development of financial conglomerates
and the breakdown of frontiers between different types

of financial institutions and products
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I. INTRODUCTION

The calling of this Conference is in itself a sign
that the Commission is becoming increasingly aware of the
need not only to dismantle national frontiers but also to
help manage a period of financial change that affects
markets, institutions, and supervisors. This attitude is to
be welcomed.

To be in tune with the Conference and well briefed
about the Commission’s thinking I have <carefully read the
"Third Commission Working Paper on Financial Conglomerates".
Let me say that while the subject of this Conference is
exceptionally stimulating and tcopical, the paper does not
fully render the scale of the change under way or the extent
to which some longstanding basic features of our financial
systems are now being challenged.

The expression "blurring of frontiers" conjures up
the 1idea of changes in the man-made administrative
superstructures of an immutable physical geography. But what
we are witnessing, I suggest, are important earth tremors,
if not earthquakes. And, to describe what is happening, some
countries have even drawn an analogy with the cosmic event
of a "big bang".

I shall not redescribe or seek to interpret the
rapid financial changes that are taking place worldwide.
Inflation, uncertainty, progress in telecommunications. and
incentives to circumvent regulations have frequently been
identified as the driving forces. Not only new instruments
but also new intermediaries have emerged. Many of us have
the impression of living through a period of parallel and
interconnected change in financial markets and requlatory
frameworks of an intensity not seen since the thirties.
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Indeed, some of the pillars that were erected then are now
being seriously questioned for the first time. October 19
has only strengthened a sense of wurgency that was already
there. Enthusiasm about deregqgulation has cooled not only
among supervisors but also among market participants. Almost
universally, the search is on for regulatory principles that
will be consistent with the new shape of financial markets.

In Italy this process is taking several routes, all
converging, I would say, on the cbiective of 1992. One is to
contribute, as constructively as we can, to the drafting of
the Community directives that will provide the 1legislative
basis for a unified European financial market. Another is to
use the ample room for manoceuvre allowed by Italian banking
law to reshape our regqgulatory framework in 1line with the
emerging Community legislation and the requirements of a
continental market. Yet another is to modernize and complete
our legislation to meet the need for a more efficient
securities market and effective control of non-bank
financial intermediaries. It would be hard, in this process,
to disentangle the national from the international strands
of the problem. This, in itself, is a sign of the times.

My remarks are based on two firmly held convictions.
First, the process of financial change is such that we have
to examine, and sometimes to re—-examine, the very
foundations of our financial systems and regulatory
frameworks. Second, we have to do this together, i.e. at an
international level, because one of the key aspects of the
process is the blurring of national financial frontiers. This
is why I will try to draw, albeit sketchily and tentatively,
a comprehensive picture. I shall start by reviewing our
conceptual framework and then address selected 1issues with
which we are concerned in our work.
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IJ1. THE CONCEPTUAL FRAMEWORK
II.1 Contracts

To understand the blurring of financial frontiers
and the problems it poses, it is necessary to start by
considering the different categories of products that are
exchanged in financial markets. This is because the blurring
has its origins in the interbreeding of contracts that used
to be separate and associated with specialized institutions.

Fundamentally, contracts signed on financial markets
fall into three broad categories: insurance, equity, and
debt.

Insurance provides for the transfer of risks from
individuals to institutions that pool them with many others
of the same kind. To some extent this risk-sharing function
is, of course, performed by every contract spanning the
future, but the unique feature of insurance is that, at
least in principle, it allows the insured to shift all the
risk-burden onto the insurer.

At the opposite extreme, equity typically involves
uncertainty about both the flow of income that will accrue
to the holder and the capital value of the investment. Such
uncertainty exposes shareholders to the risk of incorrectly
assessing the performance of the firms on which their
capital and their earnings ultimately depend.

Finally, debt can be seen as covering an
intermediate area, since the nominal value of the asset 1is
certain. The holder of a debt contract nonetheless incurs
both an interest rate risk, since 1its market value may
fluctuate with general market conditions, and a credit risk,
i.e. the risk of the debtor being insolvent. Depending on
the difficulty of assessing the solvency risk, the debt may
or may not be negotiable; in other words, a bond or a 1loan.
Bonds are typically issued by medium-sized and 1large firms
with well-established reputations, so that the solvency
risk can be assessed by potential investors on the basis of
general market indicators. By contrast, loans require a
thorough and costly credit-evaluation process and their non-
negotiability stems from the duplication of information
costs that exchanges of such claims would entail.
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If insurance, equity, and debt exhaust the basic
taxonomy of financial contracts, the recent wave of
financial innovation has extended the domain. By blurring
the frontiers of the specialization of intermediaries, it
has created new financial products that increasingly mix the
features of the different basic contracts. NIFs, FRNs and
options are examples of contracts that combine insurance and
debt features. Convertible bonds stand mid-way between bond
and equity financing. Loans are transformed into bonds, with
securitization eroding the distinction between negotiable
and non-negotiable debt. Finally, unbundling involves
splitting the basic contract underlying bonds into different
parts that circulate separately.

I1.2 Institutions

The relationship between financial contracts and
institutions is often less simple and straightforward than
one might wish. This is true not only in fact, since the
different categories of contract are often to be found
together in the balance sheet of a financial institution,
but also in principle, since the intermediation of a
financial institution may be logically necessary for certain

contracts, while for others an "impersonal" capital market
may be a sufficient 1link between savings and investment.

Let me briefly elaborate on this point. Insurance
and loans (non-negotiable debt) have to pass through the
balance sheet of an institution in view of the nature of the
underlying contract. Insurance contracts need specialized
institutions, because their profitability for the insurer
ultimately depends on economies of diversification rooted
in the law of large numbers. Consequently, it is  hardly
possible to conceive of a market for insurance without
specialized institutions providing services on a large scale.

In the debt market, by contrast, the role of
financial institutions changes <considerably according to
whether the debt contract is negotiable or non-negotiable.
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Loans are characterized by the very specific skills
and credit-evaluation procedures lenders have to possess.
Indeed, it is the <costliness and <confidentiality of the
information on which lending is based that make loans a
generally non-negotiable type of debt. One <can even arque
that, as lending is carried out on a strictly bilateral
basis, information costs act as an effective barrier to the
development of a wide and efficient loan market. Thus, there
is a logical need for institutions specialized in collecting
savings and channelling them, on the basis of a complex and
relatively standardized credit-evaluation procedure, to the
most creditworthy final borrowers, if lending is not to be
an occasional activity, and develop into a well-defined and

important economic function. Historically, this basic
function has been performed by banks, which «c¢ould draw on
the technical expertise and confidential information

acquired in making payments on the customers’ behalf.

The "delegation" inherent in banking needs to be
stressed. When savers deposit their funds with a bank, they
entrust the final decision as to where they should be placed
to the bank’s management, confident of its superior credit-
evaluation ability. As a result of such delegation, banks
are able to direct funds towards financial uses that would
otherwise have been neglected.

There 1is an essential element of financial
transformation in both insurance and banking that makes the
intervention of an intermediary indispensable. The funds
received from depositors or from insurance policy holders
are transformed into assets of a different kind, and the
ability of institutions to meet their commitments to
customers depends crucially on numbers being very large
-— on each institution intermediating a substantial volume of
funds.
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I1.3 Market Making and Delegated Investment

While insurance and 1loan contracts call for the
performance of an intermediary to function, when one turns
to negotiable assets, whether bonds or equities, the
relationship between contracts and intermediaries becomes
more complex and indirect. When the emphasis is on
negotiability, the market naturally comes to play a central
role. In other words, if such assets are to be widely
acceptable, the first requirement is an efficient
marketplace.

The efficiency of the market for negotiable assets
primarily depends on the pricing system being able to send
the appropriate "signals" to all market participants. 1In
this regard, the importance of those specialized operators
who supply market making services cannot be overstated,
since they provide the market with their professional
expertise in establishing the "right" prices of assets,
thereby facilitating the completion of trades by individual
investors. Nonetheless, it 1is worth stressing that such
specialists are but one component of an impersonal capital
market, and cannot be called "intermediaries" in quite the
same sense as banks. They contribute to the efficiency of
the whole market process, but do not receive a direct or
indirect mandate from final lenders to choose either assets
or final borrowers, nor do they change the nature of the
funds received from investors, who remain entirely
responsible for their investment choices and bear all the
associated risks.

However, other institutions, such as wunit trusts,
pension funds and portfolio management companies, also
participate in the market, though they are neither necessary
for the smooth working of the market nor foreseen by the
contractual forms underlying the assets traded. The economic
rationale of such institutions is to be found in the
economies of scale in gathering and handling information and
the scope for risk diversification offered by large
portfolioé. The growing complexity of financial markets, and
the application of new technologies to centralized
information management, considerably enlarge the role of
institutions of this type. What matters, for our purposes,
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is that, despite the significant differences, all
institutions that collect funds for discretionary investment
have a delegated investment power very similar to that of
banks. Like banks, they are entrusted with the task of
channelling the final investors’ funds towards the most

profitable uses the market can offer, performing in various
degrees that transformation function which used to be the
banks’ exclusive domain.

The blurring of financial frontiers enhances the
fiduciary role played by such institutions, while the blend
of basic contractual into innovative assets makes it more
difficult, not only for individual investors but also for
institutions, to assess the risks involved.

The provision of market-making services and delegated
investment are conceptually distinct activities, requiring
different skills and involving different risks. Moreover,
their association may give rise to <conflicting interests,
because the necessary neutrality as to the 1level at which
securities prices are set may be threatened by the same
institution acting as an investor, whether on its own or on
the customers’ account.

Thus, I think that the time-honoured distinction
between insurance, banking and securities institutions -
based on the now questiconable assumption that the
underlying contractual forms could be neatly and rigorously
identified - should perhaps be treated as subsidiary to the
more general distinction between suppliers of market-making
services and institutions with a mandate to make
investment choices and a transformation capacity.

Needless to say, drawing a clear demarcation line
between the two fields may prove a difficult task. Examples
of institutions engaged in market making and delegated
investment at the same time can be easily found in each of
our domestic financial markets. However, I do believe that
by adopting the proposed binary scheme we can gain a deeper
understanding of the phenomenon of financial conglomerates
and its implications for the regulatory system and the
stability of financial markets.
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1I.4 Instability and requlation

It may not be an exaggeration to say that the
crucial role in a growing economy based on the division of
labour is actually played by the financial sector. The
efficiency of the allocative process and the stability of
the economy are heavily dependent on the ability of this
sector to combine efficiency and stability in the
performance of its monetary, credit and payment functions.
Efficiency and stability interplay in a complex fashion.
While in the short run there may be a trade-off between the
two, in the longer run they are mutually reinforcing.

This is true of all forms of financial activity and
makes financial markets inherently unstable. If the
"fundamental" values of assets, regardless of their
contractual form, are wunknown, rumours and misleading or
false information from whatever source may cause ™"manias,
panics and crashes".

Financial regulation is thus the authorities’
attempt to achieve the maximum efficiency of the financial
sector while averting the risk of its transmitting
potentially uncontrollable shocks tc the real econony.

The primary public interest, and hence the first
task of regulation, 1is therefore to make the market
efficient in managing information and pricing financial
assets., This 1is the basic aim of all the forms of
intervention regarding the market as such, the behaviour of
its participants, the procedures for matching supply and
demand, disclosure requirements and the setting of
contractual standards. Such interventions take the form of
"rules of conduct" and are concerned with the transparency
of the market.

However, even a properly organized and efficient

market is unlikely to be exempt from the danger of financial
crises. Not only are standards and rules of conduct incapable
of removing all market imperfections, but most economic

systems adopt a policy designed to prevent the occurrence,
and lessen the macroeconomic consequences, of severe

financial shocks caused by the failure of a financial
institution to meet its payments obligations or a sudden
collapse in the public’s confidence. Either of which could
severely affect a 1large number of savers. Accordingly,
regulations are put in place to enhance confidence in, and
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the stability of, institutions entrusted with the management
of savings. Such provisions usually go under the name of
"prudential regulation" and are concerned with the stability
of the financial system.

It can therefore be seen that the concepts of
entrusted funds and delegated investment or placing power
are crucial if the domain of prudential controls 1is to be
appropriately defined. From this standpoint, it makes 1little
difference whether the institution to be shielded against
financial instability is a "bank" or a "mutual fund".
Ultimately, what matters is whether that particular
intermediary does or does not have the power to allocate and
transform funds on behalf of depositors or investors. (As I
shall argue below, however, banks continue to hold a special
place in this broader category.)

The growing complexity of financial markets and
intermediation thus leads, somewhat paradoxically, to the
need for greater generality and simplicity in the conceptual
base of the regulatory framework. And I would suggest that
this need can be satisfied by starting from a binary scheme
that orders the vast array of regulatory functions and
interventions into two main domains: market transparency and
the stability of the financial system, respectively
safeguarded by rules of conduct and prudential controls.

Two considerations need to be taken into account if
regulatory functions are to be correctly organized along the

lines of this binary scheme. First, in a sense both
transparency and stability are indivisible social goods.

Second, these social goods should be protected by two
different authorities. Let me briefly explain these two
points.

Stability is an indivisible social good not only
because the danger of contagion would be greatly increased
if the oneness of the financial system were not matched by
an equally unique regulatcry framework, but also because the
blurring of financial frontiers means that any segmentation
or loophole in the system of prudential controls could have
perverse -consequences. In this regard, for example, mosaic-
type supervisory arrangements - whereby each company in a
conglomerate is supervised by a different authority - is
almost certainly undesirable. Similarly, just one

responsible authority may be necessary to achieve efficient
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markets through general rules of conduct and avoid the risk
of differences in contractual information and trading
standards 1leading to undesirable arbitrage between the
various parts of the financial market. ,

While indivisibility implies that each of the two
domains should be covered by a single authority or by
closely coordinated authorities, as a general rule,
separation implies that the authority responsible for
prudential supervision should not be the same as that in
charge of market transparency. The task of ensuring the
stability of the financial system and preserving the
public’s confidence requires confidentiality of information
and discretion in dealing with individual cases, whereas
such an approach could actually be counterproductive when
the transparency of financial operations 1is the primary
objective. However, the desirability of a system of ‘"checks
and balances" in no way implies that the two goals are in
conflict; quite the contrary, they are basically
complementary and must be pursued consistently by the
authorities to which they are entrusted.

It is beyond the scope of this paper to analyze
requlatory instruments and discuss how they should be

assigned on the basis of their primary objective in line with
the binary scheme suggested above. Further work is needed to
reach such a stage. Tentatively, one <can envisage a small
set of basic instruments -- such as 1licensing, capital
requirements, fit and proper criteria and prudential returns
-- to be applied to all market participants. But this common
framework would be supplemented for each type of institution
by other provisions reflecting 1its peculiarities. For
instance, actuarial reserves cannot reasonably be applied to
anything except insurance companies; on the other hand,
deposit insurance, discretionary supervision and lending of
last resort would naturally be limited to banks. Conversely,
market making institutions, such as ‘brokers and dealers,
should be subject to disclosure Trequirements, anti-fraud
provisions, regulations governing selling practices, investor
protection rules and others specifically designed to regulate
activities not involving the allocation and transformation
of funds on behalf of investors.
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I1I. SELECTED ISSUES

An immediate implication of the foregoing analysis is
that all institutions with a mandate from their customers to
choose either assets or final debtors should be subject to a
consistent set of prudential controls: authorization and
monitoring by a supervisory body; solvency requirements;
limits on risk concentration; managerial competence and
integrity criteria, and so on. The regulatory frameworks of
most countries were designed for a system of specialized
financial institutions in which the bulk of intermediation
was carried out by banks. They are no longer appropriate
because the formation of conglomerates and the development
of non-bank institutions managing large amounts of savings
on the basis of customer mandates make it 1increasingly
difficult to ensure the stability of the whole financial
system by controlling only one category of institution,
however important this may be. Moreover, the variocus parts
of the financial system have become so interlinked that the
mere fact of considering them as separate is a threat to
control and stability.

Apart from this general conclusion, some specific
regulatory principles can be identified that may hélp reduce
the risk of systemic instability while financial innovation
takes its course. The following is by no means an exhaustive
list. The selection was made in the 1light o¢f the main
practical problems addressed by this Conference, but was
also influenced by work under way at the Community level and
insfitutional features particular to Italy.

I11.1 The Special Nature of Banking

Banking should continue to be <considered as a
special business, requiring specific regulation.

The particular combination of mostly non-negotiable
assets and monetary liabilities makes banking "special" 1in
two ways. Firstly, it results in the banking system being
the principal channel for the transmission of monetary
policy, not only because deposits happen to be the main
component of monetary aggregates but also because the 1low
short-term substitutability of bank loans results in
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fluctuations in the volume of bank 1lending influencing
aggregate investment and hence economic activity. Secondly,
it means that banks play the key role in the payment system,
since the book-keeping nature of deposits entails that banks
themselves have to handle the complex process set in motion
by their customers'’ payments.

The unique role of banks in the credit, monetary and
payment systems is also the reason for the special systemic
risks associated with banking. 1In particular, it exposes
banks —- alone among financial institutions -- to the risk of
"runs", that is to sudden and massive withdrawals of funds
as a result of depositors losing confidence. Apart from
threatening the solvency of the institution concerned, runs
tend to be contagious, so that if the bank in trouble is
large enough the run may well spread to other banks in the
system, with the risk of a general disruption of banking
activity and a deflationary impact on the real economy owing
to the evaporation of a sizable part of the money stock.
Moreover, even without a collapse in depositor confidence,
the failure of a bank to meet its payments obligations,
whatever the ultimate cause, may trigger a crisis leading to
widespread disruption in the payments system as a whole.

Recognition of the special nature of banking not
only implies that banks have to be subject to more thorough
controls than other institutions with delegated investment
powers, but also requires general prudential controls to be
supplemented with more flexible and specific methods of
intervention. Lending of last resort is of fundamental
importance in this respect, since it not only provides
monetary authorities with an effective tool for imparting
macroeconomic impulses to the banking sector in normal
times, but also enables them to inject 1liquidity into the
financial system in the event of a crisis.

Newly created types of finance, such as 1leasing and
factoring, based on a case-by-case assessment of borrowers’
creditworthiness really belong to the field of banking,
regardless of whether they are supplied directly by banks or
by other institutions which raise funds by issuing bonds or
borrowing from a bank. Such institutions are involved in
"banking activities" and are thus exposed to the risk of
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illiquidity, which increases with the amount . of maturity
transformation underteken. This is why legal provisions and
supervisory procedures currently applicable to banks and
designed to promote stability should be extended to all such
institutions, as the new French banking law has done. This
does not exclude graduating regqulatory provisions according
to the characteristics of each category of intermediary.

III.2 Finance and Commerce

The autonomy of banking is an essential condition,
both for the efficient allocation of resources and for the
stability of the financial system. Too tight a 1link between
banking and commerce could give rise to instability and cause
a potential conflict of interest between banks and their
depositors. Historical evidence supports this general
conclusion.

The separation between banking and commerce is
usually enforced through provisions, often embodied in
banking laws, regarding participation 1links or connected
lending, or both. There are several examples of the former:
the US Bank Holding Company Act; the Dutch 1law enabling
bank supervisors to limit the voting rights of <certain bank
shareholders; and the Belgian "Protocol on the autonony
of the banking.function", according to which the directors
of a bank undertake to assure its autonomy vis-a-vis the
interests of the controlling shareholders. The second type
of regulation exists in almost every country, although it
takes different forms: a typical example is the German
provision requiring a loan to a shareholder of a bank to be
unanimously approved by the Board of Directors.

In Italy, recent decisions taken by the competent
Interministerial Committee have strengthened the regulations
in this field. Non-financial companies will not be allowed
to acquire, directly or indirectly, a dominant stake in the
share capital of newly founded banks and the restrictions on
connected lending have been tightened.

The blurring of financial frontiers has two
important consequences for the relationship between banking

and commerce.
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The first concerns the informal role and the
unwritten rules of bank supervisors when control in a bank
changes hands. Both are crucial to maintaining the separation
between banking and commerce, and derive their strength from
the desire of all the parties concerned to comply with the
behavioural rules of the club. The blurring of national
boundaries undermines the effectiveness of such unwritten
rules and makes it necessary for such informal provisions to
be transformed into formal regulations. 1In so doing these
provisions will have to be harmonized, if we are to avoid
creating a serious source of distortion within the unified
European market.

The second consequence, which is not related to the
process of internationalization, is due to the emergence of
non-bank institutions as major delegated investors of of
savings. The conflict of interests affecting banks may also
arise for such institutions. Accordingly, the 1issue of

"banking versus commerce" becomes one of "finance versus
commerce" .

III.3 Banking and Insurance

Although most countries’ legislation makes a clear
distinction between insurance companies and credit
institutions, the practical sffect of this distinction has
traditicnally been diminished by two kinds of blurring:
the development of products combining insurance and financial
features and the establishment of ownership 1links between
banks and insurance companies. While neither of these
developments is new, both have acquired new impetus in the
recent wave of financial changes.

The grafting of financial contracts onto insurance
contracts is almost as o0ld as the insurance business:
indeed, it has been traced back to the 17th century.
Recently, the share of mixed products in households’
portfolios has grown and the marketing channels of insurance
and financial products have increasingly overlapped.

The ownership 1link has 1its rationale in the
analogies between the two categories of institution: both
produce information about their customers, have liabilities
that are fixed in nominal terms, and act as financial
intermediaries, with highly-diversified portfolios.
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However, neither of the two 1links is without its
problems. When a bank enters into a commitment that does not
result in a specific balance-sheet entry, it becomes
difficult for both depositors and supervisors (and sometimes
even for bank managers) to assess the riskiness of the
bank’s overall position. Similarly, the unrestricted
production of financial instruments by insurance companies
could distract them from their core business. On the other
hand, the establishment of ownership 1links between banks
and insurance companies may weaken certain prudential
regulations concerning banks. As Professor Schneider points
out in his report, the 1limits on banks’ 1large exposures
could be circumvented by a conglomerate in which the
insurance company supplies the loans that the bank is not
allowed to make. Thus, the blending of insurance and
traditional banking, if not adequately monitored and
regulated, cculd accentuate instability.

The banking and insurance sectors are by far the
oldest components of our financial systems. Operations,
customs, and prudential controls differ in the two sectors
as a result of a historical - process spanning several
centuries. Today, it would be unwise to make radical changes
in this institutional framework merely as a reaction to a
market trend that 1is not yet consolidated. It would be
preferable to reinforce the existing apparatus, by giving
appropriate powers of intervention to the public bodies
already operating in the two sectors and providing for closer
coordination of their activities.

In Italy, the links between banking and insurance
have recently been reviewed by a special Ministerial
Commission and in a hearing of the Bank of 1Italy’s Governor
before Parliament. The emerging view is that, in principle,
there are no objections to banks acquiring controlling
interests in insurance companies and viceversa, as 1long as
adequate provision is made for the managements of the two
sets of firms to be kept separate and provided the relative
size of the two companies is such that the 1link does not
alter the - nature of their business. The acquisition of
controlling interests in banks should be avoided when the
insurance company in gquestion has substantial links with non-
financial groups.
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I11.4 The Securities Market

In the aftermath of last October’s stock exchange
crisis, the regulation of the securities market has become a
major cause of concern. It is now widely agreed that the
matter deserves to be reassessed, both because the present
legislation governing securities markets is generally more
fragmented and heterogeneous than that applying to other
forms of financial activity, such as banking and insurance,
and because this 1lack of wuniformity may be particularly
costly in a segment of the financial system that is becoming
"global" more rapidly than any other.

I have suggested that such a reassessment should
perhaps lead to a sharper distinction between regulation
aimed at the market as such and prudential requirements
applying to institutions that, in the normal course of their
activity, operate in the securities market predominantly on
behalf of final investors. In a sense, regulating the

narrowly-defined securities market should be seen as quite
different from regulating institutions involved 1in the
securities business. While I have so far dealt with the
latter issue, let me now touch wupon the former, which I
called market-making regulation.

In a well-functioning market for negotiable assets
two requirements have to be satisfied: one concerns the
price setting mechanism, the other the publicizing of
information regarding financial assets.

The process whereby the price of a negotiable asset
is set is a highly complex one that requires technical
infrastructures, clear procedures and specialized operators.
To clear demand and supply effectively, and thereby perform
their allocative function, prices should continuously reflect
all the available information about the assets traded in the
market. Consequently, there is an obvious public interest in
improving the efficiency of the price formation mechanism.
However, achieving efficiency in the sense defined above
does not mean that prices will never jump, nor that the
expectations of economic agents will always be fulfilled,
even less that "widows and orphans" will never 1lose their
money, nor even that those to whom they entrust their
savings will always prove worthy of their confidence. There
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will always be events about which information is simply not
available, or bits of relevant information that are withheld
from the market, so that they cannot be discounted in the
formation of prices. Indeed, the regqulations and supervisory
authorities governing the price setting mechanism should be
neutral with respect to the interests of final borrowers and
lenders, and aim exclusively at enhancing the overall
efficiency of the process itself.

It should be a part of this regulatory function to
ensure such neutrality among specialized market operators.
In other words, rules should be designed that will prevent
firms professionally involved in the price setting process
from exploiting their privileged position +to pursue aims
that could conflict with their primary function. The risk of
conflicting interests may increase as a result of the
tendency for large brokerage houses to function ever more
also as investment banks, by offering their customers
securities in the form of mutual funds and other accounts.
Securify companies of this type, which in the United States
and Japan have already yielded a considerable market share,
provide their customers with both market making and
delegated investment services; as a result, the appropriate
regulation to which they should be subjected may become a
matter of dispute. To my mind, it would be unwise to ignore
the risk of instability that could result from an
unregulated blurring of market-making and delegated
investment. On the other hand, it would perhaps be
unrealistic to deny the economic reasons that underlie this
market trend and dispose of the problem through a wholesale
prohibition to engage in both types of business. Rather, the
rules that company managers should adhere to in their daily
business should be carefully spelled out, while ensuring an
effective coordination of activity between the various
supervisory bodies involved.

The second task of securities market requlation is
to ensure that access to the market 1is granted only to
financial assets about which an adequate amount of
information is made available to the general public. 1In
principle, this function should also be basically neutral
with respect to the quality and value of the assets
exchanged; its main purpose should be ensure the trans-
parency of the contractual terms offered to investors.
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IV. CONCLUSIONS

Public authorities are facing a complex task. On the
one hand, financial intermediaries can no longer be safely
classified, as they often are in today'’s banking laws, on
the basis of their primary functions. Consequently, it will
be necessary to revise the institutional and normative
frameworks of financial markets -- a task whose difficulty
at the national level will be inversely proportional to the
flexibility built into legislations. On the other hand, we
must make sure that the process of re-regulation does not
infringe the basic regulatory principles I have described.

The complexity of the task is in itself a warning
against radical solutions. In my opinion, the idea of
building regulatory "Chinese walls", i.e. of introducing
a partition between intermediaries or even between different
sections of the same intermediary, is no more viable than
that of an outright return to "universal" banking. In policy
decisions a solid conceptual scheme has to be combined with
a large dose of pragmatism if we want to maintain control of
a sector that by its very nature has vague contours and is
subject to continuous change.

In a period in which the evolution of financial
activity 1is sweeping away not only the barriers of
specialization but also national juridical frontiers, it |is
essential that the effectiveness of supervision should be
maintained. Although the "transnational" dimension of
financial conglomerates is not yet fully apparent, there are
already clear signals, which are bound to grow stronger as
1992 draws nearer, that the market is heading in this
direction. The European Council’s endorsement of the
principles of "mutual recognition"” and "minimum harmoniz-
ation" of the requlations governing financial activity inx

the member states is a considerable step forward.
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However, this may not be enough to ensure stability
if supervisory practices are not also made more consistent
-- in the first place by strengthening operational
cooperation between national authorities. Disparities in
such practices, particularly when rooted in differences in
basic approach, may well result in cross-border supervisory
gaps or inconsistencies. To mention only one example, the
formation of conglomerates is prohibited at the moment in
some countries, whereas in others not only 1is it permitted
but the direct participations of the parent company alone
have to be notified while those of subsidiary or affiliated
companies do not. International supervision should clearly
remain based on the principle of home-country control, but
serious problems can clearly arise if the supervisory
arrangements for conglomerates differ significantly from one
country to another, especially if some group companies run
into difficulties.



- 37 -

Discussion after Dott. Padoa-Schioppa's speech :

Mr. Fitchew

There is one question which I would like to ask, myself, perhaps a rather
detailed one, relating to your proposition that there should be a clear
separation between banking and commerce. Do you advance that as a two-way
proposition, namely that it should imply a prohibition both on the ownership
of banks by commercial interests on the one hand, and on the other the
ownership by banks of equity participations, particulary in the non-financial
sector.

Dott. Padoa-Schioppa

In the Italian system, separation is both down-stream and up-str.:m and this
is also the case with other systems; as you know, it not so for, for instance,
in the German banking system. Let me say that the links do not t: ~ only the
form of ownership-links they take the form of credit-links as weli. I am not
suggesting that ownership-links should be forbidden in any circumstance both
up- and down-stream, I think that to limit the possibili*‘#z of developing
credit-links in a non limited way when ownership-links exist, may be a way to
deal with the problem. 1 think at this moment the cases in which a bank is
owned by a non-banking or non-financial institution are more relevant than
those in which the bank itself holds shares of a non-financial institution, so
I think that special attention should be devoted to that case, operating

either at the level of credit-Links or at the Level of ownership-links.

Sir Kenneth Berrill

The speaker said that the worry was placing power, or one of the main worries,
but of course the placing power is not confined to banks. Big securities
houses have very large placing power and in theory one would have the same
difficulty of worrying about commercial ownership of lLarge security houses. In
practice, one tries to solve that with very strict conduct of business rules

in the placing power, in just as the same way as you were suggesting that you
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might solve the problem of Llending to a holding company by the restrictions on
lending to any one particular area. I wonder if you would Like to develop your

worries.

Dott. Padoa-Schioppa

I think what you said is very much in line with what I think myself; the
problem exists not only between industry and banking, but also between
industry and securities houses holding a Llarge placing power. If an
ownership-link exists, then I think, as I understand you do, that particular
provision should be designed as to avoid the potential conflict of interest to
develop fully and there may well be rules of conduct that help in this way,
but I agree that conceptually the type of problem exists in the same way for
the two types of institutions.

Dr. Knetschke

I just have one brief comment I would Like to make on what Dott.
Padoa-Schioppa has said. It is not so much that the introductory question has
provoked me in any way; I think if I understood it correctly it simply
confirms my view that the problem of conglomerates in banks and insurance
companies is not perhaps such a serious problem as it may appear to be. But I
may well have misunderstood. One other problem which I think is going to
concern us rather more is the link with stock exchange supervision; it seems
to us that maybe that should not be so serious either, but the problem for us
may well be that in Germany we have the universal banking system, as has

already been said, as opposed to countries which have a separation in that
field.

Mr. Muller

I think my question goes a Llittle bit on the Llines of the remark of Dr.
Knetschke, I think I also subscribe to the interesting remark made by Mr.
Padoa-Schioppa that there 1is this problem of the blurring of financial

services and therefore blurring of supervisory responsibilities. It is my
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conception, at least, that at the moment the problem is not so much a problem
in the field of co-operation between the supervisors of insurance and banking,
on one side, but more perhaps on the co-operation between supervisory
authorities in banking, on one side and those responsible for the securities
business on the other side. One wonders why should that be ? Maybe, and I
would Llike to have the view of other speakers on this, one of the reasons is
that for long it has been a fundamental element in the insurance business that
it should be separately incorporated. Even I think that is enshrined in the
Directives of the Common Market, so therefore the object of the prudential
regulation is legally in a different angle from the banking industry and
therefore perhaps it is easier and less problematic to co-operate. 1In the
securities business more and more people are working from their responsibility
for the stability of the market, they also realise that there is a fiduciary
element in it if you want, because for the stability of the system very
comparable questions have to be looked at, such as adequacy of capital,
position risk, etc. So then, if a bank is dealing in securities, and it does,
I think in most of the Member States as we have seen, or anyway in the
important Member States, you see that the securities supervisor will come
close to the banking supervisor, both from the fiduciary aspect and from the
stability of the systems aspect, because both Look to minimisation of risks.
Do you have views on how we can avoid the kind of super-overlap of
supervision? I would at least subscribe to Prof. Gower's thesis, that we
should avoid making it by looking at the insurance business and saying let us
incorporate it separately, because that is the ultimate remedy that will end a
lot of the efficiencies for banks and so therefore we should look for other

solutions, but perhaps our speaker can give us some views on this matter.

Dott. Padoa-Schioppa

I have more problems than solutions. If one could rethink things from the very
beginning, I think that the modern equivalent to pure brokers should be
identified again in markets that can fully use existing technologies and then
define the figure, the institution, that performs as a pure market maker which
has no function of handling savings entrusted to it by savers and have
regulation for that function, including perhaps separate incorporation for it
and this would belong to the regulation concering the securities market in a

narrow sense. I would say that any other function that has to do with
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securities which are negotiable, whether it is performed by banks or by other
investors, belongs to a different ward where the fiduciary element is the key
and where regulation should be aimed at re-assuring, so to speak, the market
that this fiduciary element is well founded. As this is not the case, because
the two functions are de facto performed by securities houses or partly by
banks together with other functions, I think that the only answer today is
very close co-operation between the authorities supervising the securities
market and the authorities supervising the banking business. The area of
possible overlappings between these two authorities exists in most systems and
is different from system to system, just because the national Llaws differ.
Only a kind of pragmatic solution can be found, not necessarily separate
incorporation, but probably a certain degree of separation in the accounting
is desirable. The difficulty will inevitably explode at a Community Llevel,
because it seems to me that some common basis of regulation at the Community
level is indispensable. It is in my view not conceivable that there is no
Community doctrine whatsoever for this front that is now the most difficult
one; this may be the discussion that will guide us to this minimum common
philosophy.
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MR. JOLIVET

First of all I would Like to say that a meeting such as the meeting that we
are having today is a very important event, because I think if you can get all
these people concerned with supervision here today, this is something new and
something which is very important. Secondly, I would just Llike to express my
thanks to the the Commission and to Prof. Schneider for the work that they
have done. I think that whatever discussions we can have and whatever thoughts
we might have are bound to be based on the analysis of what is going on in the
Community. The work that is being done on the banking side and amongst the
insurance supervisers and the amount of research which has been done shows
that there is a great deal of variety throughout our Community. I think it is
much more diverse and much more fragmented, than I originally thought to be
the case. Much more so than I could have imagined in the past. So it is
important to have this opportunity to begin to think about the problems, it is
an opportunity for everyone to find out what is going on elsewhere in the
Community and it is an opportunity to consider the difficult matter of how to
define a financial conglomerate. This is very important, it is something which
is new and it gives us a great deal of food for thought. Obviously, we have
got to consider conglomerates in general, and more particularly financial
conglomerates, these are questions which concern us all in our various
countries, at different levels. It is something we are beginning to become
more familiar with and we are beginning to ask more questions about. I think
that this is a good opportunity in this Conference to recall these facts,
because it 1is quite clear that if the Internal Market, particularly the
financial Internal Market, 1is going to run smoothly, this matter is of
primordial importance. The questions that we have to ask here in this forum
are perhaps different from the questions that we might ask individually back

in our home countries, even if they are all interlinked.

The first thing I would Llike to consider, and I think it is very much the
focal point of our whole discussion, is the idea that financial conglomerates
have become a pretty much irreversible phenomenon. Particularly if we feel
that this is something for the future, it is not something which involves us
today, but we are taking here about specialisation. At the same time we have
got to consider another phenomenon which is the progressive predominance of
demand over supply in the financial field. First of all let me consider the



- 42 -

question of specialisation. Obviously I will be referring more specifically to
insurance here, but specialisation is a phenomenon which is very easily
understood, it is very strictly dealt with by the European Directives in this
field and we can understand why. Insurance activities, banking, securities
trading these are all different things. In the field of insurance, it is very
obvious that the insurance agent is doing something very special, he is
entering into very specific commitments, whereas in other fields you could
well imagine that it is the saver, for example, who is running the risk, but
in insurance things are different. Obviously a lot more specific rules are
necessary to cope with this, for example, the existence of technical reserves.
We can understand why this is so and we can see that this is very solidly
founded, and in fact European Directives are founded on this very principle.
Indeed, a working party, chaired by Prof. Angerer, 1is dealing with this
subject and we can see that at the moment this is something which is built on

fairly solid foundations.

When we look at what has happened in other countries, we can see that a lot
has still to happen. Let me take one subject which is very much at the
confluence of savings and insurance, this is the so-called "universal Llife
technique”. We can see that this is something which is beginging to find its
feet in Europe, but it is still much in the developing stages, therefore it is
fair to say that specialisation is something which is still very much up and
coming. Of course, if I can put it like this, specialisation justifies what I
might call vertical control, wvertical supervision, that is supervision of
insurance companies and since they tend not to do very much apart from
providing insurance then it is quite justified to have this vertical type of
supervision. Unfortunately (if I may put it Llike this), we are now seeing that
things are begining to get a Little bit more complex, particularly where these
insurance products are being manfactured and also distributed and on the
distribution side, it is very much in the interest of banks for example to
distribute insurance products and even commercial wundertakings are
distributing insurance products, this is something which is happening more and
more now, in earnest. It is also in the interest of the insurance companies to
distribute products other than insurance, for example other financial
products. Therefore, it is clear that the conglomerate can meet a need here.
Distribution is something which can involve a lot of financial operators and
the conglomerate is one means of doing this job.
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My second point is to stress that there are certain matters which are
intrinsic in the development of conglomerates and maybe these are rather new.
The most important point is, as I said earlier, that we are faced with a
progressive predominance of demand over supply, which is very obvious in the
case of insurance, at least in countries where insurance has been developing
very rapidly in recent years. Up to now there have not been too many
difficulties, for example the insurance market had been undergoing a very
rapid development in various countries and that has meant that very often it
was enough simply to manufacture your product and it virtually sold itself,
where the products were "bought" rather than sold. We are begining to see now
that that is no longer the case, certainly not to the same extent.

More important these days is the fact that the consumer of insurance products
should have his needs met, so it is the needs that we have got to consider
first and foremost. Now that idea converges with the fact that people are more
in favour of having one single partner in this field, particularly in the
field of assets. It is simply easier if you can have all your problems dealt
with by one single firm, questions of credit, dinsurance, assets in general
terms. Where that need can be met over a lengthy period of time, all the more
reason for having only one place to go to to meet all your needs and
conglomerates can fulfil this continuing need. This happens to coincide with
deve lopments and technologies, these technologies are multipurpose and they
make it possible to have quite a diversified form of management which uses
specialisation in different products but with the same group of customers.

0f course, there are plenty of other reasons militating in favour of
conglomerates, particularly financial ones. First of all, what I might call
"synergy"™ and financial power, this is important, perhaps more important in
countries where the markets are not heavily structured. In the case of the
French insurance market, which at the moment may not have reached a structural
optimum, companies are relatively smaller than they are elsewhere and in terms
of financial power, they have to face up to an ever growing market. It is
something which has to be viewed on a European and world scale these days and
this means that they must obviously wait for developments to evolve. I do not
have the answer'to all the problems at the moment, you can try to diversify
working on the insurance market as your basis, the market that you specialise
in and therefore to grow by means of financial integration, or the other

option is to diversify, to manage to form financial conglomerates which, in
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particular but not exclusively, involve banking and insurance. One other
reason for developing conglomerates is the fact that banking, securities and
insurance do not all grow at the same speed, so you can take things as they
come, take things in order and use the various elements of the conglomerate to
cope with the most immediate needs. Another very important factor, which has
come to Llight, is the problem of distribution networks. I think that if you
look at all the various financial elements which are involved the problem of
the distribution network has to be seen as a most important one. We can see
how this is important in the banking field, where you have got a banking
network, which 1is perhaps rather too dominant, and when it comes to
distributing another product like insurance, this becomes a means of making
your distribution network more viable, but we are also seeing rather more
polivalent distribution networks with all the problems which go with that, in

particular questions of training which are very difficult ones.

Some other factors, which I believe are very important, arise out of the fact
that markets these days are all interlinked. The primary markets used to be
very much kept separate by rules and regulations, by authorities and by
supervision. Now we can see that these markets are begining to interlink a lot
more and that is another "raison d'étre" of conglomerates and there are some
more immediate reasons, for example, deregulation, which may well serve as a
motive for forming conglomerates. If you have very heavy deregulation in a
number of branches, or if you feel that some of the activities are being
transferred at the moment, disintermediation as we call it in some countries,
where banks move over to deal with securities for example, obviously this
causes difficulties, people are going to want to move over from what they did
in the past to the newer activities.

Obviously all this is going to involve very considerable and very difficult
adaptations. So, how do we react to all of this ? Do we need to enact further
rules and regulations, do we need more supervision ? Well that is a very
difficult question to answer. I think, as Mr. Fitchew has said, pragmatism is
of the essence. It is probably fair to say that there are different sorts of
problems facing conglomerates. First of all 4t 1dis true to say that
conglomerates are not all that new, we had a Lot of them even before the war,
and perhaps that partly explains why we are rather worried today about
conglomerates. It is clear that there are different scenarios involved, I am

not going to go through the typology of what sort of conglomerates there are,
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as a lot of work has already been done on that, so I think we have got to
stress some of the different aspects. When we lLook at the banking sector, or
the insurance sector, I would say, they do not in themselves obviously lend
themselves to changing into conglomerates. An insurance company is by
definition involved in investing in other undertakings, and obviously it is
subject to prudential supervision, which sets its own limits, but you already
have there an embryonic conglomerate and with a commercial bank or a universal
bank which deals with many different fields, we know more or less where we
stand. The necessary supervision, whether it be over banks or over insurance
companies or over the financial world as a whole, is very much in full working
order and we do try to see to it that it remains in that position. As I said
earlier, the vertical supervision system is perhaps creaking a Llittle bit,
there are problems of coverage which we have already stressed, but it may well
not be all that difficult to deal with these if we have the proper
co-ordination and dialogue. I think we know what problems are involved and I
think they are not too difficult to solve. Things become rather more
complicated when conglomerates are organised on the basis of financial
companies, or companies holding various portfolios. Obviously we are not so
familiar with these problems, because neither the monetary authorities, nor
insurance supervisors, nor the stock exchange supervision outfits are in
charge directly of this type of phenomenon. So there are new problems here and
when the frontiers are opened up those problems are going to become more
acute. These holding companies which are neither banks not insurance
companies, they are likely to develop further and indeed some countries are
going to be showing a particular interest in accomodating these holdings, and
that is not going to make things any easier either. So we are going to have to
answer all these questions.

I think that there are two questions which are of particular importance, and
perhaps I could dwell at some greater Length on these. One problem is that at
national level we are familiar with the question of group law and if we have
this, we have competition law after all, 1in some cases we have got laws on
mergers, although there too, that causes a lot of difficulty across the
border. But obviously if we had specific law dealing with groupings, then that
might make things a bit easier. I have deliberately mentioned that example
because in France we have had a number of public purchase operations which
involve the banking sector and the insurance sector at the same time and we
realise that in dealing with that kind of phenomenon we are a Llittle bit in
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the dark and whatever ground rules you use, whether they are in the banking
field, 1in the field of insurance, or 1in the field of other financial
operations, although they are subject to supervision, they are not always
suitable rules. Sometimes you have entities involved which are neither one nor
the other. They might be holding companies of a type which we are not all that
familiar with, so we have to think about them at national Llevel and at

European level. To some extent that is an element in replying to the question.

The other point which I would Like to deal with specifically, and personally I
think it would be very wise to think about it at greater Llength than we
intended to do this afternoon, that is prudential problems. They are of ever
increasing importance as you move away from specialisation. 1In other words,
the less legal categorisation you have, the more of a prudential difficulty
you are faced with. These matters have already been sketched out, but there
are certain fields which are of particular importance, protection of the
consumer, of savers, of insurance policy holders. If we have specific areas of
control, with the result that the free market situation cannot entirely apply,
this is precisely because we need to have proper consumer protection, or
protection for savers and that is the kind of thing that we have got to think
about. For example, if we can use own funds across the board, which I do not
think one should be allowed to do, we would be undermining consumer
protection. Another important point in the prudential field is clarity,
transparency, that 1is absolutely crucial. Market operators and savers must
both feel that the situation is more transparent. The conglomerate may be
neither good nor bad in itself, but it must nevertheless be open, be
transparent, so I think a great deal of progess needs to be made in the
putting together of consolidated funds. ALl that work of course has been put
on the Commission working programme, but it is very important, that cannot be
stressed too much.

Finally I would say that, 1in general terms, co-ordination of supervision is
perhaps even more important than systematic harmonisation, because systematic
harmonisation and the inventory to which I was referring at the start, all of
these things show that it a very complex field that we are talking about. I
think perhaps 'co-operation and co-ordination 1in supervision is Llikely to
enable us to make more progress than anything else. So, very briefly, Chairman

that is all I wanted to say on this subject, it is quite clear that it is a
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very difficult and complex area and, of course, when you look at it at
European level it gives rise to difficult problems and I have mentioned some
of them.

There is one point I would finally Like to touch on and it concerns the system
of supervision by the country of origin. I think that this is a good system,
but it is quite clear that if financial conglomerates are going to make much
headway, it might become necessary to sit down and think about the matter
again and see to it that this country of origin supervision tallies with the
phenomenon of financial conglomerates. That is something which, no doubt, we

will have to think about this afternoon.
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Discussion after Mr. Jolivet's speech

Mr. Fitchew

May I ask Mr. Jolivet to expand a Llittle bit on the point you raised about
group law and the absence of group law. I had the impression, and I may not
have understood correctly, that you were suggesting that supervision of a
conglomerate might be easier with the existence of a law on groups. I was
rather struck by the suggestion in Prof. Schneider's paper, which I thought
rather went in the opposite sense, that if you have legislation on groups that
normally carries with it the notion that the holding company of the group has
full financial Lliability and responsibility for all the different components
and that in a sense seems go in the opposite direction of the proposition that
if you have a banking subsidiary which is part of the group or an insurance
subsidiary, that it is rather important to keep their affairs separate and
ensure that they have their separate end funds and that their accounts are

kept separately. I wondered if you would like to expand a Little more on this.

Mr. Jolivet

It is a difficult subject, I really wished to underline that there is a
connection between the two phenomena, the major phenomena. What one can see
emerging are groups involving all sorts of different categories of people.
Concerning their legal status one finds common law groups, banking groups
which come under the banking law, there are insurance companies which are
governed by insurance laws, there are brokers, exchange agents with their own
set of laws and basically all these groups could come under the aegis of just
one holding company. You might have even more complex arrangements with mutual
companies or ordinary companies, it is rather difficult to find your way
through. When we have a control exerted as it is on the basis of one company,
it is often not possible to see what precedes or what comes after. Generally
it is easier to take a look at what precedes though even that is difficult in
some cases. If is very difficult to separate the different areas of solvency,
but this is a very vital issue, so there are different approaches to the
problem. You can extend your controls and have them both before and after. As

I said it is a little easier after, it is not quite so easy before, that is to
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say going back to the financial companies asking for documents, for
commitments, and so on. People are not going to Llike that system and it is
difficult to implement it. Sometimes it does not fit in with national
traditions and customs nor even with the proper functioning of supervision,
and it might even give rise to a conflict between different supervisory
bodies, which is never a good thing. I would say transparency is a better
solution. If you have transparency, this means that everybody, including the
public and also the supervisory bodies, is going to be able to locate what he
wants to locate and therefore make an overall assessment. I am not saying that
there should be group legislation, but what I am saying is that transparency
is a good thing.

Prof. Schneider

I would Llike to come back to this particular point, because as far as I am
concerned, this 1is one of the essential points to which I have devoted my
attention. We do not perhaps need a regulation which covers every possible
detail, but we do need something which is not going to give rise to protest
and allegation; and so supervision and the law of the company, contract Law,
criminal law, 1is not perhaps going to be completely consistent, but at least
it should not be totally contradictory. Let me give you an example of what I
mean. In company law we have worked upon a solution whereby the holding
company is responsible for the developments which might occur within the
group, this means that a lot of information has to be provided about the
subsidiary. On the other hand, you have the secrecy of banking operations and
the protection of certain amount of data, that is to say this is what happens
in the financial conglomerate, 1if I could just follow up this question, do we
think that bank secrecy would apply to the company, or a concern, when you are
talking about relations between the holding company and the subsidiary ? Does
that sort of confidential dimension apply when you are talking about insurance
contracts between banks ? If you say yes to that question, you say you have to
protect this sort of information, keep it confidential. Can you really than
require, under subervisory law, that the holding company takes Liability for
the subsidiary. There has to be consolidation which means information is given
concerning the persons involved in the negotiations. I wonder whether this is
being dealt with in other branches of the Commission. I am not going to

suggest that there is an answer to this question just yet, but perhaps this



- 50 -

afternoon I will come back to this and point out how many contradictions there
are at the moment between the Llaws which cover the different groups and I

think that it is our task to smooth out these legal contradictions.

Mr. Jolivet

You have a great many contradictions to solve between competition,
concentration and the specific law of different companies, that is the sort of
thing one must concentrate upon, but the difficulty of the exercise is very
clear, for example lLook at the draft directive on insurance accounting. This
imposes consolidation except where you have a portfolio as a holding company,
that is my point and there is the difficulty.
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SIR KENNETH BERRILL

FINANCTAL CONGLOMERATES AND THE EEC

EVEN WITHIN A SINGLE COUNTRY, THERE ARE DIFFICULTIES IN REGULATING
FINANCTAL CONGLOMERATES EFFECTIVELY AND EFFICIENTLY. THEIR ACTIVITIES
WILL NEARLY ALWAYS FALL TO BE SUPERVISED BY A RANGE OF DIFFERENT
AUTHORITIES - WHICH COULD BE A GOVERNMENT DEPARTMENT, THE CENTRAL BANK OF
THE COUNTRY IN QUESTION, A REGULATORY BODY CONCERNED WITH THE SECURITIES
INDUSTRY, AND PERHAPS ONE OR MORE OTHER BODIES. IN THE UK, THE
SECURITIES AND INVESTMENTS BOARD (SIB) WAS SET UP UNDER THE FINANCIAL
SERVICES ACT 1986, AS I AM SURE YOU KNOW, TO PROVIDE A COMPREHENSIVE AND
UNIFORM REGULATORY REGIME NOT JUST FOR SECURITIES, BUT ALSO FOR MOST
OTHER FORMS OF INVESTMENT BUSINESS. IT WILL DO THIS IN CONJUNCTION WITH
THE SPECIALIST REGULATORY BODIES IT RECOGNISES (INCLUDING THE FIVE
SELF-REGULATING ORGANISATIONS AND NINE PROFESSIONAL BODIES).  THE SET-UP
MAY SOUND COMPLICATED, BUT IN ANY COUNTRY NOWADAYS A NUMBER OF DIFFERENT
REGULATORS ARE BOUND TO BE INVOLVED IN REGULATING INVESTMENT BUSINESS,
AND WHERE THIS IS THE CASE, PROBLEMS CAN OCCUR.

MOST OBVIOUSLY, IT IS EASY IN SUCH CIRCUMSTANCES TO FIND THAT SOME AREAS
OF ACTIVITY ARE LEFT UNREGULATED, LEAVING DANGEROUS LACUNAE BEIWEEN THE
DIFFERENT REGULATORY REGIMES. SECONDLY, IT IS CLEARLY EXTREMELY
IMPORTANT THAT THERE IS GOOD COMMUNICATION BETWEEN THE VARIOUS
REGULATORS: THE FORCE OF THIS POINT WAS HIGHLIGHTED DURING EVENTS LAST
OCTOBER.  THIRDLY, STEPS MUST BE TAKEN TO ENSURE THAT THE DIFFERENT SETS
OF RULES ARE NOT INCOMPATIBLE WITH EACH OTHER. AND FINALLY, THERE IS THE
QUESTION OF OVERLAP AND POSSIBLE DUPLICATION. IN COUNTRIES WHICH HAVE
NOT HISTORICALLY BEEN SERVED BY 'UNIVERSAL BANKS' THE TRADITIONAL LINES
OF DEMARCATION IN INVESTMENT BUSINESS ARE GRADUALLY BEING ERODED, WITH
CHANGES SUCH AS THE RAPID DEVELOPMENT BY BANKS - INTO AREAS THAT WERE
PREVIOUSLY THE PRESERVE OF OTHER KINDS OF INVESTMENT BUSINESS. IN THE
UK, FOR EXAMPLE, IT. USED TO BE THE CASE THAT MEMBERS OF THE STOCK
EXCHANGE COULD ACT ONLY IN A SINGLE CAPACITY; BUT FOLLOWING THE 'BIG
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BANG' OF 1986 IN LONDON THIS DISTINCTION HAS GONE, AND BANKS HAVE BEEN
FREE TO TAKE OVER STOCKBROKERS. WE ARE ALSO WITNESSING A CONSIDERABLE
EXPANSION OF THE TRADITIONAL ROLE OF BUILDING SOCIETIES.

IN THIS INCREASINGLY COMPLEX ENVIRONMENT, CO-OPERATION BETWEEN REGULATORS
IS ESSENTIAL. BUT THIS DOES NOT MEAN THAT THE VARIOUS REGULATORY REGIMES
SHOULD BE IDENTICAL. REGULATORS IN THE DIFFERENT AREAS HAVE DIFFERENT
TRADITIONS AND DIFFERENT PRIORITIES. THESE HAVE BEEN DEVELOPED, OVER A
VERY LONG PERIOD IN SOME CASES, ACCORDING TO THE SPECIAL NEEDS OF THE
PARTICULAR MARKETS, AND THE KINDS OF PRODUCT, FOR WHICH THOSE AUTHORITIES
ARE RESPONSIBLE. TAKE, AS A CASE IN POINT, THE TYPICAL CONCERNS OF
BANKING AND SECURITIES REGULATORS. CENTRAL BANKS HAVE AS THEIR MAIN
CONCERN THE PREVENTION OF SYSTEMIC FAILURE - NOT TO THE EXCLUSION OF ALL
ELSE, OF COURSE, BUT AS THEIR OVERRIDING PRIORITY. THIS MEANS THAT THEY
HAVE LONG HAD DETAILED RULES ON CAPITAL ADEQUACY, TOGETHER WITH THE
POWERS TO MONITOR IT AND THE POWERS OF INTERVENTION NECESSARY FOR THEM TO
STEP IN WHEN A CRISIS OCCURS - IF NECESSARY WITH FINANCIAL SUPPORT.
NATURALLY, CAPITAL ADEQUACY RULES ARE ALSO AN IMPORTANT ELEMENT IN THE
REGULATORY REGIME OF A BODY CHARGED WITH SUPERVISING THE RETAIL
INVESTMENT MARKET AND/OR SECURITIES; BUT HERE THEY FORM JUST PART OF THE
NECESSARY WHOLE. FOR EXAMPLE, CONDUCT OF BUSINESS RULES - PARTICULARLY
THOSE RULES ABOUT HOW A FIRM TREATS ITS CLIENTS - AND CLIENT MONEY
REGULATIONS ARE ALSO ESSENTIAL FOR THE PROTECTION OF INVESTORS

THESE DIFFERENCES OF APPROACH AND EMPHASIS ARISE FROM THE ORIGINAL
DIFFERENCES BEIWEEN THE CORE ACTIVITIES OF BANKS AND INVESTMENT FIRMS,
AND EACH HAS ITS VALIDITY IN THE CONTEXT FOR WHICH IT WAS DEVISED,
NEVERTHELESS, BECAUSE OF THE WAYS IN WHICH BANKS IN PARTICULAR HAVE IN
SOME COUNTRIES EXTENDED THEIR SCOPE BEYOND THEIR TRADITIONAL CORE
ACTIVITIES, IT IS ESSENTIAL FOR THE REGULATORY AUTHORITIES IN EACH
RELEVANT SPHERE TO CO-OPERATE. ]
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IN THE UK, SIB AND THE BANK OF ENGLAND HAVE TRIED TO TACKLE THIS PROBLEM
BY DEVELOPING 'LEAD REGULATOR®' ARRANGEMENTS TO COVER THOSE AREAS WHERE
BANKING AND INVESTMENT BUSINESS ARE NO LONGER AS DISTINCT AS THEY WERE.
THE AGREEMENT REACHED INVOLVES THE BANK PERFORMING ANOTHER CALCULATION IN
ADDITION TO ITS NORMAL RISK ASSET ASSESSMENT, WHICH IT IS OF COURSE
OBLIGED TO DO UNDER B.I.S. CONCORDAT ARRANGEMENTS. THIS ADDITIONAL
CALCULATION  ENTAILS TAKING SIB'S  INVESTMENT POSITION RISK AND
COUNTERPARTY RISK REQUIREMENTS, TOGETHER WITH THE BANK'S RISK ASSET
REQUIREMENTS ON OTHER NON-INVESTMENT ASSETS, AND MEASURING THE RESULT
AGAINST THE CAPITAL BASE OF THE BANK, AS DEFINED BY THE BANK OF ENGLAND.
IT WILL THEN REPORT ITS FINDINGS TO SIB. SIB, THOUGH, WILL BE
RESPONSIBLE FOR ENSURING THAT BANKS OBEY THE SIB CONDUCT OF BUSINESS
RULES, TOGETHER WITH OTHER INVESTOR PROTECTION REQUIREMENTS, IN THE
COURSE OF THEIR INVESTMENT BUSINESS.

THE NEED FOR CO-OPERATION BEITWEEN REGULATORS IS AS GREAT ON THE
INTERNATIONAL FRONT AS ON THE DOMESTIC; BUT OF COURSE THE ISSUES HERE ARE
EVEN MORE COMPLEX. ALL THE DIFFICULTIES ONE MEETS WITH ON THE DOMESTIC
FRONT APPLY, AND THESE ARE SUPPLEMENTED BY VARIOUS OTHER FACTORS. TO
BEGIN WITH, THERE ARE OFTEN LEGAL RESTRICTIONS ON THE PASSING OF
INFORMATION TO A FOREIGN REGULATOR - PARTICULARLY WHERE THAT FOREIGN
REGULATOR IS TECHNICALLY REGULATING A DIFFERENT AREA OF INVESTMENT
BUSINESS. THIS ISSUE IS ALREADY BEING EXPLORED AT AN INTER-GOVERNMENTAL
LEVEL BY THE WILTON PARK GROUP, BUT THERE ARE INEVITABLY CONSTRAINTS ON
THE SPEED WITH WHICH PROGRESS CAN BE ACHIEVED: IMPORTANT POLITICAL AND
MORAL CONSIDERATIONS ARE INVOLVED, AS WELL AS TECHNICAL ONES; AND IN ANY
CASE, CHANGES IN PRIMARY LEGISLATION TAKE SOME YEARS TO GET ONTO THE
STATUTE BOOK. ANOTHER COMPLICATING FACTOR ON THE INTERNATIONAL SCENE IS
THAT DIFFERENT COUNTRIES WILL OFTEN HAVE DIFFERENT REGULATORY PRIORITIES
AND TRADITIONS; FURTHERMORE, THEY WILL BE AT DIFFERENT STAGES IN
IMPLEMENTING THEIR PARTICULAR REGIMES. UNIFORMITY IS NOT NECESSARY FOR
CO-OPERATION, BUT REASONABLY EQUIVALENT STANDARDS OF INVESTOR _PROTECTION
ARE. WE AT SIB ARE ACTIVELY CONSIDERING HOW TRANSITIONAL ARRANGEMENTS
COULD HELP TO COPE WITH THESE EXTRA LEVELS OF COMPLEXITY ON THE
INTERNATIONAL FRONT.
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IN THE EEC CONTEXT, THE MOVE TOWARDS CO-OPERATION AND HARMONISATION IS
ALREADY UNDER WEIGH, BUT THERE IS STILL FURTHER TO GO BEFORE 1992, WHEN
INVESTMENT BUSINESSES WILL BE ABLE TO OPERATE WITH HOME STATE
AUTHORISATION THROUGHOUT THE COMMUNITY ON A SERVICES OR ESTABLISHMENT
BASIS. THERE IS CONSIDERABLE MERIT IN THE HOME STATE REGULATOR REMAINING
RESPONSIBLE FOR CAPITAL ADEQUACY ISSUES. HOWEVER, A BUSINESS WHICH
CHOOSES TO OPERATE IN A COUNTRY OTHER THAN ITS HOME STATE SHOULD BE
REQUIRED TO FOLLOW THE CONDUCT OF BUSINESS RULES OF THE FOREIGN STATE IN
WHICH IT IS OPERATING COMPLIANCE IN THIS AREA CAN BE MONITORED MORE
EFFECTIVELY BY THE HOST STATE THAN BY THE HOME STATE, AND IT WOULD IN ANY
CASE BE IMPCSSIBLY CONFUSING FOR AN INVESTOR TO HAVE HIS OR HER RELATIONS
WITH ELEVEN DIFFERENT INVESTMENT BUSINESSES GOVERNED BY ELEVEN DIFFERENT
SETS OF RULES. GIVEN THIS DIVIDED RESPONSIBILITY, WITH THE HOME STATE
GIVING AUTHORISATION AND MONITORING CAPITAL ADEQUACY, AND THE HOST STATE
APPLYING ITS CONDUCT OF BUSINESS RULES TO A COMPANY WHICH IT HAS NOT
AUTHORISED, MY EARLIER POINT ABOUT THE NECESSITY FOR AN ADEQUATE LEVEL OF
CO-OPERATION AND EXCHANGE OF INFORMATION BEIWEEN COUNTRIES APPLIES WITH
ALL THE MORE FORCE. THE SUCCESS OF THE INTERNAL MARKET IN INVESTMENT
BUSINESS DEPENDS ON OUR WORKING TOGETHER TO ACHIEVE THIS.

THE UK'S RECENT FINANCIAL SERVICES ACT IS IN PROCESS OF BEING IMPLEMENTED
THIS YEAR. AGAINST THIS REQUIREMENT, DRAFT MEMORANDA OF UNDERSTANDING
ARE ALREADY BEING DRAWN UP BETWEEN SIB AND OVERSEAS BANKING SUPERVISORS,
PROPOSING THAT AN APPROACH SIMILAR TO THAT DEVISED FOR UK INCORPORATED
BANKS COULD BE ADOPTED FOR OVERSEAS BANKS WITH BRANCHES IN THE UK. OUR
AIM IS TO DISAPPLY OUR FINANCIAL RESOURCES RULES AND CERTAIN OTHER
RELATED RULES WHERE THE OVERSEAS BANKING SUPERVISOR IS WILLING 'IO SHARE
INFORMATION WITH US; WE WOULD THEN ASK THAT HOME SUPERVISOR TO MONITOR
THE FINANCIAL POSITION OF THE BANK IN QUESTION NOT AGAINST OUR RULES, BUT
AGAINST HIS OWN RULES, ON OUR BEHALF. THIS ARRANGEMENT, COMPLEX AS IT
MAY SOUND, ACHIEVES THE. NECESSARY LEVEL OF SUPERVISION WITHOUT
TRESPASSING ON THE TERRITORIAL RIGHTS OF THE FOREIGN STATE IN QUESTION.
IT ALSO ALLOWS FOR THE FACT THAT BRANCHES OF BANKS DO NOT HAVE
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BANK REGULATORS DO NOT NORMALLY PLACE

THE SAME WEIGHT ON THE AVAILABILITY OF LIQUID CAPITAL AS DO SECURITIES
REGULATORS. NEITHER DO THEY ALWAYS TAKE ACCOUNT OF THE WI'DE RANGE OF
INSTRUMENTS AND OR RISKS WHICH ARE INHERENT IN INTERNATIONAL SECURITIES
DEALING AND POSITION TAKING. DESPITE SUCH DIFFERENCES IN APPROACH, IT
SEEMS LIKELY THAT SECURITIES REGULATORS WILL IN TIME FIND THAT, IN COMMON
WITH BANKING REGULATORS, THEY TOO NEED SOME KIND OF CONSOLIDATED
SUPERVISORY POWERS IN ORDER TO CARRY OUT THEIR DUTIES TO BEST EFFECT -
ESPECIALLY IN THE AREA OF CAPITAL ADEQUACY. THERE CAN BE NO DOUBT THAT
IN THIS FIELD THE OVERSEAS OPERATIONS OF BRANCHES OF FINANCIAL
CONGLOMERATES WILL REQUIRE CO-OPERATION BETWEEN HOME AND HOST COUNIRY
REGULATORS. BUT WHAT OF OVERSEAS SUBSIDIARIES? CAN THESE BE TREATED
ENTIRELY BY THE HOST COUNTRY ON THE GROUNDS THAT THEY ARE SEPARATE LEGAL
ENTITIES WITH THEIR OWN DEDICATED CAPITAL WHICH CAN BE SEPARATELY
MONITORED? IN A LEGAL SENSE THIS IS CERTAINLY THE CASE. IN PRACTICAL
TERMS PROBABLY NOT. IF A SUBSIDIARY GETS INTO FINANCIAL DIFFICULTIES CAN
THE HOLDING COMPANY IGNORE THE PROBLEM? WILL NOT THE FAILURE OF THE
SUBSIDIARY IMPACT ON THE CONGLOMERATE'S OPERATIONS WORLD-WIDE? DOES NOT
THE HOME COUNTRY SUPERVISOR WISH TO BE INFORMED, IF ONLY INFORMALLY BY
TELEPHONE, OF POSSIBLE CHANGES TO THE SUBSIDIARY? SIMILARLY, IF THE
CONGLOMERATE IS FACING PROBLEMS, IT MAY WITHDRAW LIQUID CAPITAL FROM THE
SUBSIDIARY AT SHORT NOTICE; AND ONCE AGAIN THE SUPERVISOR OF THE
SUBSIDIARY WOULD BE GRATEFUL FOR INFORMAL -WARNINGS FROM THE SUPERVISOR OF
THE HOLDING COMPANY. (I STRESS THE WORD “INFORMAL'' BECAUSE AT TIMES OF
CRISIS IT IS THE INFORMAL PERSONAL KNOWLEDGE THAT SUPERVISORS HAVE OF
EACH OTHER INTERNATIONALLY, THAT PERMITS THAT RAPID USE OF THE TELEPHONE
WHICH IS SO ESSENTIAL.) INTERNATIONAL CO-OPERATION IN AREAS SUCH AS THE
CAPITAL ADEQUACY OF FINANCIAL CONGLOMERATES WILL BE AN  EXCEEDINGLY
VALUABLE FIRST STEP TOWARDS THE GREATER LEVEL OF HARMONISATION THAT
REGULATORS THE WORLD OVER WILL NEED TO AIM FOR IN THE FUTURE.
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INDEPENDENT FINANCIAL RESOURCES: THEIR RESOURCES ARE THOSE OF THE
OVERSEAS COMPANY, AND THAT COMPANY IS ALREADY ABIDING BY THE REGULATIONS
OF ITS OWN CENTRAL BANK. SO, LET ME STRESS AGAIN THE TWO MOST IMPORTANT
POINTS ABOUT SIB'S POSITION ON THIS SUBJECT. FIRST, THE PROPOSALS DO NOT
REPRESENT ANY ATTEMPT BY THE UK TO INTERFERE IN THE RELATIONS BETWEEN AN
OVERSEAS BANK BRANCH AND ITS HOME STATE REGULATOR: ON THE CONTRARY, WE
ARE HOPING TO AVOID A SITUATION WHERE BANKS SUBJECT TO HOME STATE CAPITAL
ADEQUACY RULES PROVIDING PROPER PROTECTION FOR UK INVESTORS ARE REQUIRED
EITHER TO COMPLY WITH A SECOND SET OF FINANCIAL RESOURCES RULES, OR TO
SUBSIDIARISE THEIR UK OPERATIONS. SECONDLY, THE PRINCIPLE ON WHICH THESE
PROPOSALS HAVE BEEN DEVELOPED ARE PRECISELY THOSE OF THE REVISED BASLE
CONCORDAT AND ALSO OF EUROPEAN COMMUNITY LEGISLATION - NAMELY, HOME STATE
AUTHORISATION FOR BANKS OPERATING ANYWHERE IN THE EEC.

THERE IS A FURTHER POINT WHICH WE HAVE BEEN LED TO REFLECT ON FOLLOWING
OUR CONSIDERATION OF THE POSITION OF BRANCHES OF FOREIGN BANKS.
SECURITIES REGULATORS TEND TO OPERATE ON THE BASIS OF THE INDIVIDUALLY
INCORPORATED COMPANY, OR OPERATING UNIT. INDEED, IT IS ONE OF THE MAIN
FEATURES OF THE UK FINANCIAL SERVICES ACT THAT THERE IS NO SUCH THING AS
GROUP AUTHORISATION. EACH REGULATED ENTITY MUST HAVE SUFFICIENT CAPITAL
TO MEET ITS LIABILITIES TO CUSTOMERS, AND MUST ABIDE BY THE CONDUCT OF
BUSINESS RULES. AND BECAUSE THERE IS NO CONSOLIDATED SUPERVISION, THERE
IS VERY LITTLE RISK ANALYSIS OF CONGLOMERATES. IN OTHER WORDS,
SECURITIES REGULATORS HAVE AT THE MOMENT ONLY SCANTY INFORMATION ON THE
STRENGTH OR OTHERWISE OF CONGLOMERATES, BOTH DOMESTICALLY AND
INTERNATIONALLY.

BY CONTRAST, BANKING REGULATORS DO USUALLY REGULATE ALL BANK HOLDING
COMPANIES, AND UNDERTAKE CONSOLIDATED SUPERVISION OF THE ENTIRE BANKING
GROUP'S COMPANIES. THIS PERMITS THE REGULATOR TO GAIN AN OVERALL PICTURE
WITHOUT RELINQUISHING‘ THE NECESSARY DETAILED APPRAISAL OF SEPARATELY
INCORPORATED COMPANIES WITHIN THE GROUP - THOUGH IT HAS TO BE SAID THAT
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Summary of U.S. based connected applicants who have applied

for authorisation under the Financial Services Act

Branches of:-

- U.S. banks
- U.S. non-banks

U.K. Subs of:-

- U.S. banks
- U.S. non-banks

Other non-U.S. branches

TOTAL

16

66

44
67
177

TSA

13
38
51

38 -

53
142

AFBD IMRO
2 1
3 8
5 10

2 4
no o3
8 1
36 17
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Discussion after Sir Kenneth Berrill's speech

Mr. Cooke

If we all take the view, perhaps a Llittle bit contrary to Prof. Gower's
introductory suggestion, that co-operation rather than uniformity is the
essential process which at least begins down the road towards an integration
of the financial services sector, then there remains the problem on the
passing of information. This is an area where, for banking regulators, at
Lleast over the last decade, arrangements have been made in most countries,
usually by the enactment of primary legislation, which ensures that banking
regulators, dealing with their colleagues in other countries, have the
possibility, within the law operating in their own countries, to pass
information relating to institutions which operate accross national frontiers
without constraint, where this is necessary for supervisory purposes. It seems
to me one of the big problems in this whole area of financial conglomerates
and the whole area of co-operatation between supervisors, cross-national
frontiers in particularly, but also to some degree within national frontiers,
is this question of what the law allows, as far as the passing of information
in concerned. If we believe that the financial conglomerates are here to stay
and that there is an increasing integration of insurance, securities and
banking business in these large international conglomerates, then the question
needs to be posed. Is it necessary for the law in each national centre, to
provide for the free exchange of information, not only between banking
regulators to those regulating banks in other countries, but between
securities regulators, conceivably 1insurance regulators, and banking
regulators to their colleagues in each of those three disciplines as it were
in other countries ? Can the co-operative approach be fully effective, if at
least that particular element of national law is not to some degree modified ?

Sir Kenneth Berrill

I feel that the law must allow, desirably the law would allow, pure discretion
to the regulators to talk about what they wish between each other both
domestically and internationally; that may be difficult to achieve. As a
second best, you could imagine the law allowing certain classes of information

of a more general kind being passed back and forth, which did not necesarily
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involve commercially sensitive data about lending to any particular borrower.
An ideally complete discretion, with as a second best, discretion to exchange
information affecting the overall financial position of any conglomerate

operating in the market.

Prof. Gower

In view of the fact that Mr. Cooke has apparently thought I was advocating
harmonisation, I was not advocating it at all; I was merely saying that that
is what the Treaty, as amended by the recent Single European Act, says is
going to happen by the end of 1992. ALl I was saying is, that if in fact one
is going effectively to harmonise then, 1in my view, in particular areas, the
harmonisation has got to amount as far as possible to unification, otherwise
insuperable difficulties would be caused. Certainly, if the whole thing could
be left to collaboration up to 1992 and beyond, I would not quarrel with that

for a moment, but it is not what you chaps have said you are going to do !

Mr. Peter Cooke

I tried to use the word "suggestion" or perhaps I might have better used the
word "proposition"; I entirely accept what you are saying. I still think that
the process of collaboration as opposed to the process of unification, does
pose this very particular problem, which actually needs to be addressed, if
collaboration is going to be an effective route and it is a very important
problem for a number of countries.

Prof. Gower

I just do not think you can have the needed collaboration if the bankers are

going to insist upon reserving banking secrecy.
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Mr. Padoa-Schioppa

I agree with the answer which Sir Kenneth Berrill gave to Mr. Cooke's
question. I think that bank supervisors should remain responsible for the
confidentiality of the information they have. They should be given the
discretion to use such information when this is considered to be part of the
necessary process of co-operation with other supervisors, including
supervisors of say the securities business. An automatic access for
information would be a satisfactory answer to the problem. The real danger is
that if confidentiality is not kept, information in a way disappears. The
access to information that bank supervisors have is very closely related to
the confidentiality being preserved. This is why they should have discretion.

Mr. Jolivet

On secrecy between the different people in the financial sector generally this
runs fairly smoothly, but the big problems arises when you start talking about
taxation. Mr. Cooke is quite right to raise these legal issues, one should
indeed look at this question, but also I think it is a question of degree
between for example issuing a solvency certificate and other things. The
telephone is quite practical in some cases, but it is a real problem; look at
insurance, for example, what is going to happen when it becomes possible to
provide services throughout the Community if a Japanese company sets up in
France, with the right sorts of requirements and characteristics and if it
operates properly in France, but perhaps badly in other Community countries ?
Suppose they go in for dumping, though of course financial dumping is rather
difficult to define, under those circumstances, I would invite them to revise
their position, but of course the legal issue remains.

Mr. Muller

I would just subscribe to the answer of Mr. Padoa-Schioppa, vis-ad-vis banking
secrecy 1 think ways should be found so that the discretionary powers of the
banking supervisors are used to convey information to other prudential
supervisors. I think that is very important, that there is some kind of a
clause and I think that the law must be changed. It should be only for
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prudential reasons and it can be done, and I think we all must be aware that
often we pass on information received ourselves by colleagues from third
Member States and in that case we could only do that with the consent of our
colleague in the third Member State. Finally, I would just say to Sir Kenneth
that I have appreciated very much his intervention, because there have been
some worries also in our country and may I say the frame of mind in which this
intervention was phrased gave us a lot of reassurance that we should be able
to solve the co-operation problem and I think that is one of the merits of
such a session.

Mr. Fitchew

May I just make two final comments. First on the question of exchange of
information. I deduce from the interventions made on the floor from the
central bank supervisors, that there is a wish on the part of the central bank
supervisors to retain control over the "aracana imperia"™ but that they are
willing to share some of the arcana where the need arises. In fact the
solution that was suggested on the floor, that is, that the supervisors should
be given the discretion to share their information with supervisors of the
other financial markets, where the need arises, 1is precisely the solution
which has been proposed in the Second Banking Coordination Directive. That
does presuppose, however, that the supervisors of each of the three markets
will have to be ready to use that discretion, when necessary. I would like to
make one final comment arising out of the morning's discussion, because there
is perhaps some misunderstanding of what the Commission means by "home country
control". First of all, by "home country control" we certainly do not regard
that as in any sense contradictory to the need for very close collaboration
and co-operation between supervisors and I would very stongly endorse
everything that has been said in the last two interventions on that subject.
Second, although we may sometimes give this impression, we in the Commission
certainly do not believe that "home country control™ can apply to all
supervisory rules or all the aspects of supervision that may be necessary. We
are clear in our own minds that "home country control™ should apply to the
process of authorisation, the process of determining fitness and properness
and also to the application of capital adequacy rules, because I think that
everything that has been said in the last few minutes implies that anything
other than "home country control" for capital adquacy is probably unworkable
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in the Llong run. At the other extreme, we also feel very clear that
advertising and marketing rules should be Lleft in the hands of the host
country authorities, in particular for investment business, but I think that
what we are increasingly begining to feel is that there is a grey area in
between, where we are not quite sure what the right answer is. Two examples
for that include one that was quoted by Prof. Gower, earlier this morning,
namely the question of separation of clients' funds, whether that should be
supervised by the home country or the host country. The other rather parallel
area is the question of compensation or guarantee of funds and possibly a
different answer may be required, depending on whether the business is being
done by a branch or whether it is being done accross frontiers, but this is an
aspect which I think we in the Commission would be interested to have explored
in the discussions this afternoon and tomorrow.
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PROF. DR. U. SCHNEIDER

I have the difficult task of summarizing the arguments put forward here today
and the results of my own studies. I hope you will forgive me if I fail to
deal adequately with any important point.

1 propose, firstly to analyse the new developments in financial markets.
Secondly, I intend to examine what new problems are emerging and whether
current law is capable of meeting the new challenges. Thirdly, I propose to

turn to considerations of a legal policy nature.

First of all, it should be stressed once again that in all Member States of
the European Community the financial market is divided up into various market
segments through the Llaw relating to supervision, the Llaw governing
organisations of financial institutions (e.g. savings bank legislation and the
law governing mutual insurance associations), stock exchange regulations,
capital market legislation and tax law. Differences exist, however, 1in the
classification of individual financial services, for example in the definition
of financial services requiring authorization and those not requiring
authorization and in the allocation of particular financial services to one or
other market segment.

This different demarcation of market segments has two main implications for
credit institutions. Firstly, the concept of banking business and thus also
the scope of the law relating to banking supervision and the responsibilities
of the bank supervisory authorities differ from one country to the next.

This means that in the Federal Republic of Germany, for example, securities
business (i.e. the purchase and sale of securities for the account of others)
also ranks as banking business. The Federal Banking Supervisory Office
therefore deals also with cases of abuse in securities dealing and a
securities house in crisis 1in the Federal Republic of Germany would be a

banking crisis. In the United Kingdom, by contrast, securities business is not
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banking business; transactions in securities are therefore not subject to the
law relating to banking supervision, and this had led, amongst other things,
to the establishment of separate supervisory legislations. To sum up : 1in
those countries in which certain financial services are not covered by banking
supervision but used to be free of supervision, new supervisory systems have
developed alongside banking supervision (e.g. in the United Kingdom and the
Netherlands).

Secondly, supervisory Llegislation in the individual Member States in some
cases permits the market participants concerned, in particular credit
institutions, to operate only in part of the market. Other Member States
impose no such Llimitations or only to a restricted degree. The 1984 French
Banking Act, for example, contains numerous business restrictions on credit
institutions, whereas credit institutions in the Federal Republic of Germany
are also permitted to engage in non-banking business. A feature common to all
Member States is the division, 1in the law relating to supervision, between
enterprises which are engaged in banking business and those which are engaged

in insurance business.

The frontiers which have hitherto existed between the separate markets are now
increasingly being removed, firstly because national legal systems are easing
business restrictions and, secondly, because of changes in practice, that is
to say :

- firstly, the attempt to combine different financial services contractually

(e.g. savings linked with insurance protection);

- secondly, the widening of the range of operations (e.g. the marketing of
insurance services by credit institutions). These developments are not
pursued further below;

- thirdly, new organizational forms, in particular the fusing of different
financial institutions into groups (e.g. financial conglomerates). In most
Member States there are participatory and group Llinks between financial
institutions which offer different financial services and which are subject
to different supervisory legislation (e.g. 1in Belgium, the Federal Republic
of Germany, Denmark, France, Greece, the United Kingdom, Italy, the
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Netherlands and Spain) or between financial institutions and non-financial
institutions, i.e. industrial and commercial enterprises (e.g. 1in the

Federal Republic of Germany, France, the United Kingdom and Italy).

It must be borne in mind here that the term "financial conglomerate" differs
in meaning from one Member State to another. In some countries with a
specialist banking system, groups comprising deposit-taking institutions and
investment banks are referred to as "financial conglomerates", while in
other countries with an all-purpose banking system the term is wused
primarily to denote groups made up of credit dinstitutions and insurance
companies;

- fourthly, the penetration of new market participants into financial markets
through subsidiary companies (e.g. commercial groups with banking
subsidiaries);

- finally, the growing importance of financial subgroups of conglomerates.

II

The growing number of financial conglomerates, of manufacturing, commercial
and services groups with financial dnstitutions and of mixed groups with
financial subgroups is regarded in some Member States as a new challenge in
the field of supervision, which has led to intensive legal policy discussion
(e.g. 1in Denmark, the United Kingdom and Italy). In other Member States,
discussion of the supervisory implications has not yet begun in earnest (e.g.
in the Federal Republic of Germany and Spain).

It is clear, however, that the creation of financial conglomerates and the
incorporation of financial institutions into mixed groups pose many problems
in such fields as regulatory policy, competition law, supervisory legislation,
contract law and data protection Llaw.
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There is first of all the basic regulatory and competition law question of
whether further concentration in financial markets is appropriate. The aim of
the Dutch "structural policy" is to find an answer to just this problem.

The same questions are frequently analysed and dealt with at different legal
levels in Member States. Typical conflicts of interest thus occur as a result
of simultaneous activity in such fields as banking, investment, the sale and
purchase of securities, stock exchange intermediation and organization of
investment companies and advice on and the marketing of insurance services.
Particular mention shall be made of the inappropriate use of information and
conflicting contractual obligations.

National legal systems react differently to these conflicts of interest, that
is to say through supervisory contractual and criminal legislation and through
voluntary codes of conduct. What seems to me to be a somewhat oppresive trend
in this connection is the growing criminalization of breaches of behavioural
obligations.

Differences emerge primarily in terms of legal consequences. Typical legal
consequences in the field of supervisory legislation (for example, activity
restrictions, bans on participations, etc.) prevent conflicts of interest from
arising. Typical contractual provisions and legal consequences are disclosure
obligations, special interest-safeguarding obligations and rights of
termination, claims for damanges, etc.

In analysing national supervisory legislation, a distinction has to be made
between the formation of groups and prudential obligations and the supervision
of the groups concerned.

National supervisory laws react differently to the formation of groups :
- In some cases, national supervisory Llegislation 1is restricted to

notification obligations (e.g. the law relating to bank supervision in the
Federal Republic of Germany).
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- In some cases, there are supervisory restrictions of varying severity on
the formation of subsidiary companies, on the acquisition of holdings and on
the creation of groups by financial institutions (e.g. in Belgium, Denmark,
France and Italy).

- In some cases, there are supervisory restrictions of varying severity on
the acquisition of shares in financial institutions (e.g. in Belgium and the
United Kingdom).

The supervision of financial 1institutions within groups 1is carried out
differently under the various national supervisory laws. In no Member State,
however, is the group the subject of supervision. In no country is there
"group supervision" where, for example, financial services are supplied by

only one company within a group.

There is also no uniform comprehensive supervisory legislation in any Member
State where different financial services are supplied by dindividual
enterprises within a group. Nor is there any uniform supervisory authority in
any Member State for such cases. Only in Denmark were bank and insurance
supervisory authorities merged to form a single authority on 1 January 1988.
In many cases, ©obligations of confidentiality even militate against
cooperation between supervisory authorities (e.g. 1in the Federal Republic of
Germany, to some extent, also in Italy).

Even within a group, the basic focus of attention is simply the individual
group enterprise. It is subject to the relevant type of supervision regardless
of the areas in which the other enterprises within the group are active. There
are three basic ways in which the prudential supervision of financial
institutions belonging to groups is carried out :

- In some cases, only individual participation- and group-induced management
and financial effects on the Llegally independent group enterprise are
considered. Supervision 1is carried out on a consolidated basis (mosaic
solution). No account is taken, however, of events affecting other
affiliates or group enterprises. The other group enterprises are not
included in the supervison (e.g. in the Federal Republic of Germany in the
case of banking supervision and in Denmark and the United Kingdom in the
case of insurance supervision).
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In some cases, an attempt 1is made to safeguard the entrepreneurial
independence of a group institution from the other group entreprises
(autonomy solution) (e.g. in Belgium in the case of banking supervision and

in the Federal Republic of Germany in the case of insurance supervision).

In some cases, attempts are made to treat the group as a unit and to
include the other group enterprises in the supervision exercise in order to
be able to take account of them when dealing with the financial institution
belonging to the group (single unit solution) (e.g. in the United Kingdom in
the case of banking supervision).

It is clear from close analysis that supervisory legislation is not adequate

to cope with the new forms of group construction in the financial field. A

number of problems have arisen, including:

gaps in supervision;

contradictory demands of different supervisory laws;

multiple requirements imposed by supervisory legislation;
multiple responsibilities imposed by supervisory legislation;
serious evaluation inconsistencies.

intend to cite only a few examples in support of this distressing diagnosis:

a) First example : group formation bans : where group formation bans exist,

b)

they are 1in some cases restricted to downstream group formation and

neglect the upstream tyep, i.e. the holding company solution (e.g. Belgum
and Denmark).

Second example : notification requirements : such requirements, for

example those relating to holdings in a credit institution, are in some
cases restricted to direct participations (e.g. Federal Republic of
Germany), with the result that, 1in a multi-tier group, changes in the
parent company's participation situation do not need to be notified;
alternatively, they may be restricted to holdings in the ascending or
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descending line in the multi-tier group (e.g. United Kingdom). There is no
guarantee, however, that information will be supplied concerning merely
indirect holdings in foreign companies and concerning fellow group members
(e.g. Denmark and the United Kingdom). As a result, the supervisory
authorities may be denied an overall view of the building up of multi-tier
cross-frontier groups (e.g. Ambrosiano; Neue Heimat/Bank  fur
Gemeinwirtschaft/ Volksflirorge; Rumasa). This applies particularly to

cross-frontier group situations.

Third example : Llimited consolidation : in a financial conglomerate the

limited consolidation of lLarge loans means that loans which may no longer
be granted by a credit institution may be granted by an insurance company
belonging to the same group.

Fourth example : reorganization and winding-up procedures : these

procedures also vary widely between different financial institutions in
crisis. They are dependent on what financial services are offered. The
crisis and insolvency are frequently not restricted to the individual
group enterprise but cover the group of financial institutions or the
financial group as a whole. The supervisory authorities' powers of
intervention, however, cover only the individual group enterprise and not
the group as a whole. The freezing of payments thus applies only to the
institution in question and not to subsidiary, parent or fellow group
companies. Even the proposal of 31 December 1985 for a Community Directive
on the reorganization and winding-up of credit institutions is restricted
to improving cooperation between bank supervisory authorities. No account
is taken of the need to improve cooperation between bank and insurance
supervisory authorities. Ideas also differ among individual financial
institutions on the objectives of the procedures (whether the aim should
be reorganization, 1i.e. to safeguard the existence of the institution, or
winding-up, i.e. to protect creditors), on procedural matters (whether
there should be a free hand in reorganizing the institution or whether the
reorganization should be organized by the State), on the necessity for
funds to be established to provide subsidiary creditor protection, etc. In
Spain, for example, a special ("Comisién Liquidadora de Entidades
Aseguradoros"), whereas no such authority exists for credit institutions
in crisis.
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e) Fifth example : secrecy requirements. Although a financial conglomerate

constitutes one enterprise for commercial purposes, there are in some
Member States secrecy barriers between the supervisory authorities
responsible for overseeing individual group enterprises. only
international cooperation (for example, between bank supervisory
authorities) is safeguarded; cooperation between bank and dinsurance

supervisory authorities is not provided for.

Examples of multiple requirements and responsibilities imposed by supervisory
legislation are found in the case of an independent enterprise in countries in
which the supervisory systems are not interlinked (e.g. United Kingdom) and in
the case of groups which provide different financial services. There is no

multiple requirement where risks increase as a result of a group situation.

The supervision of enterprises making up financial conglomerates involves a
clash between the different standard solutions. This applies at national Level
where individual supervisory Llaws approach group supervision in different
ways. It applies all the more at international Llevel (i.e. for such
multinational financial conglomerates as Citicorp, Assicurazioni Generali or
the Aachen-Munchener Group), where there is the further problem of differences
between national group Lliability and group risk rules. While an individual
group enterprise is subject to the relevant national group supervision law of
the country in which it has its head office, the differing requirements
imposed on the various group enterprises lead to further supervisory
evaluation contradictions : for example, 1in the case of a German insurance
company with a subsidiary credit institution in the United Kingdom, United
Kingdom bank supervisory legislation presumes parent company responsibility in
the event of a crisis. The German 1insurance supervisory authority, by
contrast, is empowered to prohibit continuance of the holding under Article 82
of the Insurance Supervision Law. And a further dinstance : parent
company responsibility for subsidiary companies is appropriate only where the
parent company is in a position to influence the management of the subsidiary
company. However, this is ruled out, for example, by Belgian bank supervisory
law.
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What conclusions are to be drawn from all of this ?

The harmonization of supervisory legislation in the European Community has
hitherto been carried out on the basis of sub—-markets. Bank supervisory
tegislation, insurance company supervisory legislation, etc., are being
harmonized. Member States remain responsible for supervising those group
enterprises which have their head offices in their respective countries. The
consolidation Directive of 13 June 1983 covers only the supervision of
individual group credit institutions on a consolidated basis. It could
therefore be concluded that the harmonization programme adopts the "mosaic
solution". The emergence of financial conglomerates has not yet been matched
in the harmonization process. The arguments set out in the Commission's second
working paper of April 1987 on. financial conglomerates (XV/49/87-EN) are
therefore particularly welcome in this context.

The Basle Concordat of May 1983 organizes, with respect to international
financial groups, cooperation between national bank supervisory authorities
(particularly on the basis of reciprocal information); responsibilities are
laid down and basic criteria for supervision are set out. National bank
supervisory laws are to that extent relaxing the secrecy requirements imposed
on bank supervisory authorities (e.g. 1in the United Kingdom). However, there
is no overall agreement which provides for international cooperation between
national bank supervisory authorities, capital market supervisory authorities,
national 1insurance company supervisory authorities and other supervisory
authorities in respect of financial institutions, with particular reference to
financial conglomerates, and which guarantees reciprocal information, Llays
down responsibilities, etc.

An appraisal of the incorporation of financial institutions into
manufacturing, commercial and services groups and of financial conglomerates
requires :

= an appraisal of the general risks run by the institutions in question, with
particular regard for the group situation;

= an appraisal of the typical risks arising from the grouping process; and

- an overall view of all relevant areas of law - namely, supervisory

legislation, group law, balance-sheet law, competition law and tax law - and
of public expectations.



_72_

These risks are analysed in detail in my study.

Consideration should then be given to adjusting the structural norms and
behavioural requirements of credit institutions, as laid down by supervisory
legislation, to the group situation. This also covers the coordination of

consolidation requirements in the financial group.

The basic principles underlying the "mosaic solution", the "autonomy solution"
and the "single unit solution™ must be fused together. Where supervisory
legislation premits the creation of centralized groups, including
function-switching, and where it permits or requires letters of comfort, the
supervision must cover all group enterprises. If the supervision is not to be

extended to all group enterprises, the formation of centralized groups must be
ruled out.

It is necessary to ensure that :

subsidiary financial institutions are responsible for their own business
decisions;

- financial institutions belonging to groups and conglomerates are
independent in terms of their financial and liability situations where they
are not operating in the same market segment (limits on intra-group lending
and guaranteeé, etc.);

- account 1is taken of all important matters affecting the other group

enterprises where they may have an 1impact on the group financial
institution;

- account is taken of all significant group-induced financial effects
(telescope effect, transmission effect, etc.) by means of supervision on a
consolidated basis;

- supervisory authorities have comprehensive information on the participation
and group situations, the legal structure of the group and the organization
of the group's management.

Where the financial dinstitution is a participating and/or controlling member

of the group (holding company), consideration must also be given to :
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- whether creditors' expectations that it will be responsible for its
subsidiaries' liabilities apply only to subsidiaries which are active in the
same business sphere and/or under the same name or apply to all
subsidiaries; if the hypothesis is one of such dependent relationship,
consideration would have to be given to permitting only such vertical
subgroups which comprise financial institutions offering the same kind of

financial services (principle of vertical category separation);

- how the own capital and Lliquidity endowment of the individual group
financial institution should appear; consideration would have to be given to

the adoption of a principle of decentralized capital endowment;

- whether and to what extent hiving-off operations and asset-switching for
the benefit of group companies should be permitted, especially where these
are active in other business spheres, since they run different risks and the

problem of structural lower priority arises;

- whether and to what extent supervisory legislation can be circumvented
through certain transactions being "parked" with other group enterprises
(e.g. commodity futures trading, which is not permitted for the

participating credit institution, with subsidiary companies, etc.);

- whether and to what .extent controlled group enterprises can be compelled to

comply with group-related obligations.
It is also necessary to ensure that :

- reoganization and winding-up procedures are adapted to the group situation,

that the supervisory authorities' powers of intervention are adjusted to the

group situation and that supervisory laws (bank supervisory legislation,

insurance company supervisory law, etc.) are interlinked within individual

Member States. A balance must be achieved between the interests of

depositors, policyholders, investor, etc. which requires that :

- supervisory legislation is harmonized and dovetailed at Community level;

- dinternational cooperation between the various national supervisory

authorities is arranged.
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Discussion panel, chaired by Prof. Schneider

Prof. Schneider

The first point that was touched on this morning, concerned the changes in the
partial or sub-sectoral markets by overlapping distribution of financial
services and secondly, as a result of the emergence of different forms of
financial conglomerates. It was only on some occasions that is was not just a
question of the bank securities houses and securities companies growing
together, but we must also concern ourselves with the fact that we do have new
market participants these days, banks, insurance companies as subsidiaries of
trading undertakings. In other words, they are subservient to someone else or
they are a company as part of a group. Thirdly, we are also concerning
ourselves with banks and insurance companies which are subsidiaries in a
conglomerate undertaking, such as British-American Tobacco, in other words a
very multifaceted conglomerate. This morning, the Chairman sketched out the
various jobs that we have to do here, we are dealing here with challenges to
our legal systems. There is the question of supervisory law following the
various sub-sectoral markets and we will have to consider which are the new
risks which arise. Just the question of where to draw the Line in determining
what sort of conglomerate we are talking about and what sort of new jobs have
to be done in terms of on-going supervision. What about managing crisis in
financial conglomerates, but that is something which, up to now, has more or
less been focused on the crisis in credit institutions. What is the position
of the various bodies in the financial conglomerates ? I must concede that I
was personally rather surprised to hear the stress that people were putting on
the problems which might arise from the multiplicity of supervisory
authorities. I could well imagine that we might wish to pick out some
questions that have arisen in the discussions which up to now have not been
dealt with sufficiently. There is the question of home country supervision and
host country supervision, may be we should take that one a little bit further,
I suggest that when we get to the next stage of our discussions we ought to
consider the question of multinational financial conglomerates. Up to now to a
very large extent the questions have only been raised in the national context,
but I think it is ‘important to remember that we do have multinational
financial conglomerates and very often the parent company is situated in the
United States or in Japan. Perhaps we ought to ask ourselves will this lead to

even further and more far reaching challenges; perhaps this is the wrong place
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to discuss this kind of problem. We will have to go into the question of
institutionalising international co-operation on supervision. I have simply
sketched out the subjects we want to discuss here, but the next thing I would
like to do is ask all of you whether there are any questions which you find
particularly urgent in connection with the matters which we discussed.

Name unknown (German speaker)

Mr. Jolivet was saying that in France financial conglomerates have become
increasingly more important and he said that this has given rise to problems.
I would be very grateful if he could tell me how exactly these financial
conglomerates he refers to are structured, how they are made up and maybe he
could just touch on a few more specific problems by way of illustration, so
that we can find out exactly where the problem Lies. We heard a Lot of theory
expressed this morning, but I think we need to look at a few practical

examples, so that we can determine exactly where the problems lie.

Mr. Jolivet

That is a Llittle bit of a complicated question, if it requires a particular
example to be quoted, but quite apart from the operations carried out by
financial conglomerates it seems to me that Belgium is an ideal centre for
financial conglomerates. A Lot of phenomena are appearing in many countries,
traditionally the financial companies, or what we call the "sociétés
financiéres™, have been involved in this kind of thing, that is to say holding
companies which hold industrial equity as a priority, but also banking and
insurance participations. When we were preparing our banking law in France, we
had to address the problems, and in fact what we did was to recognise that
there was a problem with the financial companies, in so far as the banking law
was involved and we required certain points of information to be provided, but
I think it is fair to say that the matter was not taken to the bitter end. In
insurance, I suppose you could say that things are similar. There has just
been a great deal of discussion in Paris recently about the Compagnie du Midi,
which is a financial holding and underneath it it has groups of insurance
companies and recently it is also an agency which has bought up insurance

broking companies and so on. These are all part of the lLandscape these days
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and I would say that they tend to be rather welcome. In so far as we are
talking about mainly financial operations, this is without too many
difficulties, because the systems I was describing this morning involves a
vertical supervision for each individual undertaking and that itself is in the
form of, or is associated with specialisation, so that it more or less works.
But it is quite clear that the problem of more across the board, horizontal
supervision, is becoming ever more necessary with a view to supervising
operations and protecting the consumer. These holdings tend to be
predominantly financial in nature, but if they worked a Llittle bit
differently, we would have to ask ourselves, Llooking at each individual
entity, what was happening at the top of the pyramid, in other words, who was
taking the decisions and how financial policy was pursued, what are they doing
about questions of solvency, all that would have to be examined. I must say
that at the moment we are doing the best we can with this financial vertical
system and we will have to think about doing things a little bit differently.

Name unknown (German speaker)

If I understand you correctly, this means that developments which arise in
other undertakings in the conglomerate have to be taken into account in
supervision, 1is that correct ? Secondly, can I ask you, are attempts being
made to quantify these developments, these phenomena, so as to try to develop
rules accordingly ?

Mr. Jolivet

For the moment we do not have any specific rules on this matter, we are simply
trying to observe what is happening to consider the problem. The need for
coverage and consolidation is important as well, the idea being that once you
have got a clear transparent situation, clear information provided, then
everyone benefits from that.
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Name unknown (German speaker)

Mr. Jolivet said, if I understood him correctly, that he felt that an exchange
of information between supervisory authorities, secrecy of banking operations
could be ruled out, if there was a question of tax secrecy involved. As far as
we are concerned in Germany, the two are certainly not Linked up, they may be
in France, I do not know.

Mr. Jolivet

I did not say that it was a problem that we could Lleave out of question or
exclude. I think Mr. Cooke raised an excellent question; we do have extreme
legal difficulties, because generally speaking, these matters are almost of
constitutional importance, and sometimes therefore very difficult. The main
problems in fact arise in connection with third countries in the context of
reciprocal action and in the insurance field, of course, we also have
difficulties. There are extremely serious problems of a formal nature, but
within the Community at large, there is an open dialogue going on, and I think
if we do want an increase in co-operation amongst supervisory authorities than
we really have got to come to grips with this problem of confidentiality,
which exists in the insurance field as well. For example, the confidentiality
for the various commissions which follow stock exchange operations; so I think
this is certainly one whole area which we must call attention to.

Mr. Zavvos

In some Member States banks hold participations, have got subsidiaries in the
insurance company, and they follow the practice that when a client goes to get
a Lloan from a bank, he is kindly advised that he should be insured with the
insurance companies that constitute subsidiaries of its group. Some of the
Member States have institutionalised this practice by means of law or other
circulars and the question is the following. The Commission has taken
decisions, condemning this practice, by virtue of competition laws and by
virtue of the Treaty right of establishment and supply of services, but the
dilemma is that in a period when the despecialisation, disintermediation and

all the synergies are a common phenomenon, banks and insurance companies
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should collaborate and co-operate to a great extent, so what should be the
position of supervisors for such a case ? From one side you have clear
infringement of competition law, but from the other side you have got the
phenomenon that these companies should co-operate amongst themselves and that

is the real situation in the Community.

Dr. Angerer

If banks give credit to a customer and require this credit to be covered by
insurance, that is a perfectly legitimate concern on the part of the bank. If
the bank requires this risk to be covered, to be insured by the subsidiary, I
think that is also legitimate. I do not see that that infringes competition
conditions in any way; they are legally two separate institutions, but the
customer is free to choose which bank and which conditions he is going to opt
for.

Prof. Schneider

We have got to look at the same question from the point of view of supervisory
law, but also from the point of view of contract law and from the point of
view of competition conditions. I am sure that Mr. Boye-Jacobsen will have a
position to adopt on that.

Mr. Boye-Jacobsen

I totally agree with Dr. Angerer. Before you can enter with a monopolies act
it must really be extraordinary grave, because of course, a group may impose
some conditions; otherwise you can go to another bank. My question concerns
group law, because the very first meeting I ever attended in Brussels was a
meeting to consult new Member States, in the epoch of Denmark, Norway, Ireland
and the U.K., because of the near standing proposal of the Commission to the
Council of the group law directive. The Commission said then it wanted to hear
the new Member States before presenting the draft Directive to the Council, I
think it was in March 1971. As we all know this important Directive has not
seen the light of the day since. I would not say that I would agree to every
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bit of what the Commission would propose to us, but nevertheless, I think that
many of us feel that we ought, at any rate, to know what the Commission thinks
before we can think. After so many years it is a fair demand to the Commission
that it tells us what it thinks on group law, because many things are so
dependent on it. The problem of home office control depends to some extend on
it. I have seen in the insurance law field the question being treated somewhat
Like a holy principle by the British or the Dutch, but what is the meaning of
it. Part of the meaning is hidden in group law which is as important as most
other matters. What does the Commission think about group law, because I think
it is so very important, because there is another question which we mentioned.
Multinational companies and some of them are really multinational, should be
dealt with by group lLaw. There are some multinationals which are just outside
the Community but that is a fact of Life. What are we to do about it ? We are
to do something with it, we have proposals before our Parliament for the
moment, from time to time people ask what do the Communities think.

Mr. Fitchew

I cannot tell you what the Commission, as an dinstitution, thinks on this
matter and perhaps Mr. Gleichmann, who is the author of the draft that you
consulted on at an earlier stage, will forgive me if I speak rather frankly
about it. We have said in the White Paper on the Internal Market that we were
going to put forward a proposal on group law during the course of 1988, before
the end of this year. 1 am not sure that we will do that at this stage,
because we are still considering how to proceed on this issue. I myself was
not entirely happy with the text of the proposal that was circulated at an
earlier stage, which presented companies, not just in the financial sectors,
but companies 1in the economy more generally, with two very constraining
choices, they could either opt for group status, which involved taking on
certain very strict obligations in return for which they would have the legal
right to manage their entreprises as a single group, the alternative was to
stay as they were, not opting for group form, but nevertheless to accept
fairly stringent reporting requirements, in relation to the operation of
subsidiaries. I was not convinced that that is in line with the current
climate of deregulation, making life simpler, so far as possible for the
company sector. I think it is unlikely that we will want to come forward with
the proposal in the form that it was circulated earlier on. What we are doing
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at the moment, because we are conscious that there is a problem here in the
diversity of practice in different Member States, is to have a survey
undertaken by outside contractors to bring up to date our information about
the way in which jurisprudence in different Member States on the group problem
has been developing. We want to decide where to go from there when we have the
result from that survey. I think that from the point of view of this
Conference, and from the point of view of work on financial conglomerates, it
is probably best to set the company law aspects of the treatment of groups on
one side and to concentrate on how to ensure transparency and cooperation
among the supervisors.

Mr. Biron

Are you restricting your information to the draft 9th Directive; are there not
other possible approaches ? Might we not consider that in some cases the 7th
Directive on Consolidated Accounts might deal with law on groupings in some
way ? What about relations between affiliated companies, at European and
international level, do they not constitute some sort of law on groupings.
Would that approach be not more fruitful than perhaps trying to go too far, be

too ambitious and try to solve everthing via the 9th Directive ?

Mr. Fitchew

In answer to your question about consolidation, that is an approach which we
are pursuing in the banking sector. At the last meeting of the Banking
Advisory Committee, we had a first discussion on the question of whether we
should not try to extend the approach set out in the Banking Consolidation
Directive, and to extend consolidated treatment. For example, to extend it to
cases where a banking group, in the sense of a group which contains banking in
it, but was headed by a non-bank, whether consolidation should not apply in
that case as well. We are in the process of setting up a working party to try
to deal with that and other questions which arise on the banking consolidation
directive. I think the question does arise whether we may not consider a
consolidated approach in the insurance sector as well, but at the moment we
are pursuing it primarily in the banking sector.
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Mr. Clarotti

Experience has shown, bit by bit, as we move to harmonising the different
aspects of banking regulation, that the main directive which has a certain
value, this concerns surveillance on a consolidated basis. This directive no
longer quite fits the bill when it comes to dealing with all the problems
relating to Community surveillance systems, solvency issues, delimitation of
major risks, etc. So in fact we are going to set up a working group to see how
it is going to be possible to extend the scope of consolidated supervision and
see how we can, if not eliminate at least, attenuate the differences which
have so far existed in the way in which the different authorities have
approached the question of supervision. Mr. Biron has said of course that the
group is very important, since we need to have a general solution; this may
not be possible in the short term, but at least we can make progress moving
towards specific goals. That is what we are trying to do, at least in the
banking sector.

Name unknown (French speaker)

I think there are provisions in directives which are now in the pipeline and
which are going to mean that we can advance very quickly. I am thinking in
particular of the Directive on stock transactions for companies which are
listed on the stock exchange; every time a given threshold is exceeded, public
declarations have to be made to the authorities, which supervise these stock
exchange activities. Then there is the Second Banking Directive, art. 9 in
particular, where supervisory authorities may identify the main shareholders,
we have that law in France too. The third text, which is really only at the
drawing-board stage, makes it possible to define initial misconduct. This is

the sort of provision which is going to help us to make rapid progress.

Mr. Fitchew

Mr. Padoa-Schioppa drew a distinction for the purposes of analysis between
market makers on the one hand and intermediaries who had a fiduciary
relationship with the clients, who were placing the client's money on the
other. He suggested that there should be different sets of rules and
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conceivably even different supervisors for market makers on the one hand and
for the second category of those in a fiduciary relationship with their
clients on the other. I would Llike to ask the panel two supplementary
questions arising out of that. The first is how far would they find that a
useful distinction 1in drawing up supervisory rules in their own area of
responsibility. The second question is : the concept of the market maker. Our
impression in the Commission is that the market maker 1in the pure
anglo-american sense of the term, does not exist in very many Member States,
maybe at most one or two. If one takes the area of stock exchanges, quite a
Lot of stock exchanges operate on an auction basis rather than through market
markers. I would like to ask the panel how far they feel that the same sets of
rules can be applied to stock exchanges, which on the one hand work through
the market maker system and on the other hand those stock exchanges which
operate on an auction basis in which there are no market makers involved,
where there may indeed be prohibitions on dealers in the market from having
net open position going beyond certain fairly restricted limits. What kind of
problems does that pose for us in our attempts to harmonise ? What are the
implications for home country control of people who are carrying out the
market making function, if there are these kinds of differences between
different markets ?

Sir Kenneth Berrill

There clearly is a difference between somebody who is operating on his own
account and somebody who 1is operating in a fiducary way for a client. One
finds in today's conglomerates that inside the conglomerate you have both
functions. If that is the situation you have to have very careful rules to see
that the two functions are not brought into conflict. I don't myself see a
very strong case for having two completely separate supervisors to carry out
these two functions. But when it comes to the question of the form of the
market, I think you have to look a Llittle wider than the various ways of
conducting a securities market. If you take a commodity market or financial
futures markets - zero sum markets -, virtually everybody there is acting on
his own account, not everybody but a lot of them; you will find the same
problem in many countries in the way in which the prices of unit trusts, for
example, are determined. That 1is to say the manager of the unit trust is

operating on his own account sometimes and you have a problem of the interest
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of the manager of the unit trust or mutual fund as against the owners of the
units. So my answer is yes, there is a great deal of the problem of the
conflict between the person dealing on his own account, how you define the
market maker is a separate issue, but once somebody is dealing to some extent
on his own book, on his own account, you then have the problem of the
relationship of that function, somewhere else in the conglomerate he is
probably acting as an agent in a fiduciary relationship to clients.

Prof. Schneider

Last year I have been most busy with English law and it came as a tremendous
surprise to me, to see that where there is a conflict between interests this
can come under insurance supervision rules, rather than contract law. The
mechanism of contract law would imply that where there is a given conflict of
interests then the contract in null and void. Where there is a conflict of
interest this can be solved by insurance supervision leading to prohibition,
criminal proceedings, etc. Would one therefore draw the conclusion that
contract law does not cover this area ?

Sir Kenneth Berrill

Prof. Gower is a commercial lawyer and I am certainly not a lawyer. I don't
know that our contract law is that clear, I would not wish to rely as my only
defence on the fact that I would have to go to the court and have the contract
rendered void. There are many ways every day in practice, in which if you do
not scrupulously obey the interest of your client, you can in fact
disadvantage your client in a way in which one would rely on having the
contract upset, but I would like Prof. Gower to respond.

Prof. Gower

When you say contract law, I think we English we would say there is a
principle, not exactly a contractual principle, but a principle of the law of
equity, which says that if you are acting as somebody's agent or trustee you
must not put yourself in a position in which your interests conflict, or may
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possibly conflict, with his. The trouble is that although that is the law, the
whole of the securities industry has been disregarding this principle for
years and nobody, or very rarely, have they been taken to court about it. This
is the problem that in our country, providing a civil remedy to small
individuals as opposed to very wealthy corporations, particularly if they are
American and therefore Llike Llitigation, is completely useless, because
although there may be a remedy : a) they do not know they have got it and b)
if they are told they have got it they have not got the money to bring an
action in the court. The answer is certainly the fact that there may be a
civil remedy under existing law, 1is not a sufficient protection a) because
people do not realise that this is the law and b) because, when it is drawn to
their attention, they probably disregard it in a way and c¢) because most
people cannot afford, in our country, to bring an action to enforce it.
Therefore, we have taken the view that one has got to have clearer specific
rules laid down as a matter of professional duty and that is what the
Securities and Investment Board is trying to do and here, as Sir Kenneth has
said, it has drawn a distinction between those people who are acting purely as
agents for others and those who are acting on their own account as market
makers, but has provided rules which extend to some extent the fiduciary
principle even to people when they are acting on their own behalf. It goes
half way towards that, on the basis that if people are acting sometimes as
agents and sometimes as principals, then they really cannot get away with that
without fully disclosing and getting consent once they have started to act as
agents.

Or. Lanciotti

I can always try to place an authentic interpretation on the distinction which
was drawn this morning. I do not think that the speaker was thinking of the
technical implications which Mr. Fitchew mentioned in the second question. I
think that the difference is more one of approach; by this I mean where you
have placing power and delegation the problems which arise are very similar to
those of a banking agent. Dr. Padoa-Schioppa has concluded that the type of
supervision which is appropriate to this form of agency work is very similar
to those appropriate for a banking agent, comprising not only the basic laws
which apply to all operators on the market, rules of conduct, solvency
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requirements, and so on, and in addition to this a form of supervision
involving to a great extent an assessment of the assets of the agent, as is

done in the case of the banks.

Prof. Schneider

Perhaps we can turn our attention to these individual matters, that is to say
the relationship between the host country and the country of origin and also
the significance of the multinational dimension, particularly where the head
authority is in a non-European country.

Sir Kenneth Berrill

I think I start from having to remember what are the realities of the markets
in which we operate in the UK and which I suspect will become increasingly
true of other European markets. The first reality is that most of the retail
market is dominated by domestic firms. I know that that will change, but I
think it will change only slowly. There are not many foreign European, or any
part of the world, conglomerates which are effectively, as it were, operating
in retail markets. That is being a Llittle bit eroded in that some of our
securities houses have been purchased by EEC banks - that will make a small
hole, but nearly all our Life-insurance and unit trusts are domestic. When you
turn to the wholesale markets, the very reverse is true. They are only to a
minority extent the province of UK firms. That is to say more than half will
be in the hands of overseas conglomerates, including banks. That is true if
you go down through the different sizes of markets from foreign exchange,
Eurobonds, through swaps securities and commodity futures markets. Most of
those international conglomerates, which play such a big part in the wholesale
markets, are not EEC companies, or conglomerates. So you have the inter-EEC
problem, but superimposed on that, you have an almost Llarger cross-border
supervision conglomerate accounting and relations with overseas supervisors
type of problem. I think we should bear that in mind and it will be surprising
to me if 1992 made a great deal of difference to that, for a while anyway. We
have to recognise that the cross-border services in wholesale markets tend to
be extremely international. When you come to the question of which kind of

issues should be looked after according to the rules of the home country and
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which according to the host country, I have said that I think that all the
capital adequacy rules are best looked after on the basis of the home country.
The more you move into business, conduct of business systems, the more
difficult it is to imagine more than one set of conduct of business rules in
one market. First of all at the most elementary level, you can only have on
set of rules inside a given market, they have to be the local rules and
everybody wishing to do business on those markets has to operate locally and
that would go down all through the way in which they are market makers,
agents, bookkeeping systems, etc. When it comes to the firms dealing with each
other on a local basis, company to company, they must be clear what the
relationships are and they must be the local rules. I cannot imagine trying to
run a market on any other basis. When you come to the question of dealing with
the public, then things are not so clear-cut. One of the most sensitive issues
is any kind of a compensation scheme, that it to say when ordinary members of
the public do business with a firm which is active in the local market, what
can they assume if the firms goes bankrupt. If there is a situation in which
it is highly uncertain, where it depends on which is the home EC country and
one gets 100 %, one gets nothing, etcetera there will be problems. It will be
alright in theory, but the first time there is a real crash there will be
political difficulties in explaining just why this is so. When it comes to the
keeping of the clients' money separate and whether he is entitled to interest
on it, that is the heart of the matter, because there is a lot of money at
stake on whether there is interest on your balances. If I have a positive
balance and you have a negative balance, can the firm take my money and
finance you with it without my permission ? One can go through a lot of these.
When we get to the problems which were being discussed just a moment ago about
contract law and agency law, the extent to which, if somebody is acting as
your agent he really must act entirely in your interests, but what happens if
he breaks it ? What are the disciplinary powers ? If you have very weak
disciplinary powers 1in one country and quite strong ones in another, the
extreme case being where if you break the rules the contract is not valid, you
can see that I am doubtful about how the system will work if there are inside
your own market, as it were, many variations, basically in the terms and
defenses under which the general public or even professionals deal with people
in the market place,'depending on which country is their home EEC country.
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Mr. Jolivet

I certainly would not wish to add anything to what Sir Kenneth has said. Two
types of supervision, one on top of the other, might solve a number of
problems. For example, first of all supervising in the country of origin
checks on operators in a vertical axis and the main objective here is the
proof of solvency. On the other hand, 1in the host country you would have a
horizontal supervision of operations, as opposed to operators. The supervision
of operations, where this takes place, is geared above all to consumer
protection, or the protection of the saver, which means that you can solve a
great many problems where you do not necessarily have very high solvency
protection, for example, advice on investment, the problem of the
distribution, etc. We started to talk about that this morning; if you combine
those two systems, you have quite a good structure to deal with conglomerates.
I should be interested to know what people think about this.

Dr. Lanciotti

I would just Llike to say a word about something which was implicit in what Dr.
Padoa-Schioppa said this morning. This is also influenced by a comment made
this morning by Sir Kenneth Berrill on the problem of the diversity of
operators existing in the UK, for example. Here I am bearing in mind a country
which is still working on its legislation in the field of share activities.
When you set up regulation in our countries, what you want to do is organise
the market and supervise operators in the field, so one should aim to simplify
the powers that are used, this will be of a great advantage in international
relations which have to be dealt with over and above controls within the
country of origin. That I think is very important to bear in mind, controls in
the country of origin would not be enough to guarantee a competent
international supervision, there would have to be a number of understandings
and international co-operation of an institutionalised form, such co-operation
will be much more simple and much more efficient if our own domestic
regulations are simple.
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Mr. Muller
Just one remark, on the interplay between home and host country supervision.

We all agree the Basle line that the parent supervisor should in capital
adequacy measures be playing first fiddle. The Belgian Banking Commission and
the Nederlandsche Bank are on the eve of a very interesting exercise where we
no longer know, with the Société Générale and Amrobank who is the home country
supervisor - and we don't want to know, we are both ! They are both equal and

both responsible.

Mr. Boye-Jacobsen

wWhat do third countries think of this problem ? I was invited to the Swedish
Institute of Insurance and they said this : it is very simple, we have now the
Swiss agreement on insurance, and all others will have the same kind of
agreement. This is what they think, but we know it will be discreetly buried.
The third countries think that they will get an agreement with us.

Prof. Schneider

Mr. Boye-Jacobsen has just been calling on us to examine exactly where is the
right place to think about and discuss the question of financial
conglomerates. That is a question which I raised myself earlier and when I do
it again it is in a rather hesitant way. I think we have all noted that in
practice developments are taking place at a different rate and in a different
way. First of all, we must consider the question of overlapping distribution,
but we must also remember that groups and conglomerates are now emerging which
involve banks, insurance companies and securities houses on the one hand
acting together, and on the other hand banks, insurance companies and
securities houses which have become parts of a larger conglomerate. Thirdly we
have noted that these groups and groupings have certain multinationat
features, we have seen them in the area of multinationals but it it fair to
note that this tendency is on the increase. We then also considered what
challenges are posed, in terms of supervisory law and we considered the
possibility of solving these problems in terms of contract taw. I think my
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judgment of the situation would be rather different, at least with respect to
the Federal Republic of Germany and I think there we have had excellent
results in considering a solution by contract law and I put this in the form
of a question. Are we not perhaps running the risk of pushing supervisory law
too far, of extending it too much. In that way, we would be depriving those
immediately concerned of the opportunity to Look after their own interests. It
emerged very clearly this morning that supervisory law pursues different
objectives, 1in other words banking supervisory law was pursuing objectives
which are different from those of insurance supervisory Llaw and that is
different from the objectives of the supervisors of the capital markets.
However, since different undertakings will be coming together in financial
conglomerates, we are going to have to consider the question of whether this
will give rise to new risks and how can this on-going supervision be
coordinated and institutionalised. How can co-operation amongst supervisory
authorities, which works very well in the field of banks, once we are looking
at this on an international plane, how is it going to work at that level ? We
then attempted to pin-point the main areas of difficulty, there are certain
individual Member States which do not see the problem of financial
conglomerates as a legal problem, as a new challenge, and there are other
Member States which are discussing the problem already in the field of the
formation of financial conglomerates, they are considering what conditions
should apply to the acquisition and the question to what extent banks may be
taken over by non-banks, insurance companies or the subsidiaries thereof. I
feel that that is very much a question of importance in Italy whereas in other
Member States, which have different historical backgrounds, that is not so
much of a problem. How can we make sure that we get the right information on
the structure of these conglomerates, let us not forget that for the moment we
do not know which undertakings belong to the conglomerate Banco-Ambrosiano. It
is purely a question of information on the structure of the groupings. Have we
had the necessary obligation to notify in the past, the information on the
structure of groupings ? How are we going to organise on-going supervision of
financial conglomerates ? And that in turn gives rise to the question : is it
possible to single out certain component parts of the financial conglomerate
and examine them individually or is that an absurd thing to do ? Do we have to
view the conglomerate as an economic entity, although at the same time we

would have to take account of developments in other parts of the conglomerate.
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In our individual banking supervisory laws, and in our insurance supervisory
laws, we have rules and regulations designed to manage crisis, but so far we
do not have anything to cope with crises throughout conglomerates, even the
deposit guarantee systems refer only to individual companies. To what extent
can we see these deposit guarantee systems as appropriate to the conglomerate
as a whole. Finally, there is the question of co-operation amongst the various
supervisory authorities. To what extent the need for secrecy can be reconciled
with the need for information. At national Llevel within the banking
supervisory authority, but also at international level where perhaps the
Belgian supervisory authorities need to know was has happened in the past in
an insurance company 1in Belgium and they need to inform say banking
supervisory authorities in Denmark. Is that the essence, or must we remember
that there is also the need for secrecy ? The question of notification arises
as well, these question have all been raised and in subsequent statements I
think we will have to take them rather further.
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PART 2: QUESTIONS RELATING TO THE SUPERVISION OF CONGLOMERATES

Capital adequacy and consolidated supervision;
despecialisation and autonomy in different market segments;

conflicts of interest, intra-group transactions, etc.
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PROF. H. BIRON

PRUDENTIAL SUPERVISION AND FINANCIAL CONGLOMERATES

The purpose of this report is to examine the problems raised for prudential
supervision by the formation and operation of financial conglomerates. It

goes without saying that the views expressed will be of a personal nature.

INTRODUCTION

The concept of "financial conglomerate” is not a straightforward one. Before
attempting a definition, I should like to place it alongside a similar
concept, 1i.e. that of the banking group. The last few decades have seen a
multiplication, diversification and increasing sophistication of traditional
banking activities. Several developments have played a key role in this. :
the internationalisation of banking activity and the globalisation of
financial markets, the rapid growth in the volume of transactions between the
banks themselves and technological changes.

The result has been the emergence of banking groups which intervene
worldwide, raise and reinvest funds in their own currency and in the major
international currencies, operate permanently on exchange markets, buy and
sell various types of commercial paper and securities and hold them on their
own account, take considerable geographical risks and continually invent new
financial techniques. In addition, these groups are closely Linked to each
other through the interbank markets and the extent to which they transfer
funds between themselves.

How should we evaluate the phenomenon of conglomerates alongside banking
groups as such ? What distinctive characteristics do they offer which justify
our discussing them at this symposium ? I see two such characteristics. The
first is that conglomerates operate beyond the traditional functions of
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banking activity. The second is that the companies making up a conglomerate
may fall under the supervision of either banking or non-banking authorities,
and that some of them may escape any form of supervision.

However, the distinction between banking groups and financial conglomerates
must be seen as subtle. The growth of banking activity and the rise of
conglomerates correspond to the same economic Llogic. The spontaneous
development of banking operations 1is transgressing the boundaries drawn by
law or the supervisory authorities between banking and non-banking
activities, 1in the same way as it is dignoring national frontiers. The
problems raised by conglomerates are, therefore, very similar to those raised
by banking groups and have the same origins, 1i.e. the cohabitation of
companies subject to different Llaws and supervisory authorities or even
escaping any form of supervision, the need to reconcile group synergism with
the autonomy of its constituent parts, and the risk of problems in one part
of the group spreading to the others.

The traditional boundaries of banking activity are unclear and a wide variety
of definitions exist. The authors of the Second Banking Directive drew up a
list of "business which is integral to banking and shall be included within
the scope of mutual recognition". This Llist covers business involving
securities and excludes insurance. This leads the banking supervisor to
conclude that the problem raised by financial conglomerates, as entities
distinct from banking groups as such, is first and foremost the cohabitation
of banks and insurance companies.

Any study of financial conglomerates comes up against an initial problem for
which no completely satisfactory solution can be found. There is no precise
definition of the term "conglomerate", and in practice it is used to mean a
wide variety of structures. For the purposes of this report, and from the
point of view of prudential supervision, we can distinguish four types of
conglomerates. We will make the following two distinctions :

(a) Between integrated conglomerates having a central management which
determines strategy and general objectives and conglomerates in which
looser Links exist between the constituent companies;
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(b) Between conglomerates which Llimit their activities to the financial
sector and those which go beyond that sector.

our four types of conglomerate are therefore :

Integrated mixed conglomerates;

Non-integrated mixed conglomerates;

Integrated financial conglomerates, and

Non-integrated financial conglomerates.

It goes without saying that the situation is much more complex in reality and
that, in practice, it is often difficult to be consistent 1in placing
conglomerates into one or other of these categories. It is also clear that we
will disregard conglomerates not involved in any financial activities and

which are probably in the majority.

Principles of action for prudential supervision

1. Banking (1), Like insurance, plays a central role in the economy.

Consequently, it is subject to prudential supervision and a detailed set
of rules. The constraints which result must, as far as possible, be
flexible and adapted to changes within companies and on markets. They do,
however, correspond to real life. A significant deregulation of banking
activities is not possible, particularly in the difficult circumstances
which we face. Banking stability is a matter of public concern and must
be protected.

(1) This term refers here to all credit institutions, without making any
distinction between banks in the strict sense, savings banks and public
credit institutions.
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This being said, banking supervisors must remain as close as possible to
economic reality. Their action must be flexible and pragmatic. The
diversification of banking activity and the formation of financial
conglomerates are irreversible phenomena which reflect the normal growth
of companies operating in the market economy. The same phenomenon can be
seen in all other sectors of economic and social activity. Any
out-of-hand situations and excesses must be prevented, but no attempt
should be made to halt the development, which would in any case be
impossible. Flexibility also demands that certain types of the
conglomerates referred to above be dealt with according to their own
characteristics.

A. Mixed conglomerates

The impermeability of the boundary between financial and other economic
activities should, in our opinion, be maintained. This is obvious in the
case of integrated conglomerates managed by a single body responsible for
all activities and in which the principal company usually holds all the
subsidiaries' capital. A bank should not form part of an integrated group
in which certain components carry on non-financial activities. It should
be neither the parent company nor one of its subsidiaries or
sub-subsidiaries. If such a situation nevertheless arises, the bank
should be withdrawn from the group.

The approach may be more flexible 1in the case of a non-integrated
conglomerate. It is difficult to imagine how a bank could be at the head
of such a group and assume responsibility for it, but it could form part
of it if a number of precautions were taken. The requirements which must
be formulated by the supervisory authority will relate in particular to

the following aspects (1).

D

It goes without saying that the supervisory authorities will have to
treat each case on its merits. It is difficult in this field to issue
general rules applicable to all cases.
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- The shareholding structure

Banks (and insurance companies) should continue to have direct access to
sources of risk finance outside the conglomerate. Therefore, the latter
should not be the bank's sole shareholder. The bank must be free to
determine its own financial strategy, reserve policy for strengthening
its solvency and profit distribution policy for maintaining access to the
market. Structures should be avoided in which a bank might be prevented
from increasing its capital by calling on the market or placing its
profits in reserve owing to developments in other units making up the

conglomerate.

- The composition of the board of directors must reflect this situation.

Representatives of the conglomerate must not be in the majority.

-~ Management must be made up of full-time officials offering the required

independence.

=In its relations with the economic and social environment, the bank must
appear to be an autonomous unit; it cannot present itself as the
group's bank and it is preferable that it should not carry the group's
name; in terms of accounting law, the links between the bank and the
other members of the conglomerate should correspond to the relations
which exist between companies linked by participating interest rather
than those between combined companies; the bank should remain at arm's
length from the other members of the conglomerate, and relations
between them should be closely examined by the supervisory body and the
auditor, and be made accordingly; the supervisory authority must
interveneimmediately if there is the least sign of confusion (1). The
conclusion of "protocols" on the Belgian model between the supervisory
body, the bank and its main shareholders might be a useful instrument
for this purpose.

(&P

Cf. Section 23B of the Federal Reserve Act which "prohibits any bank or
non-bank affiliate from taking any action (including advertising) that
would suggest the bank 1is responsible for any obligation of the
affiliate".
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B. Financial conglomerates

In arriving at conglomerates of a purely financial nature, we are getting to
the core of the problem. Examination of the problems raised will therefore
require a more detailed analysis.

(a) Financial conglomerates are, in principle, admissible.

(b) The existence of such conglomerates raises a number of difficulties.
These are very much akin to those raised by banking groups proper, and
the solutions which may be envisaged are similar.

(c) However difficult it 1is to define the terms "bank" or "banking
activities"”, it 1is all the more so to pinpoint the meaning of
"financial activity". Conglomerates may comprise local or foreign
banks, savings banks, specialised companies carrying on activities
likely to be carried on by banks themselves, companies whose
activities are based on trading in securities, 1insurance companies,
property companies and service companies. It 1is difficult, if not
impossible, to set out general rules applicable to such a mixed bag.
One has no choice but to make further distinctions.

- The cohabitation of banks, savings banks, other credit institutions
and specialised companies carrying on activities which might be
carried on by the credit institutions themselves is the Leat of our
problems.

- Trading in securities, 1in all its various forms (underwriting and
investment, dealing, purchase and sale on behalf of third parties
and on own account is part, in our opinion, of traditional banking
activities. As stated, it will appear in the list of "business which
is integral to banking" to be drawn up by the Commission. It is
therefore admissible, provided two conditions are met. The
supervisory authority must try to limit the risks Llikely to arise
from such éctivity, as it does in the fields of credit, exchange
rates and interest rates.
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It does not seem appropriate that banks should, de jure or de facto,
be the dominant partners of non-financial companies. The mixed bank
is admissible only if the bank limits its participating interests in
the financial sector and, moreover, restricts its holdings to

investment shares.

- Insurance activities pose a particular problem. The affinities
between banking and insurance are obvious, particularly at the level
of mobilizing savings and offering guarantees. Nevertheless, they
are different activities governed by different laws and subject to
different supervisory bodies. Cohabitation between banks and
insurance companies is admissible but it must be carefully
controlled and be subject to detailed agreements between the

respective supervisory authorities.

B.. Non-Integrated financial conglomerates

The distinction between integrated conglomerates also applies to groups of
a purely financial nature. Both forms are admissible. One might at first
sight, think that supervisors would prefer non-integrated conglomerates
since these make it easier to keep banks and insurance companies apart.
However, this does not seem to be the case. The integrated group is a more
simple structure enabling the responsibilities and risks to be more easliy
identified and any necessary corrections to be made. The non-integrated
conglomerate has the merit of flexibility. The link which exists between
its various parts is ambiguous, however, and it is liable to be dealt with
differently depending on the circumstances. The risk of contagion is more
difficult to pinpoint, and the management and control of the group is hard
to fathom. Consequently, the precautions referred to above for
non-integrated mixed conglomerates also apply here (cf. pp. 6-8).

22' Ingggrated financial cong}omerates

In order to be admissible, the integrated financial conglomerate must meet
a set of conditions.
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(a) It must be subject to a consolidated supervision of its entire
structure. It would be unacceptable for one of its components to
escape supervision. It would be even more so for the principal company
not be to subject to appropriate supervision. If the company at the
head of the group is a bank or insurance company, the banking or
insurance supervisory authority, whichever is appropriate, will be
responsible for supervision. If this is not the case, the principal
company must somehow be placed under supervision, either by
appropriate legislation or by the conclusion of a gentleman's
agreement. If this does not happen, the structure must be revised in

such a way as to become acceptable to the supervisory authorities.

(b) when banks and insurance companies are part of the same group,
procedures for the cooperation necessary between the respective
supervisory authorities should be established. Concentrating supervion
within one body would have obvious advantages. In practice, it does
not seem likely to be possible for the time being. If such a single
body is not created, however, cooperation must be organised between
existing institutions. 1In particular, the approach of the two bodies
should be based on a number of common principles, which is not at
present always the case.

It will not be easy to set up such cooperation because the two types
of bodies have very different historical backgrounds. It will be even
more difficult if the bodies are situated in different countries. The
European Commission might play a useful role in this field by trying
to develop principles for cooperation. To be effective, however, this
presupposes a minimum harmonisation of laws and regulations applicable
in the two sectors. To take just one example, the solvency of a bank
and an insurance company are supervised according to different
methods. How should bank ratios and solvency margins be integrated
into a consolidated approach ? Should they simply be added together ?
Should they gradually be reprocessed, but if so how ? The problem is
not insoluble, but the solution will not be easy to find. I fear that,
at present, dialogue between the various banking authorities is easier
than it is between a2 banking authority and the insurance supervisory

authority in the same country. Until such harmonisation is achieved,
pragmatic solutions will have to be adopted and emphasis placed on the

autonomy of the constituent parts of the group and the respective
responsibilities of the existing supervisory bodies.
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This pragmatic approach might involve the following aspects :

representatives of the two bodies should meet at regular intervals

and be able to exchange information without adhering to
professional secrecy;

auditing should be carried out by the same auditors;

= the principle of "home country control"” could be applied in
relations between the banking and insurance supervisory bodies.
Depending on whether the principal company is a bank or an
insurance company, responsibility for consolidated supervision

would fall either to the banking supervisor or to the insurance
supervisory body;

the situation of conglomerates comprising banks and insurance

companies should be examined jointly by representatives of both
bodies at regular intervals.

The difficulties of integrated supervision

The consolidated supervision of a conglomerate raises two closely Llinked
questions :

- what degree of integration is admissible ?

- to what ‘extent does consolidated supervision dispense with supervision by
the various individual bodies which exist, and, in particular, to what
extent must it be ensured at both consolidated and non-consolidated Llevel
that legal statutory obligations are complied with.

These two questions are clearly not new. They also arise with banking groups
made up of several banks or credit institutions, whether or not situated in

the same country.

Here we are faced with a basic problem of company law and group law. The
diversification of assets and liabilities resulting from the creation of
different legal entities, is subject to compliance with a number of rules of
substance and form. Where the interested parties (shareholders, creditors,
staff members, public authorities) are the same in the various companies of
the group, it is enough to observe the rules laid down by commercial law. The

situation is made more complicated as soon as this identity of interest is no
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longer shared. The central management of the group will have to take account
not only of the interest of the group and the principal company but also the

interests of the various parts associated at the level of subsidiaries.

Banking groups and financial conglomerates will more often than not have
considerable interests at the Level of subsidiaries. In particular, and this
must be a prime consideration for bank and insurance company supervisors, the
various banks and dinsurance companies have, by definition, separate
creditors. However, it is precisely these creditors which the supervisors are
supposed to protect on the basis of precise legal and statutory constraints.
Some of these creditors enjoy legal privileges. The banking supervisor cannot
allow a bank to be drained of all substance or jeopardized for the benefit of

other banks or insurance companies.

This does not mean the negation of a group policy, which would in any case be
meaningless. The conglomerate or group will be able to be managed as a unit.
A group policy is usually beneficial for all parties concerned. The
profitability and solvency of the constituent parts depends on the financial
equilibrium of the whole. If one of the companies within the group is in
trouble, it is normal and necessary for the other companies of the group to
come to its rescue. However, the group's managers will have to take account
of the various interests at play and ensure that the flow of transactions
between the constituent parts is balanced with regard to each of them. The
role of supervisors (including auditors) will be to ensure that this is done
properly. Several consequences ensue.

The first 1is that the integration of the group should never result in
confusion of assets, liabilities and results. The personalisation of assets
and liabilities and the resultant Llimitation of responsibility presupposes
observance of the ground rules. Detailed procedures will have to be devised
to determine the rights and obligations of the various parties concerned, the
status of transactions carried out within the group and the method of
identifying to which of the various entities assets, liabilities, profits and
Losses are attributable. Clarity, publicity and accuracy are major

requirements in this area.

The second consequence is that certain basic rules of good management,
relating to the activity of a bank or insurance company, will have to be
observed at both consolidated and non-consolidated level. In particular, each
bank and each insurance company will have to maintain, at its own level, an

adequate degree of profitability and solvency. This requirement can only be
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dispensed with in the case of entities without minority holdings or where
precise, unquestionable and published rutes exist setting up complete Llegal
solidarity between the various companies. Moreover, it will be necessary in
each case to examine whether these rules are compatible with the legal status

of the companies concerned.

The economic and functional approach, on the one hand, and the Llegal
approach, on the other, Llead at this level to different conclusions. The
economic reality is that groups and conglomerates do exist. Examining the
financial situation of the various individual companies has only Ulimited
significance. In many cases, companies can develop only under the shelter and
protection of groups. The transfers which occur within the group, even if
they are open to criticism from the point of view of one of the group's
companies may still prove beneficial for the group as a whole. Effective
managerial responsibilities are defined at group level. It may therefore seem
unnecessary and annoying to subject the group and its constituent companies
to two superimposed levels of supervision, i.e. the first at consolidated and
the second at company level.

The legal reality is different however. In the majority of countries (with
the exception of Germany), the law does not recognise groups as such.
Attempts to issue a 9th Directive on groups of companies have not yet come to
fruition. Our Llaw makes provision solely for companies having a distinct
legal personality. Supervisors must take account of this legal fact of Life.
As is often the case already, they will have to tread the difficult path
between aécepting the state of affairs (i.e. the existence of groups and
conglomerates) and recognizing the Llegal structures (i.e. various Legal

persons) which exist, and this will never be an ideal situation.

The various types of transactions involving securities call for fewer
observations. Such transactions may be carried out by the banks themselves.
If they are carried out through the intermediary of subsidiaries, these must

be subject to the same supervision as the parent company itself.

A particular problem might arise if the company specialising in the trading
of securities 1is situated upstream of the bank and constitutes the principal
company of the group. If the said company is itself subject to prudential
control similar to that applicable to banks, the overall structure should
receive the same treatment as advocated for groups of banks and insurance
companies. If this does not happen, the banking supervisor must either extend

his supervision upstream or see to it that the structure is modified.
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fFinancial conglomerates do not necessarily limit their activities to banking,
insurance and trading in securities. Without wishing to mention all the
possibilities, we should like to indicate three developments at the frontier

of financial activities.

(a) Transactions involving immovable assets. These extend from the management
of housing stock and the financing of projects to buying and selling on
own account and property development projects. They form a particularly
important part of the business of insurance companies. It is not obvious
that immovable assets should be treated differently to financial assets,
and the boundary between them is not always impermeable. We do however
believe that activities of this nature should continue to be Llimited in

integrated conglomerates comprising a bank.

(b) Transactions involving raw materials for own account or on behalf of
others. We feel that transactions on own account and statements (except
on gold ?) should be prohibited.

(c) The exploitation, in various forms, of the experience accumulated by
banks in the fields of telecommunications and information technology. The
latter field is Llikely to be the one in which the most spectacular
developments can be expected in the long term.

Transactions involving securities also come under the supervision of the
stock exchange authorities or public bodies which, based on the model of the
SEC, the COB or the Commission Bancaire Belge, are responsible for
supervising public dissue of securities and the quality of financial
information. More often than not, the scope and procedures of the supervision
offered by such institutions are different to those of prudential
supervision. Close cooperation should however be set up between banking
authorities and those authorities responsible for policing financial markets.
In particular, it should be possible to exchange operations and information
without restrictions. Several considerations favour such cooperation : the
growing role of banks on financial markets, the fact that the boundaries
between credit institutions and the financial assets they create, on the one
hand, and the said markets, on the other, are becoming increasingly unclear,
and the concern to avoid certain types of activity being subject to two
superimposed forms of prudential supervision. This latter question is linked
to the coordination necessary at international Llevel between the various
authorities responsible for supervising financial markets, a problem which is
being studied at present by several bodies. The Commission might usefully

make recommendations in this area to.
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The diversification of banking activities and the formation of financial
conglomerates are irreversible phenomena. Supervisors must allow this
development and find a suitable framework for it. The impermeability of
the boundary between financial and non-financial activities must be
maintained.

The problems raised by financial conglomerates are comparable to those
raised by banking groups (or groups of insurance companies) and they
require the same types of solutions.

Activities involving securities form part of the traditional functions of
banks. A close cooperation should be set up between the stock market
authorities, the financial markets supervisory authorities and the banking
and insurance supervisory bodies.

The main problem raised by the cohabitation of banks and dinsurance
companies within conglomerates is related to the existence of different
laws, regulations and supervisory organisations. Harmonisation and
approximation seem indispensible in the field. In contrast, neither the
nature of their activities nor the risks they assume are fundamentally
incompatible. Consolidated supervision is vital and seems, 1in principle,
to be feasible.

An integrated management of banking groups and financial conglomerates
does not give rise to any major objections from a technical point of view.
In as far as the various companies which make up the group have different
shareholders or creditors, and in view of the existence of contrasting
laws on the protection of depositors and insured persons, these companies
must enjoy a sufficient degree of autonomy.

The extraordinary development of financial activities and markets seen in
recent years is a source of both wonder and aprehension. It therefore
seems that the central banks should be involved in the proposed alignment
between the supervisory authorities. The massive scale and complexity of

financial flows makes it vital for us to be prepared for any crisis
scenarios. We must hope that such scenarios never occur. If they do,

however, only the central banks will be able to dintervene with the
required effectiveness.



- 106 -

Discussions after Prof. Biron's speech

Mr. Halpin

pDid Prof. Biron say that in the case of a mixed conglomerate, it will be
conceivable that the overall conglomerate could be in difficulty, but the
bank, which will be a small part of it, will be perceived as not being in
difficulty ?

Prof. Biron

In a conglomerate, which was subjected to one central direction, it would not
be conceivable and it would not be a good construction that a bank would be an
integral part of such a conglomerate. But in a conglomerate which is rather
loose it might be conceivable that a bank, 1if it is subjected to the proper
precautions, could be insulated from the good and the bad fortunes of the
conglomerate.

Speaker unknown (French speaking)

I do not think anybody ever thought that it will be possible to harmonise
something for the banks and the insurance companies. As we said this morning,
it would however, be of great interest if contacts could be established
between the supervisory authorities, in order to inform themselves about these
coefficients or margins, which in any case act as alarm bells in the case of a
conglomerate involving banks and insurance. It should make perfect sense for
such contacts to be established and for these coeficients or margins to avoid
contamination where there is bankrupty or the risk of collapse, either in the
bank or in insurance companies. It has been well understood that nobody has
been thinking of changing the methods which have been set up to deal with
solvency, nobody wants to place this on the altar of harmonisation. It is
impossible, nobody would think of doing that. One can always use the same
methods just as long as there is a Llink between the different supervisory
authorities. What do you do when you turn up at a savings bank, or an
insurance company, which has a banking subsidiary, how are you going to
estimate a consolidated solvency, that is the real difficulty. I do not know
how to solve that problem. We have cases of this, you have several insurance

companies with subsidiaries which are savings banks and what do you do then ?
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PROF. DR. AUGUST ANGERER

PROBLEMS RELATING TO THE SUPERVISION OF INSURANCE COMPANIES FORMING PART OF
FINANCIAL CONGLOMERATES

Introduction : Financial conglomerates are defined as the grouping together
under common management of companies or parts of companies which supply
different financial services. Insurance business supervision is involved where

the financial services include insurance products.

This paper discusses from a German viewpoint :

the conditions under which insurance services may be supplied;

the role which insurance companies belonging to a financial conglomerate may
play;
the requirements which must be Laid down by the authorities responsible for

supervising insurance companies; and

the extent to which action on regulatory measures is needed.

I. The pursuit of insurance business

1. The pursuit of insurance business is reserved for insurance companies. ALl
Community Member States make the taking up of the business of direct
insurance subject to official authorization (1). Companies not duly
authorized are therefore not entitled to engage in insurance business of

any kind.

wWhile the concept of insurance business is not defined for Communit
purposes, the annexe to the Directive coordinating the legislation relatin

to Life and non-life insurance lists the various classes of insurance, s
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that some guidance is available. Those in the industry would probably
agree that insurance involves in essence the systematic underwriting of

risks for payment.

In addition to the underwriting of risks, insurance business involves the
investment of those parts of premiums which are necessary to cover the
later payment of claims and also the investment of own resources. Insurance
companies therefore invest capital. They operate in a similar manner to
banks without becoming banks. For example, they grant mortgages and loans
to firms in all areas of the economy, and in particular to banks. They
invest capital in securities - shares, bonds and fund units -~ and dispose

of them again. They acquire holdings.

Insurance companies are permitted to engage in investment activities only
to the extent that such activities stem from their insuranc