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Abstract

Groups of companies that are engaged in finansevices raise specific
issues, especially in terms of supervisibraditionally supervision is based on
different types of activities: banking insurance, investmsenvices. The
borderlines between these activities are increasingly blurred, vshitervision
IS not integrated. Recently, some major finan@atvices grouphave been
formed, spanning numerous jurisdictions, and engaging a wide range of
financial activities, oftenreferred to asBank-Insurance groups. The future
European directive on “financial conglomerates” will introduce more adequate
mechanisms for the supervision of these groups on an aggregate basis.
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Eddy Wymeersch
Professor at Ghent University

Company groups in the face of prudential supervision

1. General aspects of group law and financial services groups

1. Company groupsare complexrganisations presenting a greatiety of structural
features.

Often groups stand fdhe legalform in which substantially one single enterprise is
being run,structuredover aseries of domestic but more significantly foreign subsidiaries. In
this case the firm’s business is usually an integrated industrial activity.

Other groupsare more heterogeneous, including a mordess diversified range of
businessesithese were called “conglomerates” inthe 1970s when several of these
conglomeratesvereassembled as the result of the mengave ofthat era. Today, many of
these conglomerates have disappeared, the remaining entities concentrating omvoreoi@r
activities. However new types of “conglomerates” are emerging, engaginghol@range of
activities related to the financial servidassinessThese arealled“financial conglomerates”
according to groposeddirectivé, provided the majority of theibusinesstakes place in
relation to regulated financiflusines$. Some find this terminology misleading and prefer to
refer to thes@roups as “financiaservicesgroups”. This phenomenon often also is referred
to as relating to the formation of bank and insuragroeips(bancassurance, Allfinanz). These
groups are frequently found in the Scandinavian countries and Betiedux,although also in
Germany and in Spain somecent take-overs illustrate the importance of the development.
Businesswise, thesegroups offer awide range of financialservices, that previouslyere
considered unrelated: banking, insurance, but also specialised secseitwes, asset
management, leasing, real estate finangtrgcturedfinance, etc. Aparfrom the significance
of using both banking and insurance channels as often powerful distribution instruments, these
bank-insurance groups alsoay function on an integrated basis, although not as a single
economic entity. From the regulatory point of view, banking and insutarsieesshave to be
kept separate, in theensethat the twabusinessesannot be located in the same legal entity.
This does noprevent common, ocross holdings dthe level of the company’scapital, nor

! See proposal for d@irective the European parliamenand of the Council on thesupplementary
supervision of credit institutions, insurance undertakingsind investment firms in afinancial
conglomerateand amendingCouncil directives 73/ 239/EEC, 79/267/EEC, 92/49/EEC, 92/96/EEC,
93/6/EEC ands 93/22/EC, awlitectives87/78/ECand2000/1/EC of theEuropeanParliamentand the
Council, OJEC, C. 213 E/227 of 31 July 2001.

2 See art. 3(1) of the proposed directive.
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businesdines being increasingly integratéflvo models can béound: according to a first

one, the top banking - or the top insurance company - holds shares in the insurance or banking
subholding company. An equally common pattern is the omeéhich aholding company, that

is not itself engaged in banking nor insurance business, nor offefmxamgial service on the
market, holds the shares in both the 100% owned top holding companies that head the banking
and insurance subsidiaries, standingthar widerrange of operational units. Thiwo legged
approach offers the advantage of presenting both sides bliineess abeing equal partners

while integrating overall group strategy at the level of the holding company. Strategic decisions,
such as mergers or acquisitions, but also the allocation of capital group wise are decided by the
top group managemeriloreover, commorgroup functionswill be introduced at théevel of

the top holdingcompany,such ascapital allocationgroup audit, group compliance,IT, and

other fields of group interest. In some casdeast, thegroup isbeing managed on thHmasis

of an integrated strategy, whereby the command structure followsu#iresdines, cutting

across the legal structures. Matrix structures are increasingly being introthasejement at

the subsidiarylevel is reporting not only tahe subsidiary’slegal organsbut also to the
businesdine managers actingpr the whole subgroup, and simultaneously to horizontally
structured regional management. The tenbetween the legatructure and thenanagement
structure become an interesting central feature dfis business model.

Some of these groupggve amixed nature, in theensethat they are engaged in quite
heterogeneouactivities,including non-financiabnes. If alarge part of thgroup’s business
relates to financial services, additional prudensafeguardshave to beintroduced. These
groups are referred to by the proposed directive as “mixed financial haldinganies™. If
the regulated financialctivity does not represent kdast half of thegroup’s businessgach
financial entity will be supervised according to its ogrovisions.Additional issueswill arise,
e.g. in accounting terms (full consolidation v. proportional consolidation, or emeityod),
but also in terms of prudential supervision.

2. Apart from issues traditionally encounteredymoupswith heterogeneouactivities -
transfer pricing, interlocking directorates and conflicts of interest - these groups raise a number
of regulatory issuethat offer interestingadditional perspectives frothe overallangle of the
law of groups of companies. As far as regulation and supervisameernedpank-insurance
groups usuallyarecomposed of a string of strictly regulatiins, the regulatory regime of
which maypresent significant differences aeglenconflicts but also lacunaéloreover, in
most jurisdictions, supervision has been put infthrds ofdifferent authorities: onlyecently
have some states merged banking and insurance supefyidiah in most jurisdictions

See art. 1(14) of the proposed directive.
This is the case in the United Kingdoamd inthe Nordic States(Sweden, Denmark, Finlandjjso in
Austria, and according topublished proposals in Germany. In tietherlands,the prudential

OFinancial Law Institute 2002 2



especially supervision of insurance companies continues to be exercised by a clearly different
government agencyith some weak co-ordination with the bank supervisor. Further
complexity flows fromthe cross bordenature of thesgroups: especially in the Benelux
states, due to their smaiize,large bank-insurancgroupsnecessariljhave toexpand outside
their jurisdictional boundaries, and therefore are confromtifll numerous regulators and
supervisorsThe persistence dhis diversity constitutes natnly a burden ortheir business
efficiency, but alsomay lead to divergences in practi@sl conflictingviews onthe part of
their supervisors. Ultimately, importansks may resultfrom the absence of a comprehensive
supervisory scheme. Therefore, new forms of supervisory streamlining are being developed. In
this sensethe proposed directive on “supplementary supervision of ... financial
conglomerates” offergterestingnew perspectives, whichill have to befurther refined and
adapted in linavith marketdevelopments. Itloes not prejudge ahe future structure of the
supervisory framework, but deals onlyth theintegration of some supervisory techniques at
the level of the supervised entities.

These market developments, management techniquesupadrisory issues also offer
new insights and challenges for the scholar of the law of groups of companies.

3. The fundamental dilemma - igroup law in general,but in prudential supervision
relating to company groups in particular - relates to whethasshies should bgolved on an
integrated or unitary basis, or rather whetheand towhat extent -one shouldtake into
account each entity individually, with some or even ample corrections fgrahp effect. This
tension often alsgorresponds tthe oppositionbetween the legalnalysis of groups on the
one hand, and how they are dealt with in business or management terms on the other.

If, as is thecase in most industrial groupshe group is largely integrated and
constitutes one single enterprise, spread over numerous legal entities, there is a temgahcy to
with the group as one single entity. The single entity approachdsrpinningthe concept of
full consolidation of annual accountdowever, in legaterms it is generally acceptebat
consolidation of annual accounts as such doeslmt thegroup to bedealt with as a&ingle
entity, nor to attribute liabilities of one entity to the others, or even less gydhe as avhole.
However,industrial policies developed in differefrtlds - antitrust, or prudential supervision,
to namebut two - prefer todeal with thegroup as a singlentity, as asingle entry point for
policy directives addressed to the management of the entire group. The strongest wpposite
is taken by insolvency law, where the existence of separateplegns is consideredbar to
extending the reach of the creditors of one entity to the assets of the others.

supervision has been located at MexlerlandséBank, while theinsurancesupervisor, or “Pensioen en
Verzekeringskamer- maintains certain competences as to the prudential supervision. Thecaridacbf
supervision on banking, securities and insurance transactions velidoeised bythe Stichtingtoezicht
effectenwezen, the securities regulator.

[Financial Law Institute 2002 3



This tendency idessclear, ornot atall visible in more heterogeneougroups: for
accounting purposes, e.gliversity of businessactivities will normally not allow full
consolidation subsidiarieshaving to be dealt withccording to the equity methibdAlthough
synergiesbetweengroup members exist, these synergiesvill not allow an integrated
treatmerft

However,for purposes of non-regulatolggal practicethere is widespread resistance
to abandon the idea that each of gineup entities is to be considered a sepatadml person,
with its own corporate organs, its own assets and liabilities, its own contractual obligations and
privileges. This does not mean that group’s influence is not recognised: in many jurisdictions,
the group’s influence is dealwith on an“ad hoc” basis, limiting itself to the specific
consequences dfie relationship ahand, but without treating parenand subsidiary as one
single unit for all legal purposes. This approach allows to recognise the influence of the parent
on the subsidiary: although de facto the subsidiary often could not subsist - even has no raison
d’étre - except as being fully embeddedhe network ofbusinesgelations thastand for its
group membership, the legal system allows waabledegree to take account of theoup’s
interference. Save for exceptional circumstances, these arguments do not suffice to consider the
subsidiary as legally being part of the parent, or belonging to the same legal entity.

4. While starting from the principle of separation of each legal entity functiamith@
the group context,many legal systemautilise aseries of techniques taitigate this principle:
an impressive range of legal techniques has been devisedldhatiecisionsrelating togroup
components tdake accounnot only of the presence of dominant,often an exclusive
shareholder, but also tifie consequences of decision makinghetgroup level, including of
pervasive group policies

Examples are numerous: parents, or group comphaieseen declared liabl®r the
subsidiaries debts othe basis of representation, of deficient capitalisation, of de facto
directorship, of tortuous or negligeatts, etc. A whol@anoply oflegalinstruments habeen
developed that allecognise the existence of a sepafegml entity, while at thesametime
derive specific legatonsequences frothe occurrence of certagroup behaviour. Thesheer
fact of belonging to a group is notvalid reasonwhile the mereexistence of a separdtgal
personality is equally unconvincing. One could refer to the excellent work of Druayoget]

See art. 33 of the Seventh Company Law Directive; to the extent that these subsidiaae®mitted
altogether: art 33, § 9.

One couldrefer to competition policyand the substantiabifference betweenthe American and the
European approaclhe former refusing toconsiderthe sheersize of the group as a significafactor,
while the EU commission is still considering the issue.

OFinancial Law Institute 2002 4



for an overview of techniquesused in Swiss lalv Most of these techniquetave been
identified in several other legal systéms

These techniques should not be described as exceptions to the single company doctrine
as they confirm the separate existence of the compemvelsed: they rather standor the
interference of othdegal principles mitigating thesaid doctrine by taking into account other
conflicting interests.

This dichotomybetween the legadnd thebusinessapproach hagcited somelegal
scholars taclaim that thegroup should be consideredsaparate legal person, extending the
application of therules toall group components, and thereby dissolving the existence of
separate legal entitie3his view usually is rejected both in case law antegal writing: cases
adopting genuine “lifting of the corporate veil” have been varg,and controversial, at least
outside the United States.

5 In the field of prudential supervision, the ultimate aim of which is to protect creditors
from the insolvency of the supervised entity, a theoretical lawyer would imageotisdering
each entity individually wouldbffer the strongestprotection: the limited liability principle
would prevent insolvency aine groupentity to affect the othegroupsentities. Creditors of
each entity would be best protected by reserving the company’s asskabiitiels to its own
creditors. Subsidiaries should b®naged exclusively on thmasis oftheir own interestyith
no or the least interference of the parent, orotbfer group entities. Hence prudential
regulation should beaimed atsafeguardingthe individual existence of eadntity, while
supervision would restrict its analysis tbhe companyunder review (so-called “solo
supervision”).  Support fathis approach could bund in a comparisomith insolvency
laws, according to which the effect of insolvency a@fraup as aule is limited to each of the
constituent entities.

For prudential purposes, which are aimed at the avoidance of insolvendietietical
view would be utterly fallaciousand hasproved inhistory to beclearly detrimental to the

DRUEY, J.N. and WGEL, A., Das Schweizerische Konzernrecht in der Praxis der Gerichte, 1999.
8 See for an overview: WITER, M (ed.) Konzernrecht imAusland, ZGRSonderheft11, 1993, HPT,
K.J. (Ed), Groups of companies in Europe#sws, Berlin, 1982, WMeeRscH (Ed), Groups of
companies the EEC, 1993, 271®;.SCHMITTHOFF and R. WOOLDRIDGE (Ed), Groups of companies,
London, 1991; for the USee RUMBERG, PH., The law ofcorporategroups problems of parent and
subsidiary corporations under statutory law of general applications, Boston, 1989; The law of corporate
groups: problems in the bankruptcy or reorganisation of parent and subsidiary corporations, including
the law of corporate guaranties : 1987 supplement, Boston, 1987; The law of corporate groups : tort,
contract, and other common law problems in the substantive law of parent and subsidiary corporations,
Boston, 1987; The law of corporate groups : problems in the bankruptcy or reorganization of parent and
subsidiary corporations, including the law of corporate guaranties, Boston, 1985; The law of corporate
groups : procedural problems in the law of parent and subsidiary corporations, Boston, 1983; for
Dutch law e.g. ENNARTS, M.L., Groepsaansprakelijlkheid1999, 412 p.; P. B.zARINI, G.
CARCANO and G. MUCCIARELLI, | Gruppi di Societa: atiilel convegno internazionale gtudi, 3vol.,
Milan, 1996.
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interests of both creditors and of the financial systemalsade. Major financial crises in the
second half of the twentieth century can be attributed to the insufficient taking into account of
the interdependence of the group aspect of the financial activity.

Different from groups ingeneral, financialgroups are more sensitive to reputation
issues:damage to the reputation of ogeoup member reverberates on gitoup members.
Parents infinancial groupsare supposednot to beable to raise the comparigw based
limitation of liability for the debts oftheir subsidiaries, if the comparmelongs tothe same
group, hasthe same name or isolding itself out as part of thgroup. It is apoint of
discussion to what extent these rules - purportedly based on third party reliancearetiies
liability - are proper to financial groupsThe lack of confidence that markets displad.v. one
of the entities of theroup quickly reverberates omll group companies (contagionsk).
Although non-financiagroupsmay also havedifficulties shedding one otheir components,
this would clearly be unacceptable in banking groups who largely rely on the confidence on the
markets. Therefore parents de faetdl not be able to resist supportingtheir ailing
subsidiaries. As hageen evidenced in several cases, oncentndets start tovithdraw their
confidence from one othe group entities, the entirggroup will soon afterwardscollapse,
unlessthe parent would be able to immediatstgpthe movement byacking up the failing
subsidiarywith additional assets, or guarantees. Banlgngups thereforehhave astronger
tendency thamgroups ofindustrial companies to present a high degree of interdependency of
the companiesvolved, not only in terms ofreputation,but also in terms ofmanagement,
organisation, risk distribution, and so on.

Regulators have tried to formulate adequatponses, by imposirfgupervision on a
consolidatedbasis”, orother provisionghat take account dhis group phenomenon. Up to
now, these techniques have mainly been limited to banking groups.

6. Prudential supervision, according to present requirementsased on awo-tier
regime: on thene hand it is based disolo supervision”:according to its owrrules and
requirements each entity being supervised itsy own supervisor. Forspecific items,
supervision is being exercised on the group as a whole, as a “single entity”, and this according
to the requirements formulated by the supervisor of the top companyatiEnas often called

o See on the liability for apparent identification, the Swissair decision of the Swiss supreme court, and the
later Motor Columbus decision, referred to in RUEY and VWGEL, note 8§ at 119 e.s.; also: M.
LUTTER, “Haftung aus Konzernvertrauen?” irciON (ed.) Gedachtnisschrift fuBrigitte Knobbe-Keuk
1997, 29. But this line ofeasoning has alsbeendeveloped inFrench group law, relating both to
parentand tosister companies: Cass. comm. fr.March 1997, JCP Ed. G., 1997, IV, 910; Bull.

Joly, 1997, 567, ntDaigre; a quoParis, 190ctober1994, Revuedessociétés, 1995, 85, note M.
Pariente; in the same sense: Cass. comm. fr., 5 February 1991, D., 27, note Y. Chartiegrass.
fr., 18 October 1994, Bull. Joly, 1994, 1317, note Couret; Cass. commFebrharyl991. But the

sole fact of belonging to a group is not sufficient: Cass. comm. fr., 24 May 1982, Reatiggie des

Sociétés, 1990, nr. 6224,
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“supervision on aonsolidatedbasis”. According to thisapproach, thegroup will not be
considered as a singémtity, nor will supervision bdimited to each individual entity in the
group, but above and beyond individual supervision, some form of adapted supewlisien
exercised at thdevel of the group. The group related supervision therefore reinforces
individual supervision to ensure its all-encompassthgracter, whilesupervisory loopholes
are beingavoidedand regulatory arbitrage or otheegativeeffects of inclusion in integrated
group management are prevented. If tp@up isheaded by a regulated firm — a bank, an
investment firm, annsurance company group supervisiowill more readily deaWith the
group on arintegratedbasis:the topbank, investment firm, etwill be the addressee of the
regulation. A further complication then arises when the top company is not subject to any form
of supervision, being a non-financial (holding) company.

In actual regulatiorand in supervisoryractice, thassue presentgself in somewhat
more difficult terms: most of thiime, the supervisofor the parent andor the subsidiary are
located in different jurisdictions, so that @aop of the question ofallocating supervisory
competencies withione jurisdiction, one also comasross issues ddllocating supervisory
powers over different jurisdictions. As mentioned above, in bank-insurance grouissutnés
even more complex as, apart from spedifiens of supervision othe banking and insurance
activities, both supervisory lines have to converge at the level of the ulgneafe supervision.
Interesting schemes are being developed in the European directives: it is useful to outline some
of the principles that have been followed in present and future European regulation.

2. EU rules on supervision of financial services groups.

7 . The EU directives have established an important series of guiding prineialasg
to the supervision of financiajroups. These may be analysed as constitutseyeral
superimposed layers of prudential provisions.

The first regime, flowing from the 1989 Second directiis based orthe requirement
that prudentiabupervision on each credit institution established in each of then&tdber
states should be organised by tktate. This type of supervision applies to batedit
institutionswith their mainbusinesdocalisation in the member states)d credit institutions
organised byway of subsidiaries otredit institutions established in other member states.
More importantly,branches of foreigeredit institutionswill remain subject, as a rule, to the
supervision of the stat@here theiheadquarters aflecated(or home state). The rule aims at
avoiding double supervision, at least for branches as these belong to the same legal entity as the
main bank. The first directives clearly affirm the principle of supervision sol@abasis. On

10 Directive 89/646 of 19 December 1989.

OFinancial Law Institute 2002 7



the contrary, these eartirectivesalso affirmthat, evenforeign owned, banking subsidiaries
primarily remain under the supervision of the “host” state. Thisciealy legal approach, as
in businesgerms there often is no differenbetween @ranch and a subsidiary. Tecide
otherwise woulchowever haveaisedvery difficult issues ofpublic law, of grouplaw and of
enforcement.

8. The secondlayer of supervision derivefrom the 1992 directive dealing with
prudential supervision of credit institutions on a consolida&sis®, now co-ordinated in the
2000/12/ECdirective.Herethe group isalready and increasingly - but not fully - taken into
account and for certain, althouimited objectivesprudential provisions arenacted that deal
with the group as a whole.

This 1992 directive, the ambit of which was latepplemented by the so-callB€CI-
directivé?, only dealswith defined areas of prudential supervisitgaving it to the member
states to add other fields of integrated supervision. The core itemkicn according to the
directive, supervision should be exercised on a consolidated basis are:

- solvency ratios

- own fund adequacy to cover market risks
controls of large exposures
limits on the holding of share participations in non-financial fifms

In addition, thereshould bedeveloped asystem forcollecting dataand information
relevant for the purposes of supervision on a consolidated‘basis

This scheme applies groups composed of banksd investmentfirms. Insurance
companies remained outside the ambit. As facagutal adequacyequirements are concerned,
the group phenomenon isken into account in thdirective 93/6 EC; some of its provisions
are proposed for further amendment, as will be detailed later.

In terms of group law, this directive establishes aegime of supervision whereby
subsidiaries are included the group supervisoryramework,but only forspecific purposes,
also therebyavoidingloopholes and distortionsithin the supervisedgroup. The directive’s
concept is not based on regulating the group sieghe, integrateentity, but on the one hand

1 Directive 92/30/EEC of 6 April 1992, incorporated in directive 2000/12 of 20 March 2000, art 56 e.s.

12 Though not formally modifying the Consolidated Supervision Directive, the BCCI-Directive obliged the
national authorities responsible for licensingcodditinstitutions toascertain whethehe existence of
‘close links’ betweenthe applicantand other natural of legal persons do natevent theeffective
exercise of prudentiagdupervision;seeart. 2 BCCl-directive (Directivel995/26/EC of 29 Jun&995,
0J, L 168, of 18 July 1995, p. 7). On the propofal a directive see: Carton de Tournai, G. La
proposition de nouvelle directive sur la surveillance des établissements de crédit sur wondise,
Rev dr. bancaire et de laourse, 1991, nr. 24Gualandari, E.and Vella, F., The Post-BCCl EC
directive, Revue de la banque, (belge), 1995, 202.

13 Art. 3(5) of the 92 /30/ EEC directive of 6 April 1992.

14 Art. 3(6) of the 92 /30/ EEC directive of 6 April 1992.
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maintains supervision on each of thup entities while on theother introducingpartial
supervision on the mentioned specific features of group interaction.

Also, it does notconstitute integratedroup law, assupervision is not extended to a
parent holding company unless that would be itself a credit institution. In case the parent is not
a credit institution, the entry point to the regulation is constituted not by the parapany,
but by the consolidated credit institutidiith respect to supervision ongaoupthat includes

insurance companies tladgrective merelystatesthat the authoritieshould co-operate closely
15

The BCCI directivé® has added some further specifications to this regulatory
framework.

9. In the meantime, angursuing aseparatalevelopment, thensurancedirectiveshave
stirred a different way. On the one hand, theseebeen no rules on consolidated supervision
in the insurance sector. This is the mstgking as interlinkagéetweeninsurance companies
are as frequent as between credit institutidigs does nomean that thénsurancedirectives
have remained insensitive to group aspects, but rtthetheyhavedealt with it in adifferent
way.

Specific ruleshave been enacted dealingith “supplementary supervisionbver
insurance undertakingsyhether within oroutside theEU, whethersupervised according to
national law, or not'’

Characteristic for this type of group related supervision is that it is restricted to specific
aspects of groufife that arenot receiving attention in thdanking directives. Further the
directivedoes notimply supervision to be exerciseder thenon EU-insuranceompanie¥,
Indeed not all insurance undertakings are subject to supervision in all states.

Among the items on whichihis directive especially focusesare the intra-group
transactions: loans, guarantees, elemaiigible for the solvency margin, investments
reinsurance operations and cost sharing agreeraswgewed withspecial interest, indeed all
elements that, in the absence of a consolidated approach, may call aftentigupervisors in
a groupperspectiveWith respect to these transactions threctivedoes not imposspecific
criteria, ceilings nor benchmarks, but merely statist theseshould bethe subject of special

15 Art. 7.4 of the directive. In national regulation these cooperation mechanisms have beerdétmileel;

or have been the subject of agreements between supervisors.

16 See Directive 1995/26/EC of 29 June 1993, L 168, of 18 July 1995, p. incorporated in directive
2000/12.

1 Directive 98/78/EC.

18 Art. 3(1) of the 98/78/EC directive of 297 October 1998 on the supplementary supervigisaraiice

undertakings in an insurance group.
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attention of the supervisor, which should take the appropriate measures in case it would appear
that the solvency of the insurance undertaking would be jeopdrfdised

Another aspect ofsupplementary supervisionfelates to the‘adjusted solvency
requirement” which aim, i.a. to avoid the double gearing well known in banking supétfvision

10. This piecemeal approach, whereby treup is nottaken into consideration as a
whole, will, in part,also be found irthe recentlyproposeddirective on“the supplementary
supervision on credit institutions, insurangeertakings andhvestmentfirms in afinancial
conglomerate®. This importantproposalaims at introducing a further step towards an
overarching form ofgroup supervisiorwith respect to conglomerate groups, composed of
financial, and possibly also non-financial companies. Tigesepsmay be headed either by a
bank, aninsurance company - referred to“esgulated entities” or - as imcreasingly the
case - , by an undertakirigat is neither @ank nor an insuranceompany,but a holding
company and therefore would not be subject to any form of prudential supervision. The
directive isaddressednainly to groups inwhich the provision of financial services is the
dominant business activity, standing for more than half obveeall balancesheettotal of the
group?.

The directive aims at combating certain shortcomingstatappeared in the existing
supervisory scheme: on the one hand lacunae, on the other overlaps.

Lacunae relate to thabsence of supervision on horizontal groups, the absence of
adequate regulation at mixed group level of issues that have been taken into accoueweht the
of the banking group (multiple gearing, being an example). There are further inconsistencies in
the treatment of similar prudential questions. Besides, regulatory arbitrage between the banking
and the insurance leg of theggoups isincreasingly calling attentionrisks are being
transferred from onéeg to the other, altering thiésk perceptionfor each of the legfut not
for the group as avhole. Finally the neetbr a pre-establishedchemefor co-ordination of
supervisoryactivities on across bordebasis, callsor action at the communitievel, rather
than at the bi-lateral, national level.

11. Usually nationalrules on grougaw, and EUdirectives aswell, are applicable to
groups aglefined in terms of parent arslibsidiary companies. Europessgulation would
normally follow the standard definitionssed inthe Seventh compargw directive. However,

19 Art 8(2) of the 98/78/EC directive.

0 For further details, sethe annexes tahe 98/78/ECdirective “calculation otthe adjustedsolvency of
insurance undertakings”.

Referred to in note. 1.

See art. 3(1) of the directive. Further cases apply to some other hypothesis, such akegdmtpby a
bank or an insurance company

21
22
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one finds starting with the BCCI and later insuradicectives*® an increasing reference to an
extended'group” definition, using the ratherconfusingtechnique of‘close links between
undertakings”. The notionrefers to an expanded notion @fontrol”: in addition to “
control” in the sense of the Seventh complauy directive, itincludes shareholdings standing
for 20% of more participations in the capital or votimghts of another company. This
criterion was made optional in the Seventh direétivEo the extent that it ifar from surethat
a 20% shareholderan exercise sufficient influence on thebsidiary’sdecision making to
bendthe latter’s behaviour,this extension containthe risk of weak enforceability if group
management has to impose measures on partially controlled entities.

The proposed directive on financial conglomerates takeantiog of thegroup anew
a fewsteps furtherthe “group” is being defined astwo or more natural or leggbersons
between whom there aodose links.“Close links” isdefined as in the mentioned insurance
directive, but then further broadened to horizontal groups, to participatiotiie sense of the
Fourth directiveé®, or - whatseems morecontroversial -“where in the opinion of the
competent authorities one of mopersonseffectively exercise a dominant influencmrer
another person”. Here too, the same observation might be applicable.

12. The basic provision statethat whenand where the directive is applicable,
“supplementary supervision” will have to be exercised on the group components.

“Supplementary supervision” wittonsist, according to theroposeddirective, of the
following three points:

- supervision on capital adequacy on a group basis, as analysed infra
- supervision on intra-group transactions

- supervision on risk concentration

- suitability of shareholders and directors.

It is striking that this proposediirective introduces acertain number of prudential
requirements but alwaysddressethese to théregulated entities” irnthe conglomerate, i.e.
the bank,insurance companies amnvestment firms,but not to the top holding company.
Several of thassuesthat the directive attempts to tackle wodldappear if it included the
“mixed financial holding company” into its ambit, save for introduciigquateules dealing
with the non financial firms in the group. Once more,gtaup is notapproached asuch but
on thebasis of itsregulated components. Sor instance, when the directiaealswith the
suitability of shareholders, it abstains from imposing separate regukdidressed to the

= Art. 92/49 of 18 June 1992, (“ Third non-life insurarieective”); also in artl,m, of directive 92/96,
(“third non life insurance directive”)

2 See art. 1, (d) 3rd alinea, Seventh Company Law directive.
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holding company, as ¢onsiderghat the subject can be captured onldbsis ofthe existing
sectoral regulationthat providefor shareholders to béeclared“fit and proper”?® This
rather contortediiew will raise eyebrows: at thiegislative level, it would have been much
simpler, and certainly more straightforward to enactriiiesthat are directly applicable to the
holding company. An exceptiorior non-EU parentscould have avoidedissues of
extraterritorial reach, if this would have been necessary.

13. With respect tocapital adequacy, theroposeddirective introduces no new
requirementput stateghat the requirement - which &ddressed only tentities subject to
prudential regulation, will be established on a groupasis, at thdevel of the financial
conglomerate, thus not directly addressed to the top holding company. Ttendddoavoid
multiple gearingwithin the group, or toavoid third party funds to berecycled as the
subsidiary’s capital.

In addition,group managementas to put inplace adequatprocedures - alongith
appropriate internal control mechanisms -etasurethat the available capital iscorrectly
distributed among the regulated entitiesHere once morehe rule isaddressed to the
regulated entitiesalthough the togompany, thémixed financial holding” may act — as an
“agent” - to transmit the data to the supervi$ors

With respect to intra-group transactions and risk concentration in regelatiges, the
rules of supplementary supervision do not call for specific ceilings or ratiodifBeéve calls
only for adequaterisk managemenprocesses andhternal control mechanisms by the
regulated entities allowing to identify, measure, morated control these transactions and the
degree ofrisk concentration at thievel of the financial conglomerate The directive limits
itself to afew specific provisions relating to the items witra-group transactions or risk
concentration: so e.g. should the mixed parent holding company be included in the assessment,
while the overall objective of thsupervisors’monitoring isaimed at “ possible risks of
contagion, conflicts of interest, circumvention séctorsrules, and thdevel of volume of
risks™. A considerable programme evhich the proposeddirective unfortunately contains
no further details.

% Art.17, first sentence of directiv@8/660, standing for “ rights in theapital...creating adurablelink
that is contributing to the companies activities”.

% Art 5, of the Second Banking directive, now art. 6 of the Directive 2000/14

2z Called “excessive leveraging” in the Explanatory memorandum to the proposed directive.

s Art 5 (2), § 3 where the rule is formulated in general terms as “adequate adpgaicypolicy at group
level”.

29

Art. 6 (3) of the proposed directive.
See art.6 (2) of the proposed directive.
See Annex |l of the proposed directive.
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Further detailed regulation, especially quantitative ceilings, have not been imposed at the
directive level, but leave untouched the competence of the national authorities stlonild
insure that adequate processes are followed by group manatfement

Yearly reporting will be necessary on transactitlin thegroup and on groupise
risk concentration: reporting is imposed on the top company, or on the regulated entity.

As to the fit andpropercharacter of directors in regulatgdoup entities, it isusual
that these persons areolved inthe management of the ottgmoup entities. Therefore there
should be co-ordinatiohetween thelifferent supervisors as tbe reputation and experience
of these directors. Withespect to the directoexctive inother parts othe overallgroup, the
proposeddirective provides that:*reputation and experience of directorisvolved in the
management of another entity of the same group” shaldeubject of consultatidmetween
authorities.

One could imagine that directors who have been declared “proper” f@coviey would also
be acceptable for the other group entities, while their experience has to be assessed*$eparately

Intra-group transactionwill be the subject of particular attention if these are taking
place between a regulatedgtity, e.g. abank,and its mixedactivity holding company: here
“general supervision” is called for, leaving ample room for interpretatiomhtd extent is the
bank allowed to finance the mixed holding company’s non-financial activitiesWAaichbout
financing the other non-financial companies in giheup? Onemay expect thessubjects to
come to the fore in further supervisory endeavours.

The proposediirectiveintroduces‘measures tdacilitate supplementangupervision”

i.e. defaultrules for co-ordination omultisector and multistate supervision, especially by
introducing rules andriteria®* allowing one supervisor to be designated“es-ordinator”,
and describing his tasksThese model frameworks are of great importafazethe actual
functioning ofcross bordesupervisionwithin the European context. Thewill allow doing
away with the complex contractual arrangements tlatve been introduced by some
supervisor®

14. What dothesedirectives in the field of prudenti@upervision contribute to the
ongoing debate about the law of company groups in the EU? Are thefseetbede for a new
orientation in the way the EU looks at company groups?

32 Art.6(4); however “pending further coordination”.

See art. 25 of theproposed directivemodifying art 12 ofdirective 2000/12 and containing the
obligation for the supervisors to consult.

See art.7 (2) of the proposed directive.

Art 8 of the proposed directive.

See the four party agreement between the Dutch and Belgian banking an insurance supervisor relating to
the DutchBelgian Fortis bankingandinsurancegroup, described inthe Annual Report of th8elgian

Banking and Finance Commission, 2000-2001, p. 131.
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When one confronts thesdevelopments in the field of the regulation of financial
supervisionwith the common rules and concepts group law, it seemsthat two, apparently
contradictory movements are at work.

According to a first movement, which one could identify asiee for “construction”,
the group isbeing viewed as arf'entity”. The rules to beapplied take into account the
amalgamated group, and addressed tthe group management®er hypothesisach single
group company remains outsithee ambit of the regulation; it is indirecthddressed through
the management of the overgtbup. Thistechnique can easily be applied tomogeneous
groups, composed of banking and investment firms. It could have been followed in the case of
financial conglomerates asell: obviously times are not yet rider such acomprehensive
approach.

A secondmovementgoesinto the direction of‘deconstructing” the group, by
formulating rules that are indirectly addressed to the group managevhéatocusing on the
internal mechanismwithin the group. Herethe distribution ofgroup own funds over the
different group entities comes intplay, whereby it isassumedhat group managementvill
ensurethat each of thgroup componentsvill be endowedwith sufficient own funds in
relation to the risks it undertakes.

The same approach can be recognised as underlyirmglthed theproposeddirective
to deal withintra-group transactions. Byature,these transaction®late to the individual -
mostly contractual - relatiorisetween thgroup entities. Supervisorshould ensuré¢hat risks
flowing from nitre-group transactionare adequately monitored in the light of tfeur
objectives mentioned above. The directiggainsvague as to the objective of thepervision
or to the limits of theisks flowing from these transactions: tise purpose taavoid divergent
risk assessment techniques or ribkgng concentrated in bothe banking and the insurance
leg, ordoes itextend to shifting ofisks fromone to the otheleg, or what?The proposed
directive merelystatesthat competent authorities shathonitor” these riskswhile member
states shalprovide thenecessary powers to thesupervisors‘to take any measureleemed
necessary in order @void or to deal with the circumvention séctional rules byegulated
entities in an financial conglomeraté”’Anyhow, there can be little doubt that the rulaiimed
at individual transactions between group entities, allowing both a solo and a group appreciation.
In case of a transfer oisks fromthe banking to the insurangdlar, the group riskwill be
decisive. In case of @ask transfer from arfindustrial” or non-financial branch to the
financial branch within the conglomerate group, dssessmemill be on the basis of sound
and arm’s length business judgement: asolo approachwil be more indicated.

37 Art 13 of the proposed directive.
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15.The proposed directive therefore rightly recognises that, atftgatste purposes of
prudential supervision, orghouldview not only the individual group companies,nor the
overall economi@ntity, but at the sameéme, the position and relationships dlie individual
group entities within thecompanygroup. Morespecifically the transactiornthat are taking
place within the group, or thesks that may occumwithin the group context but may be
obliterated as a consequence of consolidatsbquld receive separate attentiorvVithout
reducing the virtues of the consolidateidture, one should simultaneously also look at the
deconsolidated one.

This doubletier approach - integrated and disintegrated - is increasiogling
attention in legal writing. Thé&irness ofindividual intra-group transactions hdeen at the
centre of legislation in several jurisdictions. To namaétwo: German Konzernrecht isased,
as far as the de facggroupsare concerned, on the idea thaira-group transactions, and
relations should be corrected if the subsidiary did not abstain an adequate priceftarshie
had made in the group interest. Belgian company law contains elahdestavoiding parents
of listed companies to take advantage of their dominant position to impose transadtieis to
listed subsidiaries that would be detrimental tolétier’s interests, including to their minority
shareholders, or even creditfirs

In terms of disclosuralso, theréhavebeen call§or obliging groups to disclosenore
information on their intra-group dealing$:in the statementublished by ForunEuropaeum
on the future of European Group Law, it was stated: “the legal positithe aorporatgroup
is, in all member states, marked by the tension between unity and diversity.... The creditors and
outsiders in a subsidiary should werbally -rather than by means of figures - informed of
group risks - and opportunities were relevant which may affect the subsidiary. “

It is likely that this two or three tier approach will gain momerftum

% A special regulation was introduced in the Companase,art. 524; for a commerdee WMEERSCH

Der neue Belgische Gesetzesentwurf Uiber Corporate Governance, forthhcoming in ZGR, 2001
See ForumEuropeaeum Konzernrecht, KonzernrefilitEuropa,ZGR, 1998, 672; on the subject of
“Gruppenpublizitat”, at p. 700; in EnglisiCorporate Group Law for Europe, Corpor&@evernance
Forum, Stockholm, 2000; for other comprehensive observations and analylffsrémt directions, see
MONTALENTI, P., Persona Giuridica, Gruppi @ocieta, Corporat&overnance, Cedard000; comp.
The approach by G. HUBNER, Unitas Multiplex, DasKonzernrecht inder neueren Dezentralitat der
Unternehmensgruppen, ZGR, 1991, 189.

In accounting terms, the call for segment reporting (IAS 14), based on businessnkimeration and
disregarding the existence of different legal entities, goes into the same direction.
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