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I. INTRODUCTION  

China's ascension in the World Trade Organization (WTO) has 
presented both challenges and vast business opportunities for the Chinese 
financial services industry.  Meanwhile, China has already experienced a 
massive increase to foreign direct investment (FDI) in the past few 
decades.1  Since most of the FDI in China has focused on the 
manufacturing and commercial sectors,2 the demand for financial services 
may rely largely on the supply from the Chinese financial service industry.

                                                
1 The cumulative level of FDI in China since the late 1980’s has been almost 

$400 billion. See David Hale, Opportunities for Financial Service Companies in China – 
Testimony for U.S – China Commission 1 (2002). 

2 Id.  
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The trend toward the integration of different types of financial services has 
facilitated the establishment of financial conglomerates, which generally 
are defined as “any group of companies under common control whose 
exclusive or predominant activities consist of providing significant 
services in at least two different financial sectors (banking, securities, 
insurance)”.3  These conglomerates achieve the competitive advantage that 
comes from economies of scale, economies of scope and synergies4.  This 
nature and advantage enable the financial conglomerate, compared to a 
single financial institution, to better serve the commercial sector.  As 
China is in need of a new policy in financial service reform to counteract 
the foreign competition as well as to satisfy the increasing domestic 
demand, permitting the establishment of financial conglomerates can be a 
feasible alternative.  In fact, several different types of financial 
conglomerates, including financial holding companies, mixed financial 
holding companies and other structures, have existed for a couple of 
years.5  However, financial conglomerates can also pose various 
supervisory problems (e.g., group-wide capital adequacy, double or 
multiple gearing, intra-group transaction and exposure, and risk contagion) 
for financial regulators and supervisors.  Without a proper supervisory 
system, risks associated with financial conglomerates may erode the 
foundation and stability of the entire financial market and even the 
economy.  Developed countries with mature financial markets have not 
neglected these issues; on the contrary, they exerted substantial efforts to 
alleviate them. Relevant international organizations, have also attempted 
to address the same issues by creating non-binding international guidelines 
and standards.6  Nevertheless, current laws and regulations in China fall 
short of supervising the above-mentioned risks.  Premised on the idea that 

                                                
3 Tripartite Group of Banks Securities and Insurance Regulators, The 

Supervision Of Financial Conglomerates 13 (1995) [hereinafter Tripartite Group]. 
4 For details, see Takahiro Nagada, Yasuo Maeda & Hiroaki Imashigashi, 

Economies of Scope in Financial Conglomerates: Analyses of a Revenue Side 2-3 (2004), 
available at http://www.fsa.go.jp/frtc/english/e_nenpou/2004/02.pdf (last visited Oct. 30, 
2009).  See also Stijn Claessens, Benefits and Costs of Financial Services Provision in 
Developing Countries 13 (2002) ((unpblished abstract, in file with the Finance Group, 
Univ. of Amsterdam), available at 
http://www1.fee.uva.nl/fm/PAPERS/Claessens/benefits%20of%20costs.pdf (last visited 
Oct. 30, 2009). 

5 For details, see Changyuan Lin, Financial Conglomerates in China 9-22 
(CASS Center for International Law Studies, Working Paper No. 2003020011, Feb. 
2003), available at http://www.ssrn.com/abstract=446840 (last visited Oct. 30, 2009). 

6 For example, the Joint Forum of Financial Conglomerates, the Basel 
Committee on Banking Supervision, the International Association of Insurance 
Supervisors (IAIS), the International Organization of Securities Commissioners 
(IOSCO), the OECD and the G-10. 



4 Asian-Pacific Law & Policy Journal [Vol. 11.1 

 

the functioning law is the pre-requisite of economic order,7 this thesis 
contemplates to scheme a regulatory and supervisory system for financial 
Conglomerates in China. 

Therefore, part II of this paper will provide an overview of the 
current Chinese financial market, especially the evolvement of financial 
conglomerates.  Part III first will introduce advantages and disadvantages 
of financial conglomerates, then will debate whether financial 
conglomerates are feasible for China and discuss the potential challenges 
that financial conglomerates may pose to Chinese financial supervisors. 
Part IV will study whether existing laws and regulations are sufficient for 
the supervision of financial conglomerates in China.  Then, after 
recognizing the insufficiency of current laws and regulations, this thesis 
will, from the perspective of comparative law, explore regulatory regimes 
for the supervision of financial conglomerates in various jurisdictions 
including United States and European Union.  Finally, in part V, based on 
the result of comparative law studies, this paper will discuss how foreign 
experiences may help in the improvement and creation of an optimal 
supervisory system for financial conglomerates in China, and ultimately 
will propose a blueprint. 
II. OVERVIEW ON THE EVOLVEMENT OF FINANCIAL CONGLOMERATES IN 

CHINA 
Although the specific terms “financial conglomerates” or 

“financial holding company” are not seen in the existing financial laws 
and regulations in China, financial conglomerates have existed since the 
early 2000s.  The only law that may provide legitimate ground for the 
establishment of a financial holding company is Article 12 of the 
Company Act 1999:8 Except for investment companies and holding 
companies stipulated by the State Council, it is prohibited that the 
investment of a company in another company exceeds 50 percent of its net 
assets.9  Currently, there are no accurate surveys regarding the actual 
number of financial holding companies or financial conglomerates, as no 
clear definition of financial conglomerates or financial holding companies 
was given in any promulgated laws and regulations.10  Researchers, after 
observing the existing financial holding companies and groups, categorize 
these companies or group of companies into three major types: (1) holding 
companies created by one financial institution’s holding of another 
                                                

7 EDWARD SHILS & MAX RHEINSTEIN, MAX WEBER ON LAW IN ECONOMICS AND 
SOCIETY 11 (1967). 

8 The Company Act 1999 was replaced by the newly promulgated Company Act 
of the People’s Republic of China (2006). 

9 Xia Bin, Financial holding Companies in China 1 (2002) available at 
www.worldbank.org.cn/English/content/xiabin.pdf (last visited Jan. 17, 2010). 

10 Id. at 3. 
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financial institution, (2) industrial and commercial companies’ holding 
financial institutions, and (3) holding companies set up by state-owned 
banks.11   

A typical category one financial holding company is that 
established by the China International Trust and Investment Corporation 
(CITIC) in December 2002 and the China Everlight Group.12  The former 
was founded by Yiren Rong, former vice-president of the PRC in 1979.13  
At the end of 2001, CITIC committed 81 percent of its total assets in 
financial services industries including commercial banks, securities firms, 
insurance companies, trust and investment companies and leasing 
companies.14  With the establishment of CITIC Holding Ltd., CITIC 
actually set up a holding entity that specialized in managing banking and 
non-banking financial institutions.15  The Everlight Group was first 
established in 1991 under the direct control of the State Council.16  The 
corporate structure of Everlight Group is complicated due to the fact that 
its headquarters are split, with one located in Beijing and the other in 
China (Beijing is in China, so where exactly is the other headquarters?).17  
Subsidiaries of the two head offices include commercial banks, insurance, 
investment banking, assets management, securities companies and an 
insurance agency.18  In addition to financial services, Everlight also 
engages in such industries as information technology, petroleum, and 
construction.19  It is regarded as the typical example of a mixed financial 
conglomerate.  

Some state-owned enterprises as well as private corporations also 
have actively infiltrated the financial services market in recent years.  
Remarkable examples include Shandong Electricity Group (SEG), Haier 
Group and Delong Group.  SEG, through its subsidiary holding company, 
has controlled several securities, insurance and trust companies.20  Haier, 
one of the major home appliance manufacturers in China, has controlled 

                                                
11 Ping Xie, Jin Rong Kong Gu Gong Si De Fa Zhan Yu Jian Guan 

[Development and Supervision of Financial Holding Companies] 151-166 (2004).   
12 Changyaun Lin, Financial conglomerates in China 11 (2005) available at 

http://ssrn.com/abstract=446840 (last visited Jan. 17, 2010).  
13 Xie, supra note 11, at 151.   
14 Lin, supra note 12, at 11. 
15 Id. 
16 Xia Bin, Jin Rong Kong Gu Gong Si Yan Jiu [Studies on Financial Holding 

Companies] 227 (2001).  
17 Id. 
18 Id. See also Xie, supra note 11, at 153.  
19 Xia, supra note 16, at 227. 
20 Xie, supra note 11, at 157. 
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commercial banks, trust companies and securities firms.21  Delong, a 
company based in Xinjiang Province, has held controlling shares in two 
securities firms, two trust companies and two financial leasing 
companies.22   

While new financial conglomerates are emerging, the leading role 
of the four major state-owned commercial banks, The Bank of China, 
China Construction Bank, Industrial and Commercial Bank of China, and 
the Agricultural Bank of China (hereinafter Big Four) can never be 
neglected.  The business scope of the Big Four underwent the expansion 
owing to the State Council’s initiative on the Reform of Financial and 
Investment System.23  Bank of China (BOC) was the earliest among the 
Big Four to march toward becoming a financial holding company.  In 
1979, China Construction Finance Ltd., a subsidiary of BOC engaging in 
investment banking, was started in Hong Kong.24  The Bank of China 
International Holding Ltd., was incorporated in the U.K. in 1996, and then 
moved to Hong Kong two years later.25  The insurance business of BOC 
began with the establishment of BOC Group Insurance Company Ltd. in 
1992.26  In 1998, BOC Group Life Insurance Company Ltd., a wholly 
owned subsidiary was founded.27  Both Bank of China International 
Holding Ltd. and BOC Group Insurance Company Ltd. were approved to 
conduct their business in Mainland China in 2001.28  A state-owned-bank-
parent model financial conglomerate officially appeared in Mainland 
China.   

The Industrial and Commercial Bank of China (ICBC) acquired 
Westminster Securities, a company specializing in investment banking, 
and established a financial holding company to continue acquiring 
financial service companies in Hong Kong.29  Also, in 1994, the China 
Construction Bank (CCB) transferred its policy lending business to a 

                                                
21 Id. at 158. 
22 Id. at 160. 
23 Lin, supra note 12, at 18. 
24 Zhibo Zhang & Rong Tien, Dui Zhong Guo Jin Rong Kong Ku Gong Si De 

Kao Cha Han Yan Jiu [Observation and Study on Chinese Financial Holding Companies] 
198 CONTEMPORARY FIN. & ECON. 24 (2001),  available at 
http://history.bjchy.com.cn/second/lt/lt07_3.htm (last visited Oct. 27 2009). 

25 Id. 
26 Lin, supra note 12, at 18. 
27 Id. 
28 Id. at 19.   
29 Xie, supra note 11, at 155. 
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newly established policy bank and founded China International Capital 
Corporation Ltd. through joint venture with Morgan Stanley.30   

III. WHY IS AN EFFECTIVE SUPERVISORY SYSTEM FOR FINANCIAL 
CONGLOMERATES ESSENTIAL? 

A. Risks and Peculiar Supervisory Problems Associated with the 
Establishment of Financial Conglomerates 

Despite the array of benefits brought by the formation of financial 
conglomerates, various risks and supervisory difficulties are 
simultaneously incurred.  Some of these risks already exist in various 
financial institutions, but are aggravated in financial conglomerates. 
Concurrently, new risks also appear with the formation of financial 
conglomerates.  The following discussion tries to unveil these risks and 
supervisory problems. 

1. Double or Multiple Gearing (Leverage) 

Even though each sector of a financial conglomerate has its own 
regulatory capital requirement, it remains possible that capital items will 
be counted more than once within the group.  This can happen either when 
a parent downstreams its capital to a subsidiary or when an entity holds 
regulatory capital issued by a higher group in the organization 
(upstreamed capital) or by an affiliate.31  In either case, if supervisors 
depend solely on unconsolidated data to assess the group capital adequacy, 
the capital will likely be overstated.   The modern trend suggests that 
group-wide capital adequacy should be supervised on a consolidated 
basis.32  However, data consolidation in a heterogeneous financial 
conglomerate presents a problem.  That is, regulatory inconsistency -- the 
balance sheets of banks, insurance companies, and securities firms, are 
based on disparate prudential requirements and different definitions of 
capital.33  Even if the consolidation can be accomplished, huge additional 
costs present another obstacle.  Hence, the new challenge for supervisors 
is to develop an effective mechanism to detect, adjust, and even eliminate 
double or multiple gearing.  

Different definitions of capital that apply to various sectors within 
a given financial conglomerate can impede the availability of the capital of 
                                                

30 Lin, supra note 12, at 19. 
31 Joint Forum of Financial conglomerates, Supervision of Financial 

Conglomerates 8 (1999), available at http://www.bis.org/bcbs/jointforum.htm (last 
visited Jan. 17, 2010) [hereinafter Supervision Report]. 

32 See 12 U.S.C. § 3105 and Council Directive 83/350, Supervision of Credit 
Institutions on a Consolidated Basis,  arts.3 & 4, 1983 O.J (L 193) (EC). 

33 Iman van Lelyveld & Arnold Schilder, Risks in Financial conglomerates: 
Management and Supervision 10 (2002), available at 
http://129.3.20.41/eps/fin/papers/0301/0301006.pdf (last visited Jan. 17, 2010). 
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one entity to another.  Since each entity within the financial conglomerate 
bears different risks, it is necessary to match capital requirements to the 
corresponding risks.  Thus, ensuring that the capital surplus of one entity 
can be used to cover the risks of another entity within the same 
conglomerate has become an issue.  In other words, the creation of a 
cross-sector comparison technique to determine the risks of each sector 
and distinguish transferable capital from non-transferable capital is 
another task facing financial regulators.34 

When assessing group-wide capital adequacy, two questions must 
be asked: (1) to what extent should a part owner be held responsible for 
risks in partially-owned subsidiaries; and (2) how much, if any, excess 
capital in a partially-owned subsidiary can be attributed to the partial-
owner?  There are two views of these questions  — “full integration” and 
“integration on a pro-rata basis”.  The former asserts that a controlling 
interest gives the parent company responsibility for the risks run by its 
subsidiaries that goes further than the mere proportion of capital it has 
contributed and would, in many cases, extend to the totality of the risks.35  
The latter argues that “full integration” is improper because surpluses in 
subsidiaries are not always attributable or transferable to the parent and 
this could exaggerate the safety and soundness of the group.36  An optimal 
legal system for the supervision of financial conglomerates must address 
this highly contentious issue. 

2. Risk Concentration 
Risk concentration occurs when different entities within a 

conglomerate are exposed to the same or similar risk factors, or to 
apparently unrelated risk factors that interact under stressful 
circumstances.37  Since risk concentration can occur in a financial 
conglomerate’s assets, liabilities, or off-balance sheet items, through the 
execution or processing of transactions, or through a combination of 
exposures across these broad categories, failure to manage it can lead to 
systematic risk.38  Thus, ensuring that conglomerates have an adequate 
risk management process to manage group-wide risk concentrations, both 
the creation of a system to monitor material risk concentration on a timely 

                                                
34 For details, see Howell Jackson & Cameron Half, Evolving Trends in the 

Supervision of Financial Conglomerates 9-12 (2002) (unpublished manuscript, on file 
with author), available at 
www.law.harvard.edu/faculty/hjackson/pdfs/2002.Jackson.Half.Evolving.Trends.pdf. 

35 Tripartite Group, supra note 3, at 50. 
36 Id. at 51. 
37 Joint Forum of Financial Conglomerates, Risk Concentration Principles 2 

(1999). 
38 Id.  
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basis and statutory control of risk concentration, are significant issues 
here. 

There are currently some laws and regulations in developed 
countries which do address a few of the above issues.  Details of these 
laws and regulations will be discussed in the later parts of this paper.  
Section 23A and 23B of the Federal Reserve Act in the United States, for 
instance, establishes both quality and quantity restrictions on affiliate 
lending.39 Similar legislation exists in the European Union.40  However, 
the existing legislation contains some loopholes. For example, in a 
financial holding company system, the restrictions of Sections 23A and 
23B can be avoided when a subsidiary bank up-streams capital in the form 
of dividends to its parent holding company and the holding company, and 
then down-streams that capital to non-banking subsidiaries within the 
same group.  Therefore, it is extremely important to set up a mechanism 
which enables supervisors to deal with material risk concentration. 

3. Risk Contagion 

Risk contagion, probably the most significant problem associated 
with the formation of a financial conglomerate, is the risk that financial 
difficulties suffered by a conglomerate’s individual entity will have an 
adverse impact on the financial stability of the entire group or the markets 
in which the constituent parts operate.41  Risk contagion can be due to a 
direct financial connection between a problematic entity and a healthy 
one.  An even worse scenario is: if the troubled entities can expect support 
when needed, a moral hazard problem arises, as they could be tempted to 
take on more risk than they would otherwise have done.42  Even in the 
absence of a direct financial connection, it can occur as a reflection of the 
public’s confidence in the stability of an individual entity, or the 
conglomerate as a whole, because the public tends to view financial 
conglomerates as a single economic unit.43    Either situation gives 
regulators a new problem to tackle.  At least three issues are posed by risk 
contagion: (1) how to erect a firewall between different entities of a 
financial conglomerate so as to limit financial connections and prevent 
financial difficulties of one entity from adversely affecting another; (2) 
how to enhance market discipline to encourage public disclosure for the 
                                                

39 For details, see 12 U.S.C. §§ 371c & 371c-1 (2006). 
40 See Council Directive 92/121, Monitoring and Control of Large Exposures of 

Credit Institutions, arts. 3(1)-(3), 4, 1993 O.J. (L 29) (EC). 
41Tripartite Group, supra note 3, at 18. 
42 Van Lelyveld & Schilder, supra note 33, at 11. 
43 L. VAN DEN BERGHE & K. VERWEIRE, CREATING THE FUTURE OF ALL 

FINANCE AND FINANCIAL CONGLOMERATES 161 (Springer 1998).  See also Kazuhiko 
Koguchi, Financial Conglomerates, in FINANCIAL CONGLOMERATES 31 (OECD ed. 
1993). 
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purpose of strengthening public confidence; and (3) to what extent must 
the official safety net be extended to address the financial problems 
specific to conglomerates that encompass banking sectors? 

4. Intra-group Transaction and Exposure 

Although intra-group transaction and risk transfer increase the 
efficiency of risk management among different entities within a 
conglomerate and thereby generate profit maximization, improvements in 
risk management, and the effective use of capital and funding,44 the 
attendant financial interaction among sectors can cause risk contagion and 
the underestimation of risks.  For example, securitization helps banks 
reduce their liquidity risks by transferring loans to securities firms to issue 
asset-backed securities within the same group.  However, if, due to 
marketability, banks transfer high-rating loans and retain low-rating loans, 
the credit risk may collaterally increase.  Also, if a securities firm takes 
exceedingly high risks from the bank without regard to whether it has 
adequate capital to cover the transferred risk, it can become 
undercapitalized.  But how is the line drawn between permissible and 
impermissible risk transfers?  In other words, the regulators must ensure 
that the transferee has sufficient capital to offset risks from the transferor, 
and be able to unveil transactions that are likely to adversely affect the 
solvency, liquidity, and profitability of individual entities within a group.  
It is the regulators’ task to weigh the benefits and risks.  Supervisory 
instruments must be designed to permit intra-group transaction and risk 
transfer, while accurately estimating group-wide risks and controlling risk 
contagion. 

5. Conflicts of Interests 

Conflicts of interest can occur both externally and internally.  The 
former is sometimes recognized as the “principal-agent risk”, which 
occurs when a financial institution offers a service that is beneficial to 
itself, but not necessarily to the customer.45  It also occurs when financial 
conglomerates carry out activities involving two different groups of 
customers.46  A common example of this is when a bank obtains 
information from its securities affiliate that the price of a certain security 
held by the affiliate is likely to fall.  To help its affiliate dispose of this 
security, the bank then induces its customers to purchase it.  A general 
truism: the broader the financial conglomerate’s variety of products, the 

                                                
44 Joint Forum of Financial Conglomerates, Intra-Group Transaction and 

Exposures Principles 2 (1999) [hereinafter Intra-group Transactions and Exposures 
Principles]. 

45 FREDERIC S. MISHKIN, FINANCIAL MARKETS AND INSTITUTIONS 401 (3rd ed. 
1999). 

46 Koguchi, supra note 43, at 29. 
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greater the possibility that conflict of interests may appear.  “Because 
conglomerates are involved in a wider range of transactions, they have a 
wider range of information.  Although this may be an important source of 
economies of scope, it may also be the source of abuse if the 
conglomerates make use of the information to exploit the ignorance of 
counterparties.”47  The latter arises when internal units struggle with one 
another for market share or cross-subsidization. When this happens, make-
or-buy decisions do not follow competitive market conditions and/or 
resources are not allocated in the most effective manner.48  How regulators 
prevent these problems and protect retail investors is important. As such, 
the following questions must be considered when permitting the 
establishment of financial conglomerates: (1) how is the asymmetry of 
information between financial conglomerates and their customers 
alleviated, and how does this alleviation establish a mechanism to enhance 
the disclosure of potential conflicts of interests?  (2) how is a complaint 
procedure created for consumers whose interests are “sacrificed” by a 
financial institution’s decision in a conflict of interest? (3) how can a 
“Chinese Wall” be put into place to prevent the flow of sensitive and 
confidential information? 

6. Non-Transparency of Legal and Managerial Structure 

Since financial conglomerates operate within a complex corporate, 
organizational and functional structure, supervision is often severely 
hampered.  If supervisors and regulators do not fully understand the legal 
and managerial structure of a financial conglomerate, they will be unable 
to properly assess either the complete risk profile that the conglomerate 
faces or the risks that other group companies pose for the regulated firm.49  
Because of the regulatory arbitrage, a proper assessment of aggregate risk 
exposure via existing systems of internal and external controls can be 
extremely difficult.50   Further, non-transparency can lead to a greater 
chance of fraudulent actions and insider trading. Accordingly, designing 
an effective method to pierce a financial conglomerate’s structure is a 
crucial regulatory issue. 

B. Specific Reasons For Erecting A Specialized Supervisory System For 
Financial Conglomerates. 

General reasons for regulating financial institutions, such as 
prevention of solvency, prevention of systematic disruptions, prevention 
of uncompetitive practice, enhancing redistributive norms and other 
                                                

47 Herring, Richard J. & Anthony M. Santomero, The Corporate Structure of 
Financial Conglomerates, 4 J. FIN. SERVICES RES. 4, 213, 227 (1990). 

48 VAN DEN BERGHE &VERWEIRE, supra note 43, at 163. 
49 Tripartite Group, supra note 3, at 28. 
50 Koguchi, supra note 43, at 33. 



12 Asian-Pacific Law & Policy Journal [Vol. 11.1 

 

political economy reasons,51 naturally constitute reason for supervising 
financial conglomerates.  This paper will focus only on particular reasons 
for erecting a specialized supervisory system for financial conglomerates. 

As mentioned above, the formation of financial conglomerates not 
only exacerbate some risks inherent in respective financial institutions, but 
also create new categories of risk as well as supervisory difficulties.  In 
other words, exposures may emerge due to the mixing of the traditionally 
separate market risks related to banking, securities, insurance activities, 
and, more specifically, form the creation of new relationships or 
dependencies, which may result in the danger of risk contagion and 
possible systemic or market collapse.52  Therefore, any new or aggravated 
forms of risk adhere to the formation of financial conglomerates in 
domestic or international markets and must be properly identified and 
assessed to allow all necessary corrective action to be taken.53  The 
problem is that solo supervisors in the different sectors are inclined to 
have highly particularized supervisory concerns and approaches, and may 
not be adjusted to the risks and dangers which are inherent in other types 
of regulated activities.54  Complicating the issue, they also have little or no 
control over unregulated activities.55  Besides, since each entity or 
business line is supervised on an independent basis, each of these 
individual sector supervisors may lack a thorough understanding of the 
conglomerate as a whole.56 

The Joint Forum recently published a study of conglomerate risks 
and supervision of banking, securities, and insurance supervisors, and 
identified key similarities and differences in the approaches of supervisors 
across sectors.57   The conglomerate is engaged in a range of activities that 
may be different in nature and risk profile.  Banks, securities firms, and 
insurance companies all face distinguishing risks in their business 
operations, and respond to these risks in different manners.58  Reflecting 
these differences in the nature of respective risks, regulators in each sector 
                                                

51 For details of these reasons, see Howell Jackson, The Regulation of Financial 
Holding Companies – Entry for New Palgrave Dictionary of Law and Economics, 2-5 
(1997), available at http://lsr.nellco.org/cgi/viewcontent.cgi?article=1009&context= 
harvard_olin. 

52 GEORGE A. WALKER, INTERNATIONAL BANKING REGULATION – LAW, POLICY 
AND PRACTICE 176 (2001). 

53 Id. 
54 Jackson & Half, supra note 34, at 8. 
55 Id. 
56 Id. at 19. 
57 Joint Forum, Risk Management Practice and Regulatory Capital: Cross-

Sectoral Comparison (2001) [hereinafter Cross-Sectoral Comparison]. 
58 Jackson & Half, supra note 34, at 11. 
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adopt varying definitions of permissible capital.59  Accounting rules may 
vary across jurisdictions to respond to factors such as the time horizons of 
associated risks, differences in asset class definitions, and differentials in 
tax treatment.60  The role, definition, and purpose of allowable capital also 
vary across sectors.  For securities firms, capital serves as a buffer against 
losses from market, operational, and credit risks; for banks, capital serves 
as a buffer principally against credit losses; and for insurance firms, it 
serves as the provision for paying potential claims.61   Definitions of 
eligible core capital also differ due to diversifying definitions of equity 
and qualifying capital, the treatment of reserves, and certain liabilities.62  
Differences in calculation methodologies further complicate the situation, 
for example accounting for differences in the asset quality, liquidity, and 
other objectives.63  Current capital requirements differ in their scope of 
application and consolidation; banking capital is generally calculated on a 
consolidated basis, whereas insurance is calculated on a solo basis.64   
Last, application of capital requirements may vary greatly across sectors, 
due to a combination of market, formal and informal supervisory pressures 
and incentives.65 

Similar to differences in dealing with capitals, different regulators 
have diversified concerns on supervision policy.  Banking supervisors 
have historically perceived close linkages between banking and the overall 
macroeconomic environment, and thus typically emphasize overall 
systemic stability and soundness.66  This emphasis means bank regulators 
are more concerned about potential contagion from non-banking to 
banking activities, particularly within a single conglomerate structure.67 
Potential public-sector liabilities and/or support through a deposit 
insurance system may heighten these concerns.68  In contrast to the 
approach of banking supervisors, securities supervisors tend to be 
concerned primarily with the firm’s liquidity, in order to respond to rapid 
and short-term financial flows and changing market conditions.69  Thus, 

                                                
59 Id. 
60 Cross-Sectoral Comparison, supra note 57, at 47. 
61 Id. at 47-48. 
62 Id. at 49-50. 
63 Id. at 50-51. 
64 Id. at 51. 
65 Id. at 52-53. 
66 Id. at 38. 
67 Id. at 41. 
68 Jackson & Half, supra note 34, at 12. 
69 Id. 
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securities supervisors emphasize background factors such as market and 
operating processes and trading and settlement concerns, all of which may 
have an adverse impact on the firm’s liquidity.70  Insurance supervisors 
concentrate their efforts on the possibility that disclosure of difficulties in 
individual companies or of regulatory action may adversely impact 
confidence in the overall sector.71   Given that the systemic risks are often 
perceived to be relatively limited, prudential regulation, though not 
irrelevant in the insurance sector, receives far less attention than in 
banking; the primary concern is policyholder protection.72 

Meanwhile, the Joint Forum recently found common concerns 
regarding customer protection and systemic stability across all three 
sectors.73   Given that systemic stability is the common concern across all 
sectors, there is a need for a system designed specifically to counter the 
above-mentioned differences in order to effectively supervise financial 
conglomerates.  This is the reason the Conglomerate Directive of the 
European Union and the Gramm-Leach-Bliley Act of the United States are 
promulgated – to provide legitimate accordance for the exercise of 
supplementary supervision alongside existing solo-basis financial 
regulations.  Both legislations stress the certain extent of information 
sharing and coordination among regulators.74  The demand for 
coordination among regulators further raise the issue on whether to 
restructure regulators, namely, to establish a single unified regulator for 
the purpose of facilitating the effectiveness of supplementary supervision.  
Advocates of the unified regulator system assert that separate regulators 
cannot easily detect group-wide risk, as they only have oversight 
jurisdiction over a given portion of a diversified conglomerate.  Also, the 
unified regulator’s arrangements are more flexible than those of separate 
specialist regulators.  Finally, unification can result in cost savings due to 
a shared infrastructure, administration, and support system.  Unification 
advocates further allege that (1) the effectiveness of separate regulators 
may be impeded by “turf wars” or a desire to “pass the buck”75 in that 

                                                
70 Cross-Sectoral Comparison, supra note 57, at 51. 
71 Id. at 50. 
72 Jackson & Half, supra note 34, at 13. 
73 Cross-Sectoral Comparison, supra note 57, at 58. 

 74 See Council Directive 2002/87, Supplementary Supervision of Credit 
Institutions, Insurance Undertakings and Investment Firms in a Financial Conglomerate, 
2003 O.J. (L 35) 1 (EC) and amending Council Directives 73/239/EEC, 79/267/EEC, 
92/49/EEC, 92/96/EEC, 93/6/EEC and 93/22/EEC, and Directives 98/78/EC and 
2000/12, arts. 11 & 12, 2002 O.J. (L 035) (EC); 12 U.S.C. § 1828 (1999).  Details of both 
legislation will be discussed in later part of this paper.   

75 Richard K. Abrams & Michael Taylor, Assessing the Case for Unified 
Financial Sector Supervision 13-15 (Jul. 6, 2001) (unpublished conference manuscript in 
Risk Management and Insurance International Conference, Taipei, 2001). 
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there is likely to be an overlap of supervisory authority, responsibilities, 
and skills; (2) different agencies may not share common objectives;76and 
(3) maintaining multiple agencies is not cost-effective.   On the other 
hand, opponents of a unified regulator system contend that unified 
regulators do not strike an appropriate balance among the different 
objectives of regulation.  Given the diversity of these objectives, a single 
regulator may not have a clear understanding of the various goals and 
rationales or be able to adequately differentiate among institutions.  Also, 
having a unified regulator may be more inefficient, as it is usually 
associated with a monopoly and tends to be quite bureaucratic, which can 
eliminate healthy regulatory competition.77  Lastly, merging existing 
agencies, or creating new ones, requires political agreement among 
government agencies,78 which is not easily attained.  Advocates proffer 
that the “separate specialist regulator” has stronger expertise on each 
regulated business and is capable of facilitating healthy competition 
among regulators; thus necessarily elevating its status as a more preferable 
model79.   

 

IV. CURRENT FINANCIAL REGULATIONS REGARDING SUPERVISION OF 
FINANCIAL CONGLOMERATES IN CHINA 

Laws and regulations specifically addressing issues related to the 
supervision of financial conglomerates do not exist regardless of the actual 
existence of financial conglomerates in China.  Present financial laws and 
regulations are formulated on a sectoral basis under which bank, insurance 
companies and securities firms are subject to the regulation of different 
groups of laws and to the supervision of different government agencies.  
The following observations aim to discover instruments included in 
respective areas of financial laws and regulations that may be utilized to 
counter the supervisory problems caused by financial conglomerates. 

A. Banking Laws & Regulations 

Authority to supervise commercial banks in China, as mentioned 
above, once belonged to the People's Bank of China, but later was 
surrendered to the newly established CBRC.  These commercial banks are 
required to abide by established ratios between assets and liabilities.  One 
of these ratios is the lending limit to a single borrower.  The Law of 
Commercial Banks provides that the "ratio between the balance of the loan 
of one borrower and the balance of the capital of the commercial bank 
                                                

76 DAVID SCOTT, THE REGULATION AND SUPERVISION OF DOMESTIC FINANCIAL 
CONGLOMERATES, 15 (1994). 

77 Abrams & Taylor, supra note 75, at 21-24. 
78 Id. 
79 Id. at 24. 
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must not exceed 10 percent.”80  Except for this lending limit, no current 
articles in the Law of Commercial Banks discuss the capabilities of 
preventing risk concentration and contagion within financial 
conglomerates because, in principle, commercial banks are prohibited 
from investing in nonbank entities and are not allowed to engage in any 
securities or trust business.81  However, these prohibitions will not apply if 
otherwise provided by the central government.82  This exception has 
allowed the privileged Big Four to expand their scope of business without 
obstacle.   Besides the Law of Commercial Banks itself, the “Guidelines 
on the Management of Risks in Commercial Banks’ Lending to Business 
Group Customers” also provides commercial banks with measures to 
manage the large exposure in credit extension to a business group 
customer.  The guidelines allow the banks to resort to syndicate loans, 
loan participation, loan sales or other measures to diversify the risk on the 
occasion that the credit need of a business group customer exceeds the 
commercial bank’s risk tolerance.83  Pursuant to the guidelines, the “risk 
tolerance” reaches the ceiling either where the total credit lent to a single 
business group customer by a commercial bank exceeds 15 percent of the 
bank’s total capital, or any other situation where the bank feels incapable 
of tolerating the risks arising in the credit extension.84 

As capital of a single financial institution serves as a buffer to 
mitigate the risk the financial institution encounters, capital adequacy 
requirement in respective financial regulations provides a mechanism for 
financial institutions to cope with risks at the institutional level instead of 
allowing the risk spread to other institutions in the group.  After all, 
systems designed to access the group capital adequacy of financial 
conglomerates only plays a complementary role and does not diminish the 
need for the establishment of a solo capital requirement for individually 
regulated financial business.85  The Law of Commercial Banks provides 
two mechanisms on capital requirement – the minimum registered capital 
and requirement on related asset-liability ratio.  For incorporation of a 
commercial bank, the minimum registered capital required is $125 million 
(RMB 1 billion), while the minimum registered capital for urban co-
operative commercial banks and rural co-operative commercial banks are 
respectively $12.5 million (RMB $100 million) and $6.25 million (RMB 
                                                

80 The Law of Commercial Banks of People's Republic of China, art. 39(4) 
(2003). 

81 Id. art. 43. 
82 Id. 
83 Guidelines on the Management of Risks in Commercial Banks’ Lending to 

Business Group Customers, art. 12 (2003).  
84 Id. 
85 The Supervision Report, supra note 31, at 8. 
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50 million).86  Meanwhile, the capital sufficiency rate of a commercial 
bank must not be less than 8 percent; the ratio between the balance of 
loans and the balance of deposits must not exceed 75 percent; and the ratio 
between the balance of circulating assets and the balance of circulating 
liabilities must not be lower than 25 percent.87  The “Regulation 
Governing Capital Adequacy of Commercial Banks” further provides that 
“the required minimum ratios shall be no less than 8 percent for capital 
adequacy and 4 percent for core capital adequacy.”88  Another 
breakthrough in this regulation is the mention of “consolidated 
supervision” which is deemed as the crucial element for the supervision of 
financial conglomerates.  Financial institutions with 50 percent or more of 
their voting shares owned by the commercial bank are eligible for 
consolidation.89  Besides, under certain conditions, the capital of financial 
institutions will also be consolidated even though the commercial bank 
does not own more than 50 percent of their voting share.90   

Banks’ disclosure in the areas of structure of capital, risk exposure 
and capital adequacy are critical to the supervision of financial institutions 
as well as financial conglomerates.91  Disclosure is also an important 
factor to the functioning of an efficient capital market, as the existence of 
information asymmetry results in managers of corporations being far more 
knowledgeable about the companies’ financial and risk situation than 
regulators and investors.92  Commercial banks in China are obliged to 
disclose their financial statements, risk management, corporate 

                                                
86 The Law of Commercial Banks of People's Republic of China, art. 13 (2003). 
87 Id. art.39.  
88 Regulation Governing Capital Adequacy of Commercial Banks, art. 7 (2004). 
89 Id. art. 10.  

90 Id.  Section 2 of Article 10 provides that consolidation should include: “investments 
representing less than 50 percent of the voting shares of financial institutions, and 
meeting one of the following conditions: 

� the bank owns more than 50 percent of the voting shares of financial 
institutions through agreements with other investors; 

� the bank has the power to control the financial and operating policies of 
financial institutions in accordance with articles of association or 
agreements; 

� the bank has the power to appoint and remove majority members of 
boards of directors or other decision making bodies of financial 
institutions; and 

� the bank owns more than 50 percent of the controlling interest in boards 
of directors or other decision-making bodies of financial institutions;” 

91 Basel Committee on Banking Supervision, A New Capital Adequacy 
Framework: Market Discipline 2 (2000). 

92 JILL SOLOMON & ARIS SOLOMON, CORPORATE GOVERNANCE AND 
ACCOUNTABILITY 120 (2004). 
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governance and significant incidents of each year based on the principles 
of authenticity, accuracy, completeness and comparability.93  The banking 
regulator has the authority to require banking institutions to disclose to the 
public, in accordance with applicable regulations, reliable information, 
including, among others, financial reports and statements, risk 
management policies and procedures, changes in the directors and senior 
managers and information on other significant matters.94 

Except for the provisions scattered in above laws and regulations, 
legislators have had no further action to promulgate specific laws 
addressing problems arising from the formation of financial 
conglomerates. 

B. Insurance Laws & Regulations 

The PRC Insurance Law also prohibits insurance companies from 
engaging in other financial-related businesses.  The fund of the insurance 
company may not be used to set up securities operation organizations or to 
invest in enterprises.95  Because insurance is a business that accepts risk 
transferred from others, Article 100 of the Insurance Law was created to 
prevent risk concentration.  It provides that the liability for each risk unit 
of an insurance company – that is, the liability for the maximum possible 
loss caused by each insurance accident – may not exceed 10 percent of the 
combined total of its actual capital and accumulated fund. If there is any 
excess, it shall be reinsured.96  This restriction on taking risk from a single 
risk unit can still be applicable even after the permission of the financial 
conglomerates.   

As for the capital requirement of insurance companies in China, 
the minimum registered capital for the establishment of an insurance 
company is RMB 200 million (approximately 25 million U.S. dollars).97  
It is also mandated that insurance companies maintain their solvency 
margin at least in accordance with the minimum standard at any time.98  
That means an insurance company’s solvency adequacy rate, the equation 
of the actual solvency margin divided by the minimum solvency margin, 
should not drop below 100 percent.99  Otherwise, CIRC may rank those 
                                                

93 Tentative Measures on Information Disclosure of Commercial Banks, arts. 25 
& 26 (2002), available at 
http://fgk.chinalaw.gov.cn/article/bmgz/200205/20020500068768.shtml (last visited Oct. 
28th 2009). 

94 Law of the People’s Republic of China on Banking Regulation and 
Supervision, art. 36 (2004). 

95 The Insurance Law of the People's Republic of China, art.105(3) (2003). 
96 Id. art. 100.  
97 Id. art.73. 
98 Regulations on Administration of Insurance Companies, art. 83 (2004). 
99 Id. art. 87. 
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companies with solvency adequacy rate below 100 percent as key objects 
for regulation, and accordingly adopt certain regulatory measures.100  An 
insurance company’s actual solvency margin is the balance of recognized 
assets minus recognized liabilities.101  The confirmation, computation, and 
reporting of recognized assets and liabilities must comply with the 
relevant regulations of CIRC.102   

A disclosure requirement is similarly imposed on insurance 
companies.  An insurance institution must submit timely business 
operation reports, actuarial reports, financial accounting reports, solvency 
reports, and relevant regulatory reports and statements, according to 
regulations.103 

Overall, insurance laws and regulations are made on a standalone 
basis in which the possibility of their utilization for the supervision of 
financial conglomerates never was considered at the time of promulgation.  

C. Securities Laws & Regulations 
Securities firms in China are supervised by two regulators: the 

securities regulatory body and the state auditing organ.  The securities 
regulatory body under the State Council is responsible for centralizing and 
unifying the supervision and administration of all stock markets in the 
nation.  The state auditing organ supervises by auditing the accounts of 
stock exchanges, securities companies, securities registration and 
settlement organizations, and securities supervision and administration 
organizations.104   

To prevent conflicts of interest, banks are prohibited from 
investing funds in the securities market.105  In addition, when carrying out 
business on its own account, a securities company shall use its self-owned 
funds and funds raised according to law, and business shall only be 
conducted in its own name, and may not be conducted in the name of 
another or in the name of an individual.106  A securities company is also 
barred from giving any form of commitment with respect to its clients' 
profits from the purchase or sale of securities or compensation for losses 
from the purchase or sale of securities.107  The most typical method in 
countering the conflicts of interest – the prohibition of insider trading – is 

                                                
100 Id. 
101 Id. art.84. 
102 Id. 
103 Id. art. 94.   
104 The Securities Law of the People's Republic of China, arts. 7 & 9 (2005). 
105 Id. art. 133. 
106 Id. arts. 133 & 134.  
107 Id. art. 143. 
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also provided in Articles 73 to 76 of the Securities Law.108  Last but not 
least, it is required that securities firms devise a complete internal control 
system and adopt effective methods of segregation so as to prevent the 
conflicts of interests between the firm and customers or between different 
customers.109   

The tool provided by the Securities Law to deal with the risk 
concentration and risk contagion problems completely insulates securities 
firms, insurance companies, and banks from one another. Article 6 of the 
Securities Law provides that securities firms, banks, trust firms, and 
insurance agencies shall operate separately and be administered 
separately, and securities firms, banks, trust firms, and insurance agencies 
shall be established separately.110   

With respect to capital adequacy of securities firms, the 
requirement on minimum registered capital is 50 million RMB for the 
brokerage firm, 100 million RMB for the underwriting firm and 500 
million RMB for the comprehensive firm.111  To mitigate market risk, 
operation risk and other risk, the Securities Law also provides that, “[t]he 
total amount of external liabilities of a securities company may not exceed 
the prescribed multiple of its net assets, and the total amount of its current 
liabilities may not exceed a certain proportion of its total current 
assets.”112  The specific multiple, proportion and administrative measures 
shall be prescribed by the securities regulatory authority under the State 
Council.113 

Likewise, supervision mechanisms in the Securities Law provide 
only limited help to the supervision of financial conglomerates.  

D. Structure of Regulators 

The current structure of financial regulators in China adopts the 
“separate specialist regulator” system.  Three major types of financial 
services, namely banking, insurance, and securities, are supervised by 
different regulatory agencies on a solo basis.  Commercial banks and trust 
companies are supervised by the CBRC while insurance companies are 
subject to the supervision of CIRC. Finally, the CSRC supervises 
securities firms. 

 

                                                
108 For details, see The Securities Law of the People's Republic of China, arts. 73 

- 76 (2005). 
109 Id. art. 136. 
110 Id. art. 6.   
111 Id. art. 127. 
112 Id. art.30. 
113 Id. 
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E. Critiques 
Because financial conglomerates, pursuant to the definition 

above114, comprise at least two different types of financial services, they 
will present supervisory challenges to countries like China that adopt solo 
supervisions, in which each sector or type of financial service is 
supervised by respective authorities on an independent basis.  These 
individual sector supervisors each may lack an comprehensive 
understanding of the conglomerates as a whole.115  In other words, despite 
possessing thorough knowledge regarding the risks of one particular 
entity, a supervisor may nonetheless be ignorant on another entity within 
the same group or the parent company.116  Even though the specific 
supervisor does perceive the risk profile of the entire conglomerate, the 
supervisor still may be restrained to take any action due to lack of rights to 
access to prudential information on other parts of the conglomerate which 
it does not supervise.117  One supervisor may have access to information 
regarding intra-group transactions or other critical factors of group risk 
concentration that is essential for the performance of supervision by 
another, but the information my be wasted if the supervisor in need has no 
access to such information.118  As a result, identifying threats or risks to 
regulated entities or groups as a whole becomes extremely difficult or 
impossible unless information sharing mechanisms and other coordination 
methods exist.  Currently, this is what Chinese financial supervisors lack.  
Therefore, to ensure effective supervision, financial supervision 
authorities in China must at least have adequate powers to share prudential 
information, in particular, intra-group exposure.119  This goal can be 
achieved through the establishment of a system of information sharing and 
coordination among supervisors.   

It is an undeniable fact that, in China, financial conglomerates have 
already existed in many different forms, including “mixed 
conglomerates”.  Mixed conglomerates are defined as “those groups which 
are predominantly commercially or industrially oriented, but contain at 
least one regulated financial entity in some part of their corporate 
structure.”120  Typically, parent companies of mixed conglomerates are 
industrial or commercial with the regulated financial entities embedded 

                                                
114 See supra Part I. 
115 Jackson & Half, supra note 34, at 19.  
116 Id.  
117 Tripartite Group, supra note 3, at 31. 
118 Jackson & Half, supra note 34, at 19. 
119 WALKER, supra note 52, at 192. 
120 Tripartite Group, supra note 3, at 36. 
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downstream in the group structure.121  With such structure, supervisors 
encounter obstacles in assessing group capital adequacy as it is legally and 
practically impossible to include the capital of commercial or industrial 
parents and evaluate the group as a whole.  Similarly, situations like 
harmful intra-group exposure and risk contagion, either financial or 
reputational, become uneasy to detect in mixed conglomerates.  For this 
matter, legislation may either completely prohibit the mixed conglomerate 
or, as a least drastic alternative, add the requirement of legal and 
organizational separation.  To date, neither of these measures has been 
codified anywhere in Chinese financial laws and regulations.  In the short 
term, it is necessary for the Chinese central government and financial 
supervisors, either through law-making or administrative regulation, to 
establish a mechanism to ensure that the intra-group transaction, if there is 
any, within a mixed financial conglomerate can proceed at an “arms-
length” basis and to assess whether the transaction is likely to cause any 
adverse effect to the regulated financial institution.122  In the long term, the 
Chinese government must thoroughly review the policy regarding mixed 
conglomerates to determine whether supervisors can afford the continuous 
existence and growth of mixed conglomerates.   

Existing laws and regulations concerning the supervision of 
financial conglomerates are apparently insufficient.  Since current laws 
and regulations of financial supervision are generally distinguished in 
accordance with categories and segregations of different financial 
services, namely banking, insurance and securities, even though some 
articles in some laws and regulations may be helpful in dealing with 
supervisory issues incurred by financial conglomerates, their function is 
questionable.  The Law of the People’s Republic of China on Banking 
Regulation and Supervision, for instance, obligate CBRC to regulate and 
supervise banking institutions on a consolidated basis.123  The law, 
nevertheless, does not specify how the consolidated supervision should be 
performed; neither does it provide any instruction on the extent of 
consolidation, which involves the legitimacy to consolidate institutions 
regulated by financial regulators other than CBRC.  Other than those 
limited number of articles, China currently lacks a systemic legal 
framework that addresses risks and supervisory issues that concern the 
international community regarding the conglomeration of financial 
services.  As various types of financial conglomerates have already 
operated in China, it is predicable that supervisory problems will start 
emerging in the near future.  Even high-level government officials have 
perceived the trend and are urging lawmakers to make laws to define the 
                                                

121 Id. 
122 Id. at 37. 
123 The Law of the People’s Republic of China on Banking Regulation and 

Supervision, art. 25 (2004). 
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legal corporate structure of financial conglomerates, to distinguish 
permissible from prohibited activities, to promote disclosure, to minimize 
conglomerates’ risk, to compute group capital adequacy and to establish 
coordination mechanism among regulators.124  The demand for a legal 
framework specially designed for the supervision of financial 
conglomerates to complement the insufficiencies of current laws and 
regulations seems to be unavoidable.   

 

V. EXTRACTING EXPERIENCES (1) -- LAWS AND REGULATIONS 
REGARDING THE SUPERVISION OF FINANCIAL CONGLOMERATES FROM 

THE UNITED STATES AND EUROPEAN UNION 
This paper selects for consideration and discussion regulatory 

systems of countries that represent different styles of financial 
conglomerates and divergent methods of regulation.  The selected 
countries are the United States and the members of the European Union 
(EU). 

This thesis has selected the United States, because it recently 
enacted the Gramm-Leach-Bliley Act, which designated the Federal 
Reserve Board as the umbrella supervisor of financial holding companies, 
while sectoral supervisors still retain their role as functional supervisors. It 
is also representative of the financial-holding-company type of financial 
conglomerates.  The Council Directives of the EU will also be discussed, 
particularly because it has thoroughly addressed supervisory issues 
regarding financial conglomerates, such as consolidated supervision, 
double gearing, risk concentration and exposure, and information sharing.   

 

A. The United States 
Before the enactment of the Gramm-Leach-Bliley Act (GLBA) in 

the United States, there were no laws or regulations designed particularly 
for the supervision of financial conglomerates because securities firms and 
insurance companies were not permitted to affiliate with banks.  However, 
some laws and regulations promulgated before the GLBA – for example, 
Section 23A and 23B of the Federal Reserve Act and the Glass-Steagall 
Act – were often referred to as the "Chinese Wall" because they prevented 
the risk concentration and risk contagion problems.  After the enactment 
of GLBA in November 1999, barriers between banking and securities 
created by the Glass-Steagall Act were lowered by allowing banks, 
insurance companies, and securities underwriters to affiliate.125  The 
                                                

124 Xia, supra note 9, at 9.  Mr. Xia Bin is the director of Financial Research 
Center of State Council. 

125 See generally Robert W. Dixon, The Gramm-Leach-Bliley Financial 
Modernization Act: Why Reform In The Financial Services Industry Was Necessary And 
The Act's Projected Effects On Community Banking, 49 DRAKE L. REV. 671 (2001). 
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GLBA also comprehensively restructures the U.S. statutory framework 
governing the banking and financial service industry.126  It grants the 
Federal Reserve Board the plenary authority of "umbrella supervision," as 
opposed to other regulators, namely the functional regulators including 
securities regulators and state insurance regulators, who are granted their 
authority on the basis of the nature of the activity they perform.127  
Important laws and regulations prior to the GLBA and regulatory changes 
in GLBA will be addressed in the following paragraphs. 

1. Restrictions on Affiliate Transactions  
Given that intra-group transactions can facilitate the synergies 

within different parts of the conglomerate and thereby lead to healthy cost 
efficiencies, improvements to risk management, and more effective 
control of capital and funding,128 its regulation has to balance the benefits 
and risks of intra-group transactions.  Hence, pursuant to Section 23A of 
the Federal Reserve Act (hereinafter Section 23A), particular types of 
transactions, namely the covered transactions, are permitted under 
restricted circumstances.  These covered transactions are:  

(A) A loan or extension of credit to the affiliate;  

(B) A purchase of or an investment in securities issued by 
the affiliate;  

(C) A purchase of assets, including assets subject to an 
agreement to repurchase, from the affiliate, except such 
purchase of real and personal property as may be 
specifically exempted by the Board by order or regulation;  

(D) The acceptance of securities issued by the affiliate as 
collateral security for a loan or extension of credit to any 
person or company; or  
(E) The issuance of a guarantee, acceptance, or letter of 
credit, including an endorsement or standby letter of credit, 
on behalf of an affiliate.129   

A bank and its subsidiaries are permitted to engage in a covered 
transaction with an affiliate only if (a) the aggregate amount of covered 
transactions with a single affiliate do not exceed 10 percent of the capital 
                                                

126 Joseph J. Norton et. al., Financial Service Modernization in the U.S. and the 
Gramm-Leach-Bliley Act of 1999, 1 (Jul 6, 2001) (unpublished manuscript, on file with 
Dept. of Risk Mgmt. & Ins., National Chengchi Univ. in Taiwan) [hereinafter Norton]. 

127 Kuan-Chun Chang, The Supervision Of Financial Conglomerates In China In The 
Post WTO Era-- The Challenges Of Risk Concentration And Risk Contagion 11 U. 
MIAMI INT'L & COMP. L. REV. 1, 12 (2003). 

128 Intra-group Transactions and Exposures Principles, supra note 44, at 1.  
129 12 U.S.C. § 371c(b)(7) (2006). 
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stock and surplus of the member bank; and (b) the aggregate amount of 
covered transactions with all affiliates do not exceed 20 percent of the 
capital stock and surplus of the member bank.130  In order to identify the 
value of these covered transactions, Federal Reserve Board’s Regulation 
W provides clear and detailed guidelines for, and timing and valuation of, 
different types of covered transactions.131  In addition, considering the 
character of affiliate transactions, Sections 23A and 23B both provide that 
any transaction by a bank with any person shall be considered as a 
transaction with an affiliate to the extent that the proceeds of the 
transaction are used for the benefit of, or transferred to, that affiliate.132  
However, if “the proceeds of the extension of credit are used to purchase 
an asset through an affiliate of the member bank, and the affiliate is acting 
exclusively as an agent or broker in the transaction, and the asset 
purchased by the non-affiliate is not issued, underwritten, or sold as 
principal by any affiliate of the member bank”, an extension of credit by 
the bank to a non-affiliate must be treated as an extension of credit to an 
affiliate.133  In addition, for safety and soundness concerns, a member and 
its subsidiaries are prohibited from purchasing a low-quality asset from an 
affiliate unless the bank or subsidiary, based on an independent credit 
evaluation, committed itself to purchase the asset prior to the time it was 
acquired by the affiliate.134   

Further, for preventing non-arms-length transactions between the 
bank or its subsidiaries and affiliates, Section 23B of Federal Reserve Act 
requires transactions to proceed under terms and circumstances, including 
credit standards, that are substantially the same, or at least as favorable to 
such bank or its subsidiary, as those prevailing at the time for comparable 
transactions with or involving other nonaffiliated companies; or in the 
absence of comparable transactions, on terms and under circumstances, 
including credit standards, that in good faith would be offered to, or would 
apply to, nonaffiliated companies.135  This section not only applies to the 
covered transactions discussed above, but also applies to transactions 
involving:  

 
(A) The sale of securities or other assets to an affiliate, 
including assets subject to an agreement to repurchase; 
(B) The payment of money or the furnishing of services to 

                                                
130 12 U.S.C. § 371c(a)(1). 
131 See 12 C.F.R. §§ 223.22 - 223.24 (2003). 
132 12 U.S.C. § 371c(a)(2); 12 U.S.C. §371c-1(a)(3) 
133 12 C.F.R. § 223.16(b). 
134 12 U.S.C. § 371c(a)(3). 
135 12 U.S.C. § 371c-1(a)(1)(A). 
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an affiliate under contract, lease, or otherwise; 
(C) An affiliate acts as an agent or broker or receives a fee 
for its services to the bank or to any other person; 
(D) Any transaction or series of transactions with a third 
party—(i) if an affiliate has a financial interest in the third 
party, or (ii) if an affiliate is a participant in such 
transaction or series of transactions.136   
In the event a bank or its subsidiary extends credit or provides 

guarantees to its affiliates in any form, stringent requirements on collateral 
are imposed.  Each loan or extension of credit to, or guarantee, acceptance, 
or letter of credit issued on behalf of, an affiliate by a bank or its 
subsidiary shall, at the time of the transaction, be paired with collateral 
with the market value equal to 100 percent of the amount of such loan or 
extension of credit, guarantee, acceptance, or letter of credit, if the 
collateral involves “(i) obligations of the United States or its agencies; (ii) 
obligations fully guaranteed by the United States or its agencies as to 
principal and interest; (iii) notes, drafts, bills of exchange or bankers’ 
acceptances that are eligible for rediscount or purchase by a Federal 
Reserve Bank; or (iv) a segregated, earmarked deposit account with the 
member bank.”137  Otherwise, the market value of the collateral should, 
respectively equal to 110 percent, 120 percent or 130 percent of the 
amount of such loan or extension of credit, guarantee, acceptance, or letter 
of credit if the collateral is composed of obligations of any State or 
political subdivision of any State; (i) of other debt instruments, including 
receivables; or (ii) of stock, leases, or other real or personal property.138  
The percentage of the collateral is required to be maintained at anytime so 
if any such collateral is subsequently retired or amortized, additional 
eligible replacement collateral should be provided139 except for the 
following transactions: (1) fully secured acceptances, (2) the used portion 
of certain extensions of credit, and (3) purchases of affiliate debt securities 
in the secondary market.140  In addition, the quality and type of collateral 
is also stated in Section 23A – low quality assets or securities issued by 
the affiliates of the bank are ineligible to be the collateral.141   

Additionally, for avoiding potential conflicts of interest and 
possible financial risk contagion, Section 23B explicitly bans two types of 

                                                
136 12 U.S.C. § 371c-1(a)(2). 
137 12 U.S.C. § 371c (c)(1)(A). 
138 12 U.S.C. §§ 371c(c)(1)(B), (C) and (D). 
139 12 U.S.C. § 371c(c)(2). 
140 12 C.F.R. § 223.14. 
141 12 U.S.C. §§ 371-c(c)(3) & (4). 
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transactions.  First, a bank or its subsidiary may not, under a fiduciary 
relationship, purchase any securities or other assets from any affiliate 
unless such purchase is permitted under the instrument creating the 
fiduciary relationship, by court order, or by law of the jurisdiction 
governing the fiduciary relationship.142  Second, a bank or its subsidiary is 
prohibited from, despite acting as principal or fiduciary, knowingly 
purchasing or otherwise acquiring, during the existence of any 
underwriting or selling syndicate, any security if a principal underwriter of 
that security is an affiliate of such bank.143  However, the second 
restriction does not apply to the purchase or acquisition of such securities 
that have been approved, by a majority of the directors of the bank based 
on a determination that the purchase is a sound investment for the bank 
irrespective of the fact that an affiliate of the bank is a principal 
underwriter of the securities.144   

Section 23A was amended to respond to the promulgation of 
Gramm-Leach-Bliley Act.  It mandates the financial subsidiaries of a bank 
to be treated as affiliates rather than ordinary subsidiaries indicated in 
Sections 23A and 23B.145  Although transactions between a bank and its 
financial subsidiary are generally subject to the restrictions under Sections 
23A and 23B, those transactions are exempted from certain restrictions in 
Section 23A.  For instance, the aggregate amount of covered transactions 
between a bank and a single financial subsidiary is not subject to the 10 
percent limit set in Section 23A(a)(1)(A).146  Also, for prudential 
purposes, a bank’s investment in a financial subsidiary of that bank shall 
not include retained earnings of the financial subsidiary147 because any 
purchase of, or investment in, the securities of a financial subsidiary of a 
member bank by an affiliate of the member bank is treated as a purchase 
of or investment in such securities by the member bank.148 

Other than existing Sections 23A, 23B, and Regulation W, it is 
within the authority of the Federal Reserve Board to issue such further 
regulations and orders, including definitions consistent with Sections 23A 
and 23B, which are considered necessary to administer and carry out the 
purposes of restricting affiliate transactions and to prevent evasions 
thereof.149 

                                                
142 12 U.S.C. § 371c-1(b)(1)(A). 
143 12 U.S.C. § 371c-1(b)(1)(B). 
144 12 U.S.C. § 371c-1(b)(2).  See also 12 C.F.R. § 223.53. 
145 12 U.S.C. § 371c(e)(2). 
146 12 U.S.C. § 371c(e)(3)(A). 
147 12 U.S.C. § 371c(e)(3)(B). 
148 12 C.F.R. § 223.23(c). 
149 12 U.S.C. § 371c(f). 
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2. The Gramm-Leach-Bliley Act 

Before the enactment of the Gramm-Leach-Bliley Act ("GLBA") 
in 1999, there was segregation in banking between commercial banking, 
investment banking, and insurance companies.   Under the Glass-Steagal 
Act of 1933, because of the 1929 market crash,150 banks were prohibited 
from engaging in any type of investment banking.151  In addition, the Bank 
Holding Company Act of 1956 also restricted commercial banks’ 
involvement in the insurance business.152  This was also because the 
authority to regulate insurance companies exclusively belonged to state 
regulators while banks were mostly federally regulated.153  For more than 
two decades, there were active discussions and disputes among politicians, 
regulators (i.e. Federal Reserve Board (FRB) and Office of Comptroller of 
Currency (OCC)), industries and academics for reforming the U.S. 
financial services framework in order to make it more suitable for 
deregulatory, internationalizing and internal and external competitive 
pressures (e.g. foreign universal banks).154  Finally, in November 1999, 
Congress settled many aspects of the 20-year long boundary disputes 
among financial service industries, and passed the GLBA which permits 
financial holding companies (FHC) to operate in banking, securities and 
insurance business.155  GLBA also rearranges the supervisory framework 
for the U.S. financial industry.  While the Federal Reserve Board remains 
the authority to supervise bank holding companies and perform the 
function of "umbrella supervision” over financial holding companies, 
under the spirit of functional regulation, insurance activities are still 
regulated largely by the state insurance supervisors, and securities 

                                                
150 The Wall Street Crash of 1929 or The Great Crash was one of the most 

devastating stock-market crashes in American history. The crash marked the beginning of 
widespread and long-lasting consequences for the United States. Though economists and 
historians disagree on exactly what role the crash played in the ensuing economic fallout 
it is widely regarded as the start of the Great Depression. The crash was also the impetus 
for important financial reforms and trading regulations including the subsequent 
promulgation of the Glass-Steagal Act. 

151 See 12 C.F.R. § 255.85. 
152 Bank Holding Company Act of 1956, Pub. L. No. 84-511, 70 Stat. 133 

(codified as amended in scattered sections of 12 and 26 U.S.C.).  See generally Eric 
Gilbert, The Risk and Scope of The Gramm-Leach-Bliley Act, 24 ANN. REV. BANKING & 
FIN. L. 61 (2005). 

153 The state’s power of insurance regulation was provided in 1945 McCarran-
Ferguson Act.  For details, see 15 U.S.C. § 1012 (2006).  

154 Norton, supra note 126, at 1. 
155 WILLIAM A. LOVETT, BANKING AND FINANCIAL INSTITUTIONS LAW 197 (5th 

ed. 2001). 
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activities are mostly regulated by SEC.156  The following discussions are 
based on GLBA’s financial activities provisions and function regulation 
provisions as well as the parallel provisions in Federal Reserve Board’s 
Regulation Y.   

a. Election to Become a Financial Holding Company 
GLBA made amendments to the Bank Holding Company Act by 

permitting companies qualified as bank holding companies (BHC) to elect 
to be a financial holding company (FHC) which may engage in, or may 
acquire and own shares of a company engaging in, certain activities that 
are prohibited to BHCs that are not FHCs.157  The procedure for electing 
to become a FHC is set forth in Regulation Y.158   

In order to become a financial holding company, all depository 
institutions controlled by the bank holding company must be and remain 
well capitalized159 and well managed,160 and the bank holding company 
must have made an effective election to become a financial holding 
company.161  This election must include the filing of a written declaration 
with the appropriate branch of Reserve Bank, which contains the 
following information:  

 
1. A statement indicating the BHC’s election to be a FHC; 
2. The name and head office address of the bank holding company 

and of each depository institution controlled by the bank holding 
company; 

3. Certification regarding the well-capitalized status of each 
depository institution controlled by the BHC as of the date the 

                                                
156 Id. at 198. 
157 MICHAEL GRUSON, GUIDE TO THE REGULATION OF FINANCIAL HOLDING 

COMPANIES 10 (2002). 
158 See 12 C.F.R. §§ 225.81 - 225.94 (2002). 
159 A depository institution subsidiary of a BHC is deemed well-capitalized if it 

maintains a total capital to total risk-based assets ratio of at least 10 percent on a 
consolidated basis and Tier 1 capital to total risk-based ratio of at least 6 percent on a 
consolidated basis.  See 12 C.F.R. § 225.2(r)(2); 12 U.S.C. § 1831o(b)(1)(A) (2000). 

 160 A depository institution is well managed if, at the most recent inspection or 
examination or subsequent review by its appropriate federal banking agency, the 
institution received (1) at least a satisfactory composite rating and (2) at least a 
satisfactory rating for management, if such a rating is given. In the case of a depository 
institution that has not received an inspection or examination rating, a depository 
institution is well managed if the Board has determined, after a review of the depository 
institution’s managerial and other resources and after consulting with the depository 
institution’s appropriate federal and state banking agency, that the institution is well 
managed.  See Federal Reserve Board, Bank Holding Company Supervision Manual sec. 
3901.0 (2004) [hereinafter BHC Supervision Manual]. 

161 12 C.F.R. § 225.81(b).  
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BHC submits its declaration; 
4. Information concerning the capital ratios as of the close of the 

previous quarter for all relevant capital measures for each 
depository institution controlled by the company on the date the 
company submits its declaration; and 

5. Certification of the well-managed status of each depository 
institution controlled by the company as of the date the company 
submits its declaration.162 
 
However, an election by a bank holding company to convert to a 

financial holding company shall not be effective if the Board finds that 
any insured depository institution controlled by the BHC has not achieved 
at least a rating of “satisfactory record of meeting community credit 
needs” under the Community Reinvestment Act163 at the institution's most 
recent examination, and any depository institution controlled by the BHC 
is not both well capitalized and well managed.164  Unless those factors 
incurring the ineffectiveness occurs and the Board notifies the BHC about 
those factors before the effective date, an election filed by a bank holding 
company is effective on the 31st calendar day after the date that a 
complete declaration was filed with the appropriate branch of Reserve 
Bank.165 

b. Financial Activities Provisions 

Title I of the GLBA, which eliminates most of the restrictions laid 
upon the activities of banks and BHCs 66 years prior by the Glass-Steagall 
Act, enables qualified banks and bank holding companies, through FHC or 
financial subsidiary, to provide a wide variety of financial services that 
have been reserved for insurance companies and securities firms.166   

c. FHC Activities 

A financial holding company is permitted to engage in any 
activity, and to acquire and retain the shares of any company engaged in 
any activity, that the Federal Reserve Board (FRB) determines to be 
“financial in nature or incidental to such financial activity; or is 
complementary to a financial activity and does not pose a substantial risk 

                                                
162 12 C.F.R. §§ 225.82(a)-(b). 
163 For details, see BHC Supervision Manual, supra note 160, sec. 3901.0. 
164 12 C.F.R. § 225.82(c). 
165 12 C.F.R. § 225.82(e). 
166 KENNETH R. BENSON ET AL., FINANCIAL SERVICE MODERNIZATION: GRAMM-

LEACH-BLILEY ACT OF 1999. LAW AND EXPLANATION 31 (1999). 
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to the safety or soundness of depository institutions or the financial system 
generally.”167 

1) Activities that are Financial in Nature 
The FRB is endowed with the authority to determine whether an 

activity is “financial in nature”and must consult with the Department of 
the Treasury regarding any proposal to make such a determination.168   
The FRB may only declare an activity to the "financial in nature" without 
objections from the Department of the Treasury.169  The Department of the 
Treasury may also recommend that the Federal Reserve Board find that an 
activity is "financial in nature".170  There are four factors that FRB must 
consider in determining whether an activity is "financial in nature":  

 
1. The purposes of the Bank Holding Company Act and the Gramm-

Leach-Bliley Act;  
2. Changes in the marketplace in which financial holding companies 

compete;  
3. Changes in the technology for delivering financial services; and  
4. Whether the activity is necessary or appropriate to allow a 

financial holding company to compete effectively, to efficiently 
deliver information and services, and to offer customers any 
technological means for using financial services.171   

 
The Bank Holding Company Act (BHCA) identifies the following 

activities as “financial in nature”:172 
 

1. Lending, exchanging, transferring, investing for others, or 
safeguarding money or securities; 

2. Underwriting insurance or annuities, or acting as an insurance or 
annuity principal, broker or agent; 

3. Providing financial or investment advice; 
4. Issuing or selling instruments representing interests in pools of 

assets permissible for a bank to hold directly; 
5. Underwriting, dealing in, or making a market in securities; 
6. Engaging in any activity that the FRB has determined, before the 

enactment of GLBA, to be closely related to banking; 
7. Engaging, in the United States, in any activity that a bank holding 

                                                
167 12 U.S.C. § 1843(k)(1). 
168 12 U.S.C. § 1843(k)(2)(A)(i). 
169 12 U.S.C. § 1843(k)(2)(A)(ii). 
170 12 U.S.C. § 1843 (k)(2)(B). 
171 12 U.S.C. § 1843(k)(3). 
172 12 U.S.C. § 1843(k)(4). 



32 Asian-Pacific Law & Policy Journal [Vol. 11.1 

 

company may engage in outside of the United States; and the FRB 
has determined, to be usual in connection with the transaction of 
banking or other financial operations abroad; 

8. Merchant banking activities; and  
9. Directly or indirectly acquiring insurance portfolio companies.173 

The Federal Reserve Board is instructed to adopt rules that define 
certain specific activities as "financial in nature": (1) lending, exchanging, 
transferring, investing for others, or safeguarding financial assets other 
than money or securities; (2) providing any device or other instrumentality 
for transferring money or other financial assets; and (3) arranging, 
effecting, or facilitating financial transactions for the account of third 
parties.174 

A FHC that commences any "financial in nature" activity is 
required by the new Section 4(k) of the Bank Holding Company Act to 
provide written notice to the Federal Reserve Board within 30 days after 
commencing the activity.175   

A FHC may also request FRB to determine whether an activity not 
identified by either BHCA or Regulation Y is “financial in nature”.176  
Such request must be in writing and contain the following information: (1) 
identify and define the activity sought for determination and specifically 
describe what the activity would involve and how the activity would be 
conducted; (2) explain in detail why the activity should be considered 
financial in nature; and (3) provide information supporting the requested 
determination and any other information required by the FRB relating to 
the proposed activity.177  Normally, the FRB will endeavor to make a 
decision on any request within 60 days following the completion of both 
the consultative process with Department of Treasury and the public 
comment period.178  

2) Activities that are Incidental to Financial Activity 
Regulation Y regards certain activities as “financial in nature” or 

“incidental to financial activity”:  
 

1. Any activities that the Board had determined, either before 
or after the effectiveness of GLBA, to be so closely related 
to banking as to be a proper incident thereto.179  These 

                                                
173 See 12 U.S.C. §§ 1843(k)(4)(A)-(I). 
174 12 C.F.R. § 225.86(e). 
175 12 U.S.C. § 1843(k)(6)(A). 
176 12 C.F.R. § 225.88(a). 
177 12 C.F.R. § 225.88(b). 
178 12 C.F.R. § 225.88(c). 
179 12 C.F.R. §§ 225.86(a)(1) & (2). 
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activities include: (a) providing administrative and other 
services to mutual funds; (b) owning shares of a securities 
exchange; (c) acting as a certification authority for digital 
signatures and authenticating the identity of persons 
conducting financial and nonfinancial transactions; (d) 
providing employment histories to third parties for use in 
making credit decisions and to depository institutions and 
their affiliates for use in the ordinary course of business; (e) 
check cashing and wire transmission services; (f) in 
connection with offering banking services, providing 
notary public services, selling postage stamps and postage-
paid envelopes, providing vehicle registration services, and 
selling public transportation tickets and tokens; and (f) real 
estate title abstracting.180 

2. Any activity that the Board has determined to be usual in 
connection with the transaction of banking or other 
financial operations abroad, which embraces: “(a) 
providing management consulting services, including to 
any person with respect to nonfinancial matters, so long as 
the management consulting services are advisory and do 
not allow the financial holding company to control the 
person to which the services are provided; (b) operating a 
travel agency in connection with financial services offered 
by the financial holding company or others; and (c) 
organizing, sponsoring, and managing a mutual fund.”181 

3. Any activity defined to be financial in nature under sections 
4(k)(4)(A) through (E), (H) and (I) of the BHC Act.182 

4. The FRB is empowered to further determine whether 
certain activities are incidental to financial activities.  For 
example, it may be considered “incidental to financial 
service” if a subsidiary of FHC performs the role as an 
arranger in bringing together one or more buyers and 
sellers of any product or service for transactions that the 
parties themselves negotiate and consummate.183   
 

In the same way as commencing activities that are financial in 
nature, a FHC is obliged to notify the appropriate Reserve Bank in writing 

                                                
180 12 C.F.R. §§ 225.86(a)(2)(i) - (vii). 
181 12 C.F.R. § 225.86(b). 
182 12 C.F.R. § 225.86(c). 
183 For details, see 12 C.F.R. § 225.86(d). 
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within 30 calendar days after commencing an activity that is incidental to 
financial services.184 

3) Activities that are Complementary to a Financial Activity 
Differing from activities which are financial in nature or incidental 

to financial services, obtaining prior approval from the FRB on a case-by-
case basis is necessary if a FHC attempts to engage in or acquire more 
than 5 percent of the outstanding shares of any class of voting securities of 
a company engaged in an activity that the financial holding company 
believes is complementary to a financial activity.185  The request for 
approval must be in writing and fulfill the following requirements: 

 
1. Identify and define the proposed complementary 

activity, specifically describing what the activity would 
involve and how the activity would be conducted;  

2. Identify the financial activity for which the proposed 
activity would be complementary and provide detailed 
information sufficient to support a finding that the 
proposed activity should be considered complementary 
to the identified financial activity;  

3. Describe the scope and relative size of the proposed 
activity as well as revenues expected to be derived from 
and assets associated with conducting the activity;  

4. Discuss risks the activity may reasonably incur to the 
safety and soundness of the subsidiary depository 
institutions of the financial holding company and to the 
financial system generally;  

5. Describe the potential adverse effects, including 
potential conflicts of interest, decreased or unfair 
competition, or other risks, that conducting the activity 
could raise, and explain the methods the FHC seeks to 
adopt to counteract those effects;  

6. Describe the potential benefits to the public, such as 
greater convenience, increased competition, or gains in 
efficiency, that the proposal reasonably can be expected 
to produce; and  

7. Provide any information about the financial and 
managerial resources of the FHC and any other 
information requested by the FRB.186  
 

                                                
184 12 C.F.R. § 225.87(a). 
185 12 C.F.R. § 225.89(a).  See also Gruson, supra note 157, at 81. 
186 Id. 
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After considering three regulatory factors, FRB will provide the 
applicant FHCs its decision in writing.  These factors to be considered are: 
(1) whether the proposed activity is complementary to a financial activity; 
(2) whether the proposed activity would pose a substantial risk to the 
safety or soundness of depository institutions or the financial system 
generally; and (3) whether the proposal could be expected to produce 
benefits to the public that outweigh possible adverse effects.187 

d. Acquiring banks, Insurance Companies and Securities Firms 

The GLBA effectively permits affiliation between bank holding 
companies, insurance companies, and securities firms, under the umbrella 
of a FHC.188  As provided in BHCA, a FHC is permitted to acquire and 
retain the shares of any company engaged in any activity that the Federal 
Reserve Board (FRB) determines to be “financial in nature or incidental to 
such financial activity; or is complementary to a financial activity.189  
Section 225.85 of Regulation Y further implies that any company in which 
the FHC made a controlling or noncontrolling investment under the 
authority to invest in companies engaged in financial activities must be 
“exclusively” engaged in financial activities.190  According to Regulation 
Y, the exclusivity still sustains even though a company acquired or to be 
acquired by a FHC may engage in “activities otherwise permissible” for a 
financial holding company.191  The term “activities otherwise permissible” 
refers to activities other than activities that are financial in nature or 
incidental to financial service as provided in Section 225.86 of Regulation 
Y.192 Nevertheless, this exclusivity requirement is subject to some 
exceptions, namely the mixed acquisition and substantially engagement.  
A FHC is permitted to acquire more than 5 percent of the outstanding 
shares of any class of voting securities or control of a company that is not 
engaged exclusively in activities that are financial in nature, incidental to a 
financial activity, or otherwise permissible for the financial holding 
company under relevant sections of BHCA.193  Besides, it is permissible 
for a FHC to acquire shares of a company which is merely substantially 
engaged in permitted financial activities if at least 85 percent of such 
company's consolidated total annual gross revenues is derived from, and at 
least 85 percent of that company's consolidated total assets is attributable 
                                                

187 12 C.F.R. §§ 225.89(b) & (c). 
188 Scott A. Cammarn, Overview Of The Gramm-Leach-Bliley Act, 4 N.C. 

BANKING INST. 1, 5 (2000). 
189 12 U.S.C. § 1843(k)(1). 
190 Gruson, supra note 157, at 60.  See also 12 C.F.R. § 225.85(a)(1). 
191 12 C.F.R. § 225.85(a)(2). 
192 Gruson, supra note 157 at 60. 
193 12 C.F.R. § 225.85(a)(3)(i).  
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to, the conduct of activities that are financial in nature, incidental to a 
financial activity, or otherwise permissible under the BHCA.194 

e. Merchant Banking Activities 
The BHCA allows a FHC to engage in investment or merchant 

banking activities through directly or indirectly acquiring or controlling 
shares, assets, or ownership interests of a company or other entity, whether 
or not constituting control of such company or entity, engaged in any 
activity not authorized pursuant to the BHCA regardless of acting as 
principal, on behalf of one or more entities, or otherwise.195  This 
permission is subject to several preconditions and restrictions.  First, in the 
case that investment or merchant banking activities are performed on 
behalf of other entities, these entities should not be a depository institution 
or subsidiary of a depository institution that the bank holding company 
controls.196  Second, the shares, assets, or ownership interests are not 
acquired or held by a depository institution of FHC or subsidiary of a 
depository institution.197  Also, a FHC and subsidiaries, for prudential 
purposes, is not allowed to acquire or control merchant banking 
investments on behalf of a depository institution or subsidiary of a 
depository institution.198  Third, investment activities are performed by a 
securities affiliate or an affiliate thereof; or an affiliate of an insurance 
company that provides investment advice to an insurance company, or an 
affiliate of such investment adviser.199  Fourth, these activities are done as 
part of a bona fide underwriting or merchant or investment banking 
activity, including investment activities engaged in for the purpose of 
appreciation and ultimate resale or disposition of the investment.200  
Therefore, a financial holding company is prohibited from directly or 
indirectly, owning, controlling or holding any share, asset or ownership 
interest for a period that exceeds 10 years.201  Fifth, during the period of 
shares, assets or interests holding, the FHC is banned from routinely 
managing or operating such portfolio company or entity except as may be 
necessary or required to obtain a reasonable return on investment upon 
resale or disposition of the investment, such as to avoid or address a 
significant operating loss or in connection with a loss of senior 

                                                
194 12 C.F.R. § 225.85(a)(3)(ii). 
195 12 U.S.C. § 1843(k)(4)(H). 
196 Id. 
197 12 U.S.C. § 1843(k)(4)(H)(i). 
198 12 C.F.R. § 225.170(d). 
199 12 U.S.C. § 1843(k)(4)(H)(ii). 
200 Id. 
201 12 C.F.R. § 225.172(b). 
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management at the portfolio company .202  The period of permitted routine 
management is limited to “the period of time as may be necessary to 
address the cause of the financial holding company's involvement, to 
obtain suitable alternative management arrangements, to dispose of the 
investment, or to otherwise obtain a reasonable return upon the resale or 
disposition of the investment.”203  A financial holding company cannot 
routinely manage or operate a portfolio company for a period greater than 
nine months without prior written notice to the FRB.204   

In order to avert potential risk contagion, a FHC itself is prohibited 
from acquiring or controlling assets, other than debt or equity securities or 
other ownership interests in a company unless (1) the assets are held by or 
promptly transferred to a portfolio company; (2) the portfolio company 
maintains policies, books and records, accounts, and other indicia of 
corporate partnership or limited liability organization and operation that 
are separate from the FHC and limit the legal liability of the FHC for 
obligations of the portfolio company; and (3) the portfolio company has 
management that is separate from the FHC.205 

Since the language of Section 4(k)(4)(H) of the BHCA authorizes a 
FHC to make a controlling or non-controlling merchant banking 
investment in a company “engaged in any activity not authorized pursuant 
to Section 4 of the BHCA”, does this clause indicate that a FHC is not 
permitted to make a merchant banking investment if the investment can be 
made through other authorities granted elsewhere in Section 4 of the 
BHCA?  Given that the fundamental approach of the BHCA is to make 
each investment authority a separate authority instead of making them 
exclude one another, the proper interpretation of the language is that this 
clause simply intends to clarify that Section 4(k)(4)(H) provides grounds 
for a FHC to engage in, through merchant banking investments, activities 
impermissible prior to the enactment of the GLBA.206  However, it is also 
noteworthy that a FHC may not use the merchant banking authority to 
evade restrictions such as consent or approval requirements or restrictions 
that address the conflict of interests or that govern the acquisition of 
financial companies.207 

f. Non-financial Activities 

Under limited circumstances, a FHC may acquire more than five 
percent of the outstanding shares of any class of voting securities or 
                                                

202 12 U.S.C. § 1843(k)(4)(H)(iv); 12 C.F.R. § 225.171(e)(1). 
203 12 C.F.R. § 225.171(e)(2). 
204 12 C.F.R. § 225.171(e)(3). 
205 12 C.F.R. § 225.170(e). 
206 Gruson, supra note 157, at 90-91. 
207 BHC Supervision Manual, supra note 160, at sec. 3907.0.2.2. 
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control of a company that is not engaged exclusively in activities that are 
financial in nature, incidental to a financial activity, or otherwise 
permissible for the FHC under section 4(c) of the BHCA.208  In other 
words, a FHC is permitted to engage in limited nonfinancial activities.  In 
this case, the company to be acquired must be substantially engaged209 in 
activities that are financial in nature, incidental to a financial activity, or 
otherwise permissible for the FHC.210  The acquired company is also 
obliged, within two years from the date the financial holding company 
acquires shares or control, to conform, terminate, or divest all activities 
that are not financial in nature, incidental to a financial activity, or 
otherwise permissible for the FHC under section 4(c) of the BHC Act.211 

In addition, a company that is neither a BHC nor a foreign bank 
and subsequently becomes a FHC after November 12, 1999, may continue 
engaging in any activity and retain direct or indirect ownership or control 
of shares of a company engaged in non-financial activity if (1) the holding 
company was lawfully engaged in the activity or held the shares of such 
company on September 30, 1999; (2) the holding company is 
predominantly engaged in financial activities;212 and (3) the company 
engaged in such activity continues to engage only in the same activities 
that such company conducted on September 30, 1999, and other 
permissible activities.213 In this case, the FHC may continue to engage in 
such non-financial activities or hold shares in companies only to the extent 
that the aggregate annual gross revenues derived from all such activities 
and all such companies does not exceed fifteen percent of the consolidated 
annual gross revenues of the financial holding company.214  The BHCA 
                                                

208 12 C.F.R. § 225.85(a)(3)(i)(C). 
209 Unless the Board determines otherwise, a company will be considered to be 

“substantially engaged” in activities permissible for a financial holding company for 
purposes of paragraph (a)(3)(A) of this section if at least 85 percent of the company's 
consolidated total annual gross revenues is derived from and at least 85 percent of the 
company's consolidated total assets is attributable to the conduct of activities that are 
financial in nature, incidental to a financial activity, or otherwise permissible for a 
financial holding company under section 4(c) of the BHC Act.  See 12 C.F.R.  
§ 225.85(a)(3)(ii). 

210 12 C.F.R. § 225.85(a)(3)(i)(A). 
211 12 C.F.R. § 225.85(a)(3)(i)(C). 
212 A company is predominantly engaged in financial activities if the annual 

gross revenues derived by the holding company and all subsidiaries of the holding 
company (excluding revenues derived from subsidiary depository institutions), on a 
consolidated basis, from engaging in activities that are financial in nature or are 
incidental to a financial activity under subsection (k) of BHCA represent at least 85 
percent of the consolidated annual gross revenues of the company.  See 12 U.S.C. § 
1843(n)(2). 

213 12 U.S.C. § 1843(n)(1). 
214 12 U.S.C. § 1843(n)(3). 
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also create a sunset clause for this type of engagement of non-financial 
activities.  It provides that: 

 [A] Financial holding company engaged in any activity, or 
retaining direct or indirect ownership or control of shares of a company, 
pursuant to this subsection, shall terminate such activity and divest 
ownership or control of the shares of such company before the end of the 
ten-year period beginning on November 12, 1999. The Board may, upon 
application by a financial holding company, extend such ten-year period 
by a period not to exceed an additional five years if such extension would 
not be detrimental to the public interest.215 

g. Financial Subsidiaries of Banks 
Section 121 of the GLBA authorizes a national bank to control a 

financial subsidiary that engages only in activities that are "financial in 
nature" under new Section 4(k) of the BHCA or activities that a national 
bank may engage in directly subject to the same terms and conditions that 
govern the conduct of activities by a national bank.216   Therefore, a 
financial subsidiary of a national bank will now be able to engage in those 
activities that a BHC could have engaged in under Section 4(c)(8) of 
BHCA.217  These activities cannot include engaging as a principal in: (1) 
insuring, guaranteeing, or indemnifying against loss, harm, damage, 
illness, disability, or death, or providing or issuing annuities; (2) real estate 
development or real estate investment activities; or (3) merchant banking 
or insurance portfolio companies.218 

h. Umbrella Supervision  

The new supervisory framework created by the GLBA consists of 
the FRB’s umbrella supervision of consolidated FHCs, oversight of the 
depository institutions by their respective banking agencies, and functional 
regulation of various nonbank entities by their respective agencies.219 

Under the GLBA, the Federal Reserve has supervisory oversight 
authority and responsibility for BHCs, including BHCs that operate as 
FHCs.220  The Federal Reserve’s supervisory oversight role is that of an 
                                                

215 12 U.S.C. § 1843(n)(7).  The rationales of this restriction are: (1) non-
financial affiliations may erode the separation of banking and commerce; (2) non-
financial affiliations may also promote new competitive inequities; and (3) it may 
undermine banking supervision due to contagion risks.  For details, see JONATHAN 
MACEY ET.AL., BANKING LAW AND REGULATION 460-462 (3rd ed. 2001). 
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217 Martin Lybecker, Financial Holding Companies And Financial Activities 

Provisions of the Gramm-Leach-Bliley Act, SL015 ALI-ABA 117, 136 (2006). 
218 Id. 
219 Norton, supra note 126, at 8. 
220 For details, see 12 U.S.C. § 1844 (1999). 
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umbrella supervisor concentrating on a consolidated or group-wide 
analysis of an organization.221   This framework is consistent with and 
incorporates principles that are well established for BHCs.222  With regard 
to consolidated supervision, the Federal Reserve will assess the holding 
company on a consolidated or group-wide basis with the objective of 
ensuring that the holding company does not threaten the viability of its 
depository institution subsidiaries.223  The manner in which the FRB 
fulfills this role will alter with the activities and structure of FHCs, and 
may differ depending on the mix of banking, securities, and insurance 
activities of an FHC.224   

First and foremost, to fulfill its GLBA responsibilities, the FRB 
will interact closely and exchange information with the primary bank and 
functional regulators.225   When considering any formal application, 
declaration, or notification at the FHC level, the FRB has to coordinate 
with the primary bank, thrift, and functional regulators.226   The FRB must 
also build strong relationships with senior management and the boards of 
directors of FHCs, and have access to timely information from FHCs.227  
These relationships should be comprised of heads of significant business 
lines and key internal-audit, control, and risk management officials in 
order to understand how risk-management and internal-control policies 
and procedures established at the consolidated level are being 
implemented and assessed.228  In addition, the FRB has the duty to 
preserve good understanding on the consolidated organization’s legal, 
organizational, and risk-management structure; major business activities; 
and risk exposures and risk-management systems.229  The FRB also needs 
to perceive the nature and degree of involvement of the board of directors 
in overseeing their organization’s risk management and control process at 
the consolidated group level.230  

Second, as to aspects of reporting and examination of FHCs, the 
FRB will, to the fullest extent possible, rely on reports that a FHC or its 
subsidiaries are required to file with federal or state authorities (or self-

                                                
221 BHC Supervision Manual, supra note 160, at sec. 3900.0.1. 
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regulatory organizations) or on reports that are prepared by the federal or 
state authorities.231  The BHCA authorizes the FRB to occasionally require 
a FHC and any subsidiary of such FHC to submit reports under oath, 
which include information regarding (1) its financial condition, systems 
for monitoring and controlling financial and operating risks, and 
transactions with depository institution subsidiaries of the bank holding 
company; and (2) compliance by the company or subsidiary with 
applicable provisions of related laws and regulations.232   With regard to 
the examination, the FRB is granted the authority to examine each FHC 
and each subsidiary of such holding company so as to (1) to inform itself 
of the nature of the operations and financial condition of the holding 
company and such subsidiaries; (2) to inform itself regarding the financial 
and operational risks within the holding company system that may 
possibly threaten the safety and soundness of any depository institution 
subsidiary of such holding company as well as the systems for monitoring 
and controlling such risks; and (3) to monitor compliance with relevant 
laws and regulations, including those governing transactions and 
relationships between any depository institution subsidiary and its 
affiliates.233  Nevertheless, the FRB’s authority of examination should be 
in line with certain restrictions.  The FRB is permitted to examine 
functionally regulated subsidiaries only if (1) the FRB has reasonable 
cause to believe that the target subsidiary is engaged in activities that incur 
a material risk to an affiliated depository institution; (2) the FRB, after 
reviewing relevant reports, reasonably concludes that examination of the 
subsidiary is necessary to adequately inform the FRB; and (3) according to 
reports and other available information, the FRB has reasonable cause to 
believe that a subsidiary violates related laws and regulations, including 
provisions relating to transactions with an affiliated depository institution, 
and the Board cannot make such determination through examination of the 
affiliated depository institution or the bank holding company.234  The 
focus of the examination is also limited.  The FRB should, to the fullest 
extent possible, limit the focus and scope of any examination of a FHC to 
the BHC and any BHC subsidiary that could have a materially adverse 
effect on the safety and soundness of any depository institution subsidiary 
of the FHC.235  In sum, FRB’s power to examine the FHC and its 
functionally regulated subsidiaries should be limited to exclude infringing 
upon the authority of respective banking and functional supervisors. 

                                                
231 Id. at sec. 3900.0.4.2.2.  See also 12 U.S.C. § 1843(c)(1)(B). 
232 12 U.S.C. § 1844(c)(1)(A). 
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Third, the FRB is responsible for assessing consolidated capital 
adequacy of FHCs through the risk profile of the consolidated 
organization.236  FHCs are subject to the Federal Reserve’s holding 
company capital guidelines,237 which set forth minimum capital ratios that 
serve as tripwires for additional supervisory scrutiny and corrective 
action.238  The FRB will review the FHC’s internal risk assessment and 
related capital-analysis process for determining the adequacy of its overall 
capital position.239  Such a review will include consideration of current 
and future economic conditions, business development plans for the 
future, possible stress scenarios, and internal risk-control and audit 
procedures.240   Although the FRB is responsible for assessing the 
consolidated capital adequacy of FHCs, the primary bank, thrift, or 
functional regulators of FHC subsidiaries will continue to set and enforce 
applicable capital requirements for the regulated entities within their 
jurisdiction.  Therefore, the FRB is prohibited from prescribing or 
imposing any capital or capital adequacy rules, guidelines, standards, or 
requirements on any functionally regulated subsidiary of a FHC that is not 
a depository institution and meet the applicable capital requirements of its 
regulator.241  

Fourth, FRB’s supervision should also emphasize the area of risk 
concentration and intra-group exposure and its impact on the depository 
institution and the FHC.  To effectively monitor intra-group exposures and 
risk concentrations, the FRB should: (1) collect data from each depository 
institution subsidiary of FHCs on their covered transactions with affiliates 
that are subject to sections 23A and 23B of the Federal Reserve Act and 
will share that data with primary bank and thrift regulators, while primary 
bank and thrift regulators will continue to monitor and enforce section 
23A and 23B restrictions at individual level; (2) ensure that functional 
regulators will continue to monitor and enforce any intra-group exposure 
restrictions that may apply to the regulated entities within their authorities; 
(3) realize and monitor related-party exposures at the group level 
(including areas such as servicing agreements, derivatives exposures, and 
payments-system exposures); and (4) survey management’s effectiveness 

                                                
236 BHC Supervision Manual, supra note 160, at sec. 3900.0.4.2.3. 
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in supervising and controlling intra-group exposures and risk 
concentrations.242 

Fifth, the FRB can promote sound practices by monitoring trends 
in risk exposures and risk management practices across the FHC groups 
through taking efforts to: (1) initiate regular discussions with FHC 
management centered on specific issues and emerging risks; (2) hold 
regular meetings with primary bank, thrift, and functional regulators to 
explore and discuss issues of mutual interest or concern; (3) coordinate 
interagency working groups or specialty teams to gain early insight into 
risks that cut across the various entities of a conglomerate or groups of 
conglomerates; and (4) organize industry conferences on relevant topics of 
interest.243 

Finally, the BHCA endowed the FRB with the authority to enforce 
certain corrective actions.  If the FRB has reasonable cause to believe that 
the continuation by a FHC of any activity or of ownership or control of 
any of its nonbank subsidiaries, other than a nonbank subsidiary of a bank, 
not only poses a serious risk to the financial safety, soundness, or stability 
of a bank holding company subsidiary bank but also violates sound 
banking principles or the purposes of BHCA, at the election of the FHC, 
the FRB may either (1) order the bank holding company or any such 
nonbank subsidiaries, after due notice and opportunity for hearing and 
after considering the views of the bank’s primary supervisors, to terminate 
such activities or to terminate its ownership or control of any such 
subsidiary either by sale or by distribution of the shares of the subsidiary 
to the shareholders of the bank holding company; or (2) order the FHC, 
after due notice and opportunity for hearing, and after consultation with 
the primary supervisor for the bank, to terminate the ownership or control 
of any such bank by such company.244  

 
i. Functional Regulation 

 
Title II of the GLBA provides for the functional regulation of bank 

securities activities.  For example, the GLBA imposed functional 
regulation on many bank securities activities by subjecting bank broker-
dealer activities as well as bank advising mutual funds to SEC 
supervision.245  However, the House-Senate conference retained some 
limited exemptions to facilitate activities in which banks have traditionally 
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engaged.246  These exemptions are related to the third-party networking 
arrangement, trust activities, traditional banking activities (such as 
commercial paper and exempted securities), employee and shareholder 
benefit plans, sweep accounts, affiliate transactions, private placements, 
safekeeping, custody service, asset-backed securities, and identified 
banking products.247  Other than the above-mentioned activities, securities 
activities conducted in a functionally regulated subsidiary248 of a 
depository institution shall be subject to regulation by the SEC, and by 
relevant State securities authorities, as appropriate, subject to relevant 
laws249 to the same extent as if they were conducted in a non-depository 
institution subsidiary of a BHC.250  Similarly, insurance agency and 
brokerage activities and activities as principal conducted in a functionally 
regulated subsidiary of a depository institution shall be subject to 
regulation by a State insurance authority to the same extent as if they were 
conducted in a non-depository institution subsidiary of a BHC.251   

j. Foreign FHC 

Considering foreign banks’ special form of existence in the U.S. 
and the “home country regulation”252 and “reciprocity”, Regulation Y 
provides foreign banks with special treatment as to what circumstances 
they will be treated as a FHC and how they elect to become a FHC if they 
intend to do so.   

                                                
246 Benson, supra note 166, at 53.   
247 Id. See also 15 U.S.C. § 78c(a)(4)(b) (1999). 

248 Pursuant to 12 U.S.C. § 1844(c)(5), the term “functionally regulated subsidiary” 
means any company— (A) that is not a bank holding company or a depository institution; 
and (B) that is— (i) a broker or dealer that is registered under the Securities Exchange 
Act of 1934 [15 U.S.C. § 78a et seq.]; (ii) a registered investment adviser, properly 
registered by or on behalf of either the Securities and Exchange Commission or any 
State, with respect to the investment advisory activities of such investment adviser and 
activities incidental to such investment advisory activities; (iii) an investment company 
that is registered under the Investment Company Act of 1940 [15 U.S.C. § 80a–1 et seq.]; 
(iv) an insurance company, with respect to insurance activities of the insurance company 
and activities incidental to such insurance activities, that is subject to supervision by a 
State insurance regulator; or (v) an entity that is subject to regulation by the Commodity 
Futures Trading Commission, with respect to the commodities activities of such entity 
and activities incidental to such commodities activities.  

249 For details see 15 U.S.C. § 6701 (1999). 
250 12 U.S.C. § 1844(c)(4)(A). 
251 12 U.S.C. § 1844(c)(4)(B). 
252 “Home country regulation” occurs when the U.S. allow a foreign financial 

institution to conduct business in the U.S. under the same terms and conditions as those 
that apply to the foreign financial institution in its home country.  See MACEY, supra note 
215, at 800. 
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Where a foreign bank operates a branch or agency or owns or 
controls a commercial lending company in the United States, any 
company that owns or controls such a foreign bank will be treated as a 
financial holding company if: (1) the foreign bank, any other foreign bank 
that maintains a U.S. branch, agency, or commercial lending company and 
is controlled by the foreign bank or company, and any U.S. depository 
institution subsidiary that is owned or controlled by the foreign bank or 
company, is and remains well capitalized and well managed; and (2) the 
foreign bank, and any company that owns or controls the foreign bank, has 
made an effective election to be treated as a financial holding company.253  
As for the “well-capitalized” requirement, principles of both home country 
regulation and national treatment may apply.  A foreign bank will be 
considered “well capitalized” if one of the following two sets of criteria is 
satisfied: 

The first criteria is as follows: (1) its home country supervisor has 
adopted risk-based capital standards consistent with the Capital Accord of 
the Basel Committee on Banking Supervision; (2) the foreign bank 
maintains a Tier 1 capital to total risk-based assets ratio of 6 percent and a 
total capital to total risk-based assets ratio of 10 percent, as calculated 
under its home country standard; and (3) the foreign bank's capital is 
comparable to the capital required for a U.S. bank owned by a FHC.  

A foreign bank will also be considered “well capitalized” if the 
foreign bank has obtained a determination from the FRB that the foreign 
bank's capital is otherwise comparable to the capital that would be 
required of a U.S. bank owned by a FHC.254 

With respect to the “well-managed” requirement, a foreign bank 
will be considered “well managed” if: (1) at least a satisfactory composite 
rating was given to the foreign bank’s U.S. branch, agency, and 
commercial lending company operations in its most recent evaluation by 
the FRB; (2) the home country supervisor of the foreign bank agree on the 
foreign bank expanding its activities in the United States to include 
activities permissible for a FHC; and (3) the management of the foreign 
bank meets standards comparable to those required of a U.S. bank owned 
by a FHC.255  

The procedure of election to be treated as a FHC is similar to the 
election process of domestic BHC.  The foreign bank that operates a 
branch or agency or owns or controls a commercial lending company in 
the United States, or a company that owns or controls such a foreign bank, 
may elect to be treated as a financial holding company by filing a written 
declaration with the appropriate FRB.256  Such election is effective on the 
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31st day after the date that an election was received by the appropriate 
FRB, unless the Board notifies the foreign bank or company prior to that 
time that: (1) the election is ineffective; or (2) the period is extended with 
the consent of the foreign bank or company making the election.257  

When performing the function of ongoing supervision over the 
foreign FHC, if the FRB discovers that the foreign bank ceases to be well 
capitalized or well managed, the FRB will notify the foreign bank and 
company in writing regarding the noncompliance.258  Regulation Y also 
imposes on foreign FHCs the duty of notification regarding its 
noncompliance.259  The foreign bank or company must execute an 
agreement acceptable to the FRB to comply with all applicable capital and 
management requirements within 45 days after receiving the notification 
form FRB.260  An agreement to correct a capital or management deficiency 
must be acceptable to the FRB and include (1) an explanation of the 
specific actions that the foreign bank or company will take to correct all 
areas of noncompliance; (2) a schedule within which each action will be 
taken; and (3) provision of any other information that the FRB may 
require.261  If a foreign bank or company fails to correct the conditions 
described in FRB’s notice within 180 days of receipt of the notice or 
additional time the FRB allows, for safety and soundness purposes, the 
FRB may order the foreign bank or company to terminate the foreign 
bank's U.S. branches and agencies and divest any commercial lending 
companies owned or controlled by the foreign bank or company.262 

k. Critiques 

There is no doubt that the enactment of the GLBA reflects 
regulators’ and legislators’ efforts in allowing the affiliation between 
banks, insurance, companies and securities through the financial holding 
company system or banks’ financial subsidiaries.  However, the rationale 
of financial activities provisions in the GLBA seems to be extremely bank 
centered,263 and therefore creates competitive disadvantages to both 
insurance companies and securities firms.  Although the GLBA repealed 
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the remaining two sections of the Glass-Steagall – sections 20 and 32,264 
sections 16 and 21 of the Glass-Steagall remain unshaken after Gramm-
Leach-Bliley.  The affiliation between banks and securities firms or the 
expansion of a bank’s power creates no two-way street for securities firms 
that intend to engage in commercial banking business as the remaining 
two sections of the Glass-Steagall explicitly prohibits securities firms from 
offering commercial banking service.265  Such design even provides banks 
the possibility of commencing anti-competitive activities through “tying 
arrangements”.  To illustrate, a commercial bank may demand that one of 
its loan clients contract with its securities affiliate for underwriting 
services and reward the client with more favorable lending terms.266  This 
competitive advantage creates a threat to non-affiliated securities firms.267  
Even though securities firms contemplate entering commercial banking 
business through acquiring an existing BHC or through establishing a 
brand new FHC, they may encounter significant disadvantages because 
costs to acquire a BHC or establish a new FHC are higher than for a bank 
to conduct permissible securities business itself or through its financial 
subsidiary.  Similar disadvantages will affect the insurance industry as 
well.  The GLBA actually generates intensifying competitive pressures on 
insurance companies by encouraging the number of banks conducting 
insurance to increase. Consequently, the insurance company alone will be 
insufficient to neutralize the unprecedented size advantage held by the 
largest banks over the largest insurance companies.268 

With respect to the functional regulation, regulatory authority is 
allocated on the basis of the nature of the activity being performed rather 
than on the basis of the institutional identity of the firm conducting the 
activity.269  The issue is whether it is possible to categorize all types of 
activities to fit into respective functional regulation regimes.  Some 
suggest that technological innovation and market developments have 
blurred the lines between banking, securities, and insurance, which has 
made functional regulation virtually impossible because new types of 
financial products, such as e-based products and services or untapped 
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sectors of hybrids, involved in banking, securities, and insurance, are 
becoming indistinguishable to customers and regulators.270   

Others advocate from the theory of financial intermediaries 
distinguishing traditional commercial banking, insurance and securities 
services.  The unique function of any financial intermediary is to 
transform one financial asset into another financial asset.271  Banks are 
financial intermediaries because they occupy a position between the 
investor and the ultimate investment, and the investor in a financial 
intermediary has a claim only against the intermediary and not against the 
firms or other ventures in which the intermediary invests.272  Further, the 
unique feature making the bank a special intermediary is their combination 
of financial intermediation with transaction services, which enable them to 
use short-term deposits to provide borrowers with medium- and long-term 
funds so as to allow the transfer of wealth among people easily.273   

On the other hand, insurance companies, though financial 
intermediaries, possess an exclusive function too.  Insurance is a risk-
pooling arrangement in which the insurer assumes the risk transferred 
from the insured and receives premiums that are sufficient to fund its 
expected claim and administrative costs as consideration.274  Given that 
identifying the unique character of banks and insurance companies 
presents an obstacle, it is possible to distinguish banking, insurance, and 
securities services.  In fact, there is no conflict between the two 
arguments.  In the traditional sense, the boundary between banking, 
insurance, and securities is undoubtedly unequivocal.  Nevertheless, rapid 
innovation and the increasing complexity of financial products penetrate 
the boundaries recurrently.  Financial products that involve two or more 
financial sectors are growing.  For example, the variable annuity sold by 
life insurance companies in which the return credit depends on the return 
of stock and bond that a policyholder chooses, and no minimum rate of 
return is guaranteed.  Therefore, there are increasing challenges for 
functional regulators to identify the key features of financial products and 
determine to which authority it should be subjected.275  Closer 
                                                

270 Jonathan Macey, The Business Of Banking: Before And After Gramm-Leach-
Bliley, 25 J. CORP. L. 691, 709 (2000).  See also Michael P. Malloy, Functional 
Regulation: premise or Pretext?, in FINANCIAL MODERNIZATION AFTER GRAMM-LEACH-
BLILEY 184 (2002). 

271 JORDI CANALS, UNIVERSAL BANKING: INTERNATIONAL COMPARISONS AND 
THEORETICAL PERSPECTIVES 27 (1997). 

272 Jonathan Macey, The Business Of Banking: Before And After Gramm-Leach-
Bliley, 25 IOWA J. CORP. L. 691, 712 (2000). 

273 Id. 
274 SCOTT E. HARRINGTON & GREGORY NIEHAUS, RISK MANAGEMENT AND 

INSURANCE 115 (1999). 
275 Id. at 610. 
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coordination and cooperation among functional regulators and more 
involvement of the umbrella supervisor may be a solution to address this 
issue.   

Another issue facing functional regulation is the overlap and 
competition among regulators.  It is the concern that with individual 
financial institutions being regulated by several regulators simultaneously, 
some activities of these complex financial institutions might not receive 
the appropriate level of scrutiny if related functional regulators pass the 
buck amongst each other.276  Conversely, as respective functional 
regulators and umbrella supervisors have different objectives in 
performing supervision, competitions among these regulators and 
supervisors are sometimes inevitable.  Although competition among 
regulators and supervisors is not completely unhealthy, it is possible that 
the outcome of regulatory competition is the product of compromise.  One 
example is the corporate structure debate that has taken place between the 
FRB and OCC during the process of drafting the GLBA.  The FRB took 
the position that banks’ involvement in new financial activities should 
only be permitted in holding company affiliates and the use of operating 
subsidiaries should not be permitted because the latter can create moral 
hazards and therefore cause damage to the safety and soundness of banks 
and ultimately to Federal safety net.277  OCC, on the other hand, suggested 
a completely different direction by advocating that use of operating 
subsidiaries for new activities would not only strengthen banks and the 
Federal Deposit Insurance System, but also benefit customers.278  The 
final product of the GLBA is a compromise because it permitted a holding 
company affiliate model and granted limited power to financial 
subsidiaries.  The GLBA addressed these issues by imposing on the FRB 
regulatory responsibility for overseeing all financial services organizations 
from a safety and soundness perspective.279  However, designating the 
FRB as an umbrella supervisor raises another concern of potential threats 
to the reduction or elimination the healthy regulatory competition that 
existed previously among the OCC, the FRB, the FDIC, and numerous 
state regulatory authorities.280  No solution regarding this ongoing debate 
seems to be available at this moment as the structure of regulation and the 
allocation of powers among regulators are worldwide issues.  To find an 
ideal model for regulatory structure is no easy task. 
                                                

276 Macey, supra note 272, at 711. 
277 Constance Z. Wagner, Structuring the Financial Service Conglomerates of 

the Future: Does the Choice of Corporate Form to House new Financial Activities of 
National Bank Matter?, 19 ANN. REV. OF BANKING L. 329, 392-394 (2000).   
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B. The European Union 

European Union ‐Directive on the supplementary supervision of 
credit institutions insurance undertakings and investment firms in a 
financial conglomerate.281 

On April 26, 2001, the European Commission presented a proposal 
for a Directive that would introduce group-wide supervision of financial 
conglomerates.282  The Directive entered into force on February 11, 2003, 
and Member States must transpose the Directive into their national 
legislation within 18 months.283   This Directive would require closer 
cooperation and information sharing among supervisory authorities across 
sectors.  It would also introduce initial steps to align the rules for financial 
conglomerates with homogeneous financial groups (dealing in a single 
financial sector, such as banking) so as to ensure equivalence of treatment 
and a level playing-field.  This Directive has been prompted by continuing 
consolidation in the financial services sector that has created cross-sectoral 
financial groups with activities in both the banking/investment services 
and insurance sectors.  The emergence of these groups, known as financial 
conglomerates, requires an appropriate regulatory framework.  

Before the passage of this Directive, the EU legal framework for 
the supervision of financial institutions covered only so-called sectoral 
supervision; that is, supervision over institutions within a particular sector 
of the financial industry.  Cross-sectoral supervision of financial groups, 
combining institutions from different financial sectors, existed only on 
limited occasions.284  This Directive has had regulated entities that have 
obtained an authorization pursuant to one of the sectoral directives subject 
to supplementary supervision within the meaning of this Directive.285   
Supplementary supervision only applies to regulated entities that are 
formed and authorized in the EU.286  It is also important to note that this 
                                                

281 See Council Directive 2002/87, Supplementary Supervision of Credit 
Institutions, Insurance Undertakings and Investment Firms in a Financial Conglomerate, 
2003 O.J. (L 35) 1 (EC) and amending Council Directives 73/239/EEC, 79/267/EEC, 
92/49/EEC, 92/96/EEC, 93/6/EEC and 93/22/EEC, and Directives 98/78/EC and 
2000/12/EC of the European Parliament and of the Council, 2002 O.J. (L 035) 1-27 (EC). 

 
283 HENNING SCHOPPMANN ET AL., EUROPEAN BANKING AND FINANCIAL 

SERVICE LAW 37 (2004). 
284 For example, Council Directive 2002/87, arts. 55(2), 56(4), 2003 O.J. (L 35)  

(EC), requires cooperation and exchange of information between the different 
supervisory authorities if a credit institution, financial holding company or mixed- 
activity holding company has as a subsidiary an insurance company or another 
undertaking providing investment services. 

285 Council Directive 2002/87, arts. 1, 4(1), 2003 O.J. (L 35) (EC). 
286 Non-EU based regulated entities are subject to another standard, namely 

“equivalent supplementary supervision”.  For details, see infra part IV.E. 



2009]  Chang      51 

 

Directive does not replace the existing supervision of the different sectoral 
groups, but introduces supplementary supervision of the regulated entities.  
The Directive does not lead to supervision of unregulated entities within a 
group on a stand-alone basis.287  

1. Financial Conglomerates 
According to this Directive, a financial conglomerate is defined as 

a group of undertakings integrated based on the relationship of parent-
subsidiary,288 participation,289 and a horizontal structure.290  To be 
qualified as a financial conglomerate, the group should meet the following 
conditions: (a) a regulated entity within the meaning of Article 1 is at the 
head of the group or at least one of the subsidiaries in the group is a 
regulated entity;291 and (b) if the financial conglomerate is headed by an 
EU-regulated entity, the activities of the entities in the insurance sector 
and the activities of the entities in the banking and investment services 
sector (taken together) must be significant (each financial sector must 
represent at least ten percent of the group on the balance sheet or the 
balance sheets of the smallest sector in the group must exceed € 6 
billion);292 or (c) if the group is not headed by an EU-regulated entity, the 
group’s activities must mainly occur in the financial sector (based on the 
balance sheets, the financial sector entities must represent at least forty 
percent of the group).293 On the other hand, a group that is headed by an 
EU-regulated entity qualifies as a financial conglomerate even though its 
activities do not mainly occur in the financial sector.   

                                                
287 Council Directive 2002/87, arts. 4(5), 2003 O.J. (L 35) (EC). 
288 Council Directive 2002/87, arts. 2(9) & (10), 2003 O.J. (L 35) (EC). 
289 “Participation ” means “(1) 'participation,' which means direct ownership or 

by way of control of 20 percent or more of the voting rights or capital of an undertaking, 
or (2) a right in the capital of other undertakings which “by creating a durable link with 
those [other] undertakings, are intended to contribute to the company’s [the holder of the 
participation] activities”.  See Council Directive 2002/87, art. 2(11), 2003 O.J. (L 35) 
(EC). 

290 A “horizontal structure” exists without an equity relationship if undertakings 
are managed on a unified basis pursuant to a contract or charter provision or if the 
administration, management or supervisory bodies of both undertakings consist for the 
major part of the same persons. A horizontal structure is a case of control without equity 
investment.  See Council Directive 2002/87, art. 2(12), 2003 O.J. (L 35) (EC). 

291 “Regulated entity” refers to “entities which have obtained an authorization 
pursuant to Article 6 of Directive 73/239/EEC, Article 6 of Directive 79/267/EEC, 
Article 3(1) of Directive 93/22/EEC or Article 4 of Directive 2000/12/EC, and which are 
part of a financial conglomerate.”  See Council Directive 2002/87, art. 1, 2003 O.J. (L 35) 
1 (EC). 

292 Council Directive 2002/87, art. 14(e), 2003 O.J. (L 35) (EC). 
293 Council Directive 2002/87, art. 14(c), 2003 O.J. (L 35) (EC). 
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This Directive also extends its application to the “mixed financial 
holding company”.  By definition, any financial conglomerate that is 
headed by a non-regulated entity is a mixed financial holding company.294  
The mixed financial holding company could be a non-regulated financial 
sector entity, such as a financial institution other than an investment firm 
(a mere holding company without its own activities would likely be a 
financial institution) or a reinsurance undertaking, or it could be a 
commercial or industrial company.295  A financial conglomerate headed by 
a mixed financial holding company is subject to supplementary 
supervision only if the mixed financial holding company is located in the 
EU.296   Similarly, if the financial conglomerate is headed by a regulated 
entity, it is subject to supplementary supervision while the regulated entity 
is an EU-regulated entity.297  A financial conglomerate headed by a non-
EU-regulated entity and a financial conglomerate headed by a mixed 
financial holding company having its head office outside the EU are still 
financial conglomerates, but the regulated entities in those financial 
conglomerates are not subject to supplementary supervision.   Instead, 
they are submitted to equivalent supplementary supervision by the home 
country of the non-EU-regulated entity or the mixed financial holding 
company or to analogous or appropriate supplementary supervision by a 
Member State under the Supplementary Supervision Directive.298 

This Directive also grants broad range of discretion for competent 
authorities.  The competent authorities have discretion to apply 
supplementary supervision to groups that do not qualify as a financial 
conglomerate but are in control of or have investment in a regulated 
entity.299   Regulated entities in such quasi-financial conglomerates are 
subject to supplementary supervision if (1) at least one of the regulated 
entities is an EU-regulated entity; (2) at least one of the entities in the 
quasi-financial conglomerate is within the insurance sector and at least one 
is within the banking or investment services sector; and (3) the 
consolidated and/or aggregated activities of the entities in the quasi 
financial conglomerate within the insurance sector, and the consolidated 
and/or aggregated activities of the entities within the banking and 
investment services sector are each significant.300 
                                                

294 Council Directive 2002/87, art. 5(3), 2003 O.J. (L 35) (EC). 
295 Michael Gruson, Supervision of Financial Conglomerates in the European 

Union 8 (Working Paper No. NYDOCS01/1000894.2, 2004), available at 
www.imf.org/external/np/leg/sem/2004/cdmfl/eng/gruson.pdf (last visited Jan. 17, 2010). 

296 Council Directive 2002/87, art. 5(2)(b), 2003 O.J. (L 35) (EC). 
297 Council Directive 2002/87, arts. 2(14), 5(2)(a), 2003 O.J. (L 35) (EC). 
298 Council Directive 2002/87, arts. 5 (3), 18, 2003 O.J. (L 35) (EC). 
299 Council Directive 2002/87, art. art. 5(4), 2003 O.J. (L 35) (EC). 
300 Id.  
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This Directive does not impose on financial conglomerates a duty 
to report to or file with any supervisory authority simply for the fact that 
they are financial conglomerates.  Competent authorities must determine 
whether a regulated entity authorized by it is a member of a group that 
may be a financial conglomerate which has not yet been identified 
according to this Directive.  If the question of existence of unidentified 
financial conglomerates is answered in the affirmative, the competent 
authority shall communicate its view to the other competent authorities 
concerned.  The coordinator should inform the parent of the group (or in 
the absence of a parent, the regulated entity with the largest balance sheet 
held in the most important financial sector in the group) that the group has 
been identified as a financial conglomerate and the subsequent 
appointment of the coordinator.301  The coordinator should also inform the 
competent authorities that have authorized regulated entities in the group 
and the competent authorities of the Member States in which the mixed 
financial holding company has its head office, as well as the EU 
Commission.302 

2. Supplementary Supervision 

The Directive introduces substantial approaches regarding the 
supplementary supervision of regulated entities in a financial 
conglomerate, particularly in the aspects of capital adequacy, intra-group 
transactions and risk concentration, and management.  For each financial 
conglomerate, this Directive requires that a single coordinator should be 
appointed from among the competent authorities of the Member States 
concerned.303   It is also required that competent authorities are charged 
with the duty to cooperate and exchange information.304 

a. Capital Adequacy 
The financial condition of a financial conglomerate is undoubtedly 

the primary issue of the supervision.  Thus, Annex I of the Directive 
requires the competent authorities to exercise supplementary supervision 
over the capital adequacy of the regulated entities within a financial 
conglomerate.305   The principal objective of supplementary group-wide 
capital adequacy requirements is to eliminate any inappropriate intra-
group creation of individual funds, such as double or multiple gearing or 
excessive leverage.  In such situations the same funds are used 
simultaneously as a buffer to cover the capital requirements of the parent 

                                                
301 Council Directive 2002/87, art. 4(2), 2003 O.J. (L 35) (EC). 
302 Id.  
303 Council Directive 2002/87, arts. 10, 11, 2003 O.J. (L 35) (EC). 
304 Council Directive 2002/87, art.12, 2003 O.J. (L 35) (EC). 
305 Council Directive 2002/87, art. 6(1), 2003 O.J. (L 35) (EC). 
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company as well as the requirements of the subsidiary.306  To reach this 
objective, the competent authorities must require the regulated entities in a 
financial conglomerate to provide their own funds at the level of the 
financial conglomerate that are at least equal to the capital adequacy 
requirements as calculated in accordance with Annex I of the Directive.307  
In addition, certain entities in the financial conglomerate that may not be 
subject to capital adequacy requirements on a stand-alone basis must 
nonetheless be included for the purpose of calculating capital adequacy at 
the level of the financial conglomerate.308 

Annex I provides three methods to calculate the solvency position 
on the level of a financial conglomerate: 

a.  Accounting Consolidation Method 
The Accounting Consolidation Method uses consolidated accounts 

as a basis for calculating the supplementary capital adequacy so it is only 
applicable for consolidated groups.  The supplementary capital adequacy 
is the difference between: (1) the individual funds of the financial 
conglomerate calculated on the basis of the consolidated position of the 
group; and (2) the sum of the solvency requirements for each different 
financial sector represented in the group.309  

Because this method's starting point and basis are the fully 
consolidated accounts of the financial conglomerate, all intra-group on- 
and off-balance sheet accounts or exposures have been eliminated and the 
effects of double or multiple gearing and excessive leverage are 
equated.310  Calculating the group-wide capital adequacy simply consists 
of the deduction of the solvency requirements of the group's sectors from 
the consolidated own funds.311 

b.  Deduction and Aggregation Method 
The calculation of the supplementary capital adequacy in the 

Deduction and Aggregation Method is done on the basis of the single 
accounts of each entity in the group.  The supplementary capital adequacy 
shall be calculated on the basis of the accounts of each of the entities in 
the group as the difference between: (1) the sum of the individual funds of 
each regulated and non-regulated entity in the financial conglomerate; and 
(2) the sum of: (a) the solvency requirements for each regulated and non-
regulated entity in the group plus (b) the book value of the participations 
in other entities of the group.312 
                                                

306 Tripartite Group, supra note 3, at 17. 
307 Council Directive 2002/87, art. 6(2), 2003 O.J. (L 35) (EC). 
308 Council Directive 2002/87, art. 6(5), 2003 O.J. (L 35) (EC). 
309 Council Directive 2002/87,  Annex I (II), 2003 O.J. (L 35) (EC). 
310 Michael Gruson, supra note 295, at 19. 
311 Id. 
312 Council Directive 2002/87, Annex I (II), 2003 O.J. (L 35) (EC). 
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The effect of this method is to pretend the situation of consolidated 
accounts and, therefore, to eliminate multiple gearing, excessive leverage, 
and the misuse of accounting margins relating to the book value of 
participations by deducting those participations.313 

c.   Requirement Deduction Method 
Under the Requirement Deduction Method, the calculation of the 

supplementary capital adequacy shall be carried out on the basis of the 
accounts of each of the entities in the group as the difference between: (1) 
the individual funds of the parent undertaking or the entity at the head of 
the financial conglomerate; and (2) the sum of the solvency requirement of 
the previously-mentioned parent undertaking or the head plus the higher of 
the book value of the parent undertaking's participation in other entities in 
the group and these entities' solvency requirements.314  

The competent authorities should require regulated entities to have 
in place proper capital adequacy policies at the level of the financial 
conglomerate as well as appropriate internal control mechanisms 
regarding capital adequacy.315   

The competent authorities have the discretion not to include a 
particular entity in the calculation of group capital adequacy if: (1) the 
entity is located in a third country where there are legal impediments to 
collecting the necessary information, (2) the entity is of negligible interest 
with respect to the objective of the supplementary supervision of regulated 
entities in a financial conglomerate, or (3) the inclusion of the entity 
would be inappropriate or misleading with respect to the objectives of 
supplementary supervision.316    

Moreover, the competent authorities responsible for the 
supervision of the regulated entities in the financial conglomerate must 
ensure that the necessary measures are adopted by the entities under the 
circumstances that: (1) the capital adequacy position at the level of the 
financial conglomerate falls below the requirements, (2) the capital 
adequacy policies are not adequate, (3) the internal control mechanisms 
are not appropriate, or (4) the requirements are met but the solvency may 
nevertheless be jeopardized.317 

b. Risk Concentration and Intra-group Transactions 
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Another vital part of the Directive is the supplementary 
supervision over intra-group transactions318 and risk concentration319 of 
regulated entities in a financial conglomerate.320   

Intra-group transactions can create risks and raise supervisory 
attention under the following circumstances: (1) their capital or income is 
inappropriately transferred from the regulated entity; (2) they are on terms 
or under circumstances which parties operating at arm's length would not 
allow and may be disadvantageous to a regulated entity; (3) they can 
adversely affect the solvency, the liquidity, and the profitability of 
individual entities within a group; or (4) they are used as a means of 
supervisory arbitrage in order to evade capital or other regulatory 
requirements altogether.321  Intra-group transactions are closely related to 
the risk of contagion within a financial conglomerate.  As risk contagion 
occurs when some parts of a conglomerate are having financial difficulties 
which infect other healthy parts of the conglomerate, the operation of the 
healthy parts may be hampered or even made impossible.322  Therefore, 
intra-group transactions can significantly aggravate problems for a 
regulated entity once contagion spreads.323 

According to the definition provided in the Directive, intra-group 
transactions are made by a regulated entity in a financial conglomerate 
with any other undertaking in the financial conglomerate.324  However, 
intra-group transactions often include transactions with natural or legal 
persons linked to the undertakings within the group by close links, even 
though such linked persons are not members of the group, and, 
consequently, not members of the financial conglomerate.325   Also, the 
intra-group transactions are not limited to transactions of EU-regulated 
entities within a financial conglomerate, but rather to transactions of any 

                                                
318 Intra-group transactions define as: all transactions by which regulated entities 

within a financial conglomerate rely either directly or indirectly upon other entities within 
the same group for the fulfillment of an obligation, whether or not contractual, whether or 
not for payment.  See Council Directive 2002/87, art. 2(16), 2003 O.J. (L 35) (EC). 

319 Risk concentration means all exposures with a loss potential borne by entities 
within a financial conglomerate, which are large enough to threaten the solvency or the 
financial position in general of the regulated entities in the financial conglomerate, and 
which exposures may be caused by counterparty risk/credit risk, investment risk, 
insurance risk, market risk, other risks, or a combination or interaction of these risks.  See 
Council Directive 2002/87, art. 2(17), 2003 O.J. (L 35) (EC). 

320 See Council Directive 2002/87, arts 7, 8. Annex II, 2003 O.J. (L 35) (EC). 
321 Michael Gruson, supra note 295, at 22. 
322 Id. 
323 Id. at 23. 
324 See Council Directive 2002/87, art. 2(16), 2003 O.J. (L 35) (EC). 
325 Michael Gruson, supra note 295, at 23. 
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regulated entity.326   Although there are no quantitative limits or 
qualitative requirements with regard to intra-group transactions within a 
financial conglomerate, the Directive does leave Member States discretion 
to introduce such limits and requirements. Similarly, the introduction of 
other supervisory measures that would achieve the goals of supplementary 
supervision with regard to intra-group transactions is left to the Member 
States.327 

As for risk concentration, not all risk concentrations are inherently 
bad. On the contrary, some extent of concentration is the inevitable for a 
well-articulated business strategy as well as product specialization, the 
targeting of a customer base, or a sound strategy of outsourcing data 
processing activities.328  However, supervisors do need to balance the 
benefits against the risks of concentrations at the conglomerate level.329   
In identifying risks, the competent authorities have to take into account the 
different ways in which large losses can develop in a conglomerate as a 
result of risk concentration.330  

To avoid additional risks resulting from risk concentration, the EU 
Member States or the competent authorities should require regulated 
entities to have adequate risk management processes and internal control 
mechanisms in the financial conglomerates in order to identify, measure, 
monitor, and control the risk concentration at the level of the financial 
conglomerate.331  The competent authorities responsible for supplementary 
supervision should particularly monitor the possible risk of contagion in 
the financial conglomerate, the risk of a conflict of interests, the risk of 
circumvention of sectoral rules, and the level of volume of risks.332   

The Directive does not give quantitative limits or standards 
concerning risk concentration at the level of the financial conglomerate, 
bur rather leaves this decision to the Member States.333  In addition, the 
Directive requires Member States to impose upon regulated entities the 
duty to report on a regular basis and to the coordinator at least annually 
regarding significant risk concentrations.334   

c. Management Qualification 

                                                
326 Id. 
327 Council Directive 2002/87, art. 8(3), 2003 O.J. (L 35) (EC). 
328 Michael Gruson, supra note 295, at 24. 
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The Directive provides that Member States should require persons 
who effectively direct the business of a mixed financial holding company 
to prove sufficient good repute and appropriate professional qualifications 
or experience to perform their duties.335  This article is intended to ensure 
that a manager or co-director of a non-regulated entity having a dominant 
influence on the performance of a regulated entity is reliable, like a 
manager of the regulated-entity.336  This thesis, in the next section, also 
responds to the recent tendency to manage financial conglomerates along 
the different business lines of conglomerates instead of the traditional 
legal entity based approaches.337  

3. Measures to Facilitate Supplementary Supervision 
To better facilitate the supplementary supervision, the Directive 

requires competent authorities of Member States to appoint a coordinator 
responsible for the coordination and exercise of the supplementary 
supervision of the regulated entities in a financial conglomerate.338  
Detailed criteria regarding the appointment are established.339  Missions of 
the coordinator of supplementary supervision are: (1) the coordination of 
gathering and disseminating relevant or essential information in going 
concern and emergency situations; (2) the assessment of the financial 
situation, and the overview and monitoring of the compliance with the 
rules on capital adequacy, risk concentration, and intra-group transactions; 
(3) the assessment of the financial conglomerate's structure, organization, 
and internal control systems; and (4) the planning and coordination of 
supervisory activities as a going concern as well as in emergency 
situations, in cooperation with the relevant competent authorities 
involved.340  It should be mentioned that the coordinator is not granted 
decision-making or enforcement authority to impose measures and 
sanctions. The presence of a coordinator entrusted with specific tasks of 
supplementary supervision does not affect the tasks and responsibilities of 
the competent authorities responsible for the regulated entities in a 
financial conglomerate as provided by the sectoral rules.341 

Competent authorities are also required to work closely with each 
other.342  The coordinator and competent authorities are obliged to 

                                                
335 Council Directive 2002/87, art. 13, 2003 O.J. (L 35) (EC). 
336 Michael Gruson, supra note 295, at 25. 
337 Id. 
338 Council Directive 2002/87, art. 10(1), 2003 O.J. (L 35) (EC). 
339 For details, see Council Directive 2002/87, art. 10(2), 2003 O.J. (L 35) (EC). 
340 Council Directive 2002/87, art. 11(1), 2003 O.J. (L 35) (EC). 
341 Council Directive 2002/87, art. 11(3), 2003 O.J. (L 35) (EC). 
342 Council Directive 2002/87, art. 12(1), 2003 O.J. (L 35) (EC). 
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communicate on requesting all relevant information and shall 
communicate all essential information on their own initiative.343  The 
scope of information exchange comprises: (1) identification of the group 
structure of all major entities of the financial conglomerate, and of the 
competent authorities of the regulated entities in the group; (2) the 
financial conglomerate's strategic policies; (3) the financial situation of the 
financial conglomerate, in particular the capital adequacy, intra-group 
transactions, risk concentration and profitability; (4) the financial 
conglomerate's major shareholders and management; the organization, risk 
management and internal control systems at financial conglomerate level; 
(5) procedures for the collection of information from the entities in a 
financial conglomerate, and the verification of that information; (6) 
adverse developments in regulated entities or in other entities of the 
financial conglomerate which could seriously affect the regulated entities; 
and (7) major sanctions and exceptional measures taken by competent 
authorities in accordance with sectoral rules or this Directive.344 

Under the following circumstances, competent authorities are 
required to consult with each other prior to decision making: (1) changes 
in the shareholder, organizational or management structure of regulated 
entities in a financial conglomerate, which require the approval or 
authorization of competent authorities; and (2) major sanctions or 
exceptional measures taken by competent authorities.345 

4. Equivalent Supplemental Supervision for Parent Undertakings outside 
the European Union 

If the parent undertaking of a financial conglomerate is a regulated 
entity or a mixed financial holding company having its head office outside 
the EU, the regulated entities in the EU belonging to such a "non-EU 
group" cannot be subject directly to the same rules on supplementary 
supervision as regulated entities in an "EU group”.346   The Directive, 
however, requires competent authorities of the EU Member State to verify 
whether the regulated entities in the EU, the parent undertaking of which 
has its head office outside the EU, are subject to supervision by a third-
country competent authority that is equivalent to the supplementary 
supervision of regulated entities of the Directive.347   The verification 
should be done by the authority that would be responsible for the 
supplementary supervision in the absence of equivalent supervision by the 

                                                
343 Id. 
344 Id.  
345 Council Directive 2002/87, art. 12(2), 2003 O.J. (L 35) (EC).. 
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third country.348  In the absence of such equivalent supervision, EU 
Member States shall apply the provision with regard to supplementary 
supervision of regulated entities set forth in the EU Directive.349  As an 
alternative to the application of the supplementary supervision rules by 
analogy, the Member States may allow their competent authorities to 
apply other methods that ensure an appropriate supplementary supervision 
of the regulated entities in a financial conglomerate.350 

5. Commentary  

The Supplementary Supervision Directive tries hard to be as 
inclusive as possible.  As mentioned, this Directive makes the 
supplementary supervision apply to both mixed financial holding 
companies and financial conglomerates established based on the 
relationship of participation.  Unlike the U.S. system where the financial 
holding company is limited to genuine financial holding companies and 
must be a bank holding company, this Directive covers a broader range of 
financial conglomerates.  As “efficiency” is one of the five remarkable 
factors351 of “good regulation”, the regulation needs to minimize costs for 
given benefits.352  The more inclusive Supplementary Directive envisages 
various possible formations of financial conglomerates.  Therefore, most 
types of financial conglomerates fall within the coverage of this Directive 
and can be subject to supplementary supervision even if their structure 
varies.  Compared to legislation which only deals with one type of 
financial conglomerate at a time, the once-and-for-all legislation 
apparently is a more cost efficient solution.  Similarly, when dealing with 
intra-group transactions, it has a broader range of application.  The U.S. 
rules, Section 23A & 23B of the Federal Reserve Act, apply only to 
transactions between insured depository institutions (i.e. banks and their 
affiliates), whereas the Supplementary Supervision Directive applies to all 
transactions between all regulated entities within a financial conglomerate 
and other entities in the group.353 

The Supplementary Supervision Directive also empowers 
competent authorities to determine whether a group constitutes a financial 
conglomerate and whether supplementary supervision applies to “quasi 
financial conglomerates”.  Although the high degree of discretion provides 
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competent authorities flexibility in determination, it also creates a higher 
possibility of different decisions amongst the Member States.  If two 
decisions conflict, financial conglomerates may take advantage of the less 
scrutinized jurisdiction to dodge supervision.   

The Directive requires financial conglomerates to disclose with 
any supervisory authority the fact that they are financial conglomerates.  
The Directive requires competent authorities to detect and determine 
whether a regulated entity is a member of a financial conglomerate.354  
Because financial conglomerates have far better knowledge regarding their 
own structure than their supervisors, imposing the duty of notification 
upon financial conglomerates seems to be more efficient and effective.  
Information provided by financial conglomerates must be more accurate 
and complete.  Competent authorities’ investigation is not only time 
consuming but may not be as accurate as that provided by the 
conglomerates.  Besides, as market discipline is the third pillar of the 
Basel Committee Capital Accord,355 to require groups that fall within the 
definition of financial conglomerates to disclose their status is appropriate.  
The American system is a successful example. 

 
VI. ESTABLISHING AN OPTIMAL REGULATORY AND SUPERVISORY REGIME 

FOR FINANCIAL CONGLOMERATES IN CHINA IN ACCORDANCE WITH 
INTERNATIONAL STANDARDS AND MEETING THE NEEDS FOR THE 

POST-WTO ERA 
 

A. In General, What should an Optimal Regulation be? 
This section intends to propose a new regulatory and supervisory 

regime which does not currently exist. This regime is solely for the use of 
supervising financial conglomerates in China based on the systems 
discussed in the previous two sections. 

Based upon the comparative law studies in the preceding sections, 
countries, including the U.S and the European Union, have promulgated 
laws and regulations dealing specifically with supervisory concerns 
associated with financial conglomerates.  Such legislation is 
complimentary to existing financial laws and regulations.  Because of the 
cross-sectoral nature of a financial conglomerate and the complexity of its 
supervision, it is more appropriate for China to follow in the footsteps of 
developed countries by promulgating new laws and related regulations for 
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the supervision of financial conglomerates, rather than dealing with 
supervisory issues in existing sectoral rules.  But to what extent can a legal 
framework with regards to the supervision of financial conglomerates be 
deemed “optimal”?  

The word “optimal” is defined as most desirable or possible under 
a restriction expressed or implied.356  From preceding sections, it can be 
clearly observed that the history and environment of financial markets in 
different countries vary.  Financial supervisory frameworks in respective 
countries that are generally blueprinted to fulfill particular supervisory 
demands of that specific country are also divergent.  No universal 
approach has ever been available regarding regulation of financial 
institutions.  Although international organizations, such as Joint Forum, 
strive to set up harmonized international standards, numerous flexibilities 
are provided for adopting countries to consider.  A supervisory system that 
functions well in one country does not necessarily translate to another.  In 
addition, considering the dynamic nature of the financial market, 
innovations in technology, financial product and service techniques are 
always occurring.  There is no guarantee that a regulation which works 
well in one era will continue to do so ten or even five years later.  Owing 
to the above facts and limitations, a perfect regulation or supervisory 
system for the supervision of financial conglomerates does not exist.  This 
article has never attempted to propose a perfect or ideal framework for the 
supervision of financial conglomerates in China.  Instead, this article 
attempts to tailor the most feasible system for China under such intrinsic 
limits, creating an optimal system.  This portion of the article will discuss 
the essence and characteristic of an optimal regulation and supervisory 
framework. 

B. Rationales for Financial Regulation 

A well functioning financial system contributes to economic 
performance by facilitating transactions, mobilizing savings, and 
allocating capital across time and space.357 As such, the failure of financial 
institutions can be detrimental to the economy and cause expensive 
associated social cost.  Thus, two major objectives that financial 
regulations attempt to accomplish are: safeguarding the financial system 
against systemic risk and protecting consumers.358   

                                                
356 Webster’s Online Dictionary, available at http://www.websters-online-

dictionary.org/definition/optimal (last visited Jan. 17, 2010). 
357 RICHARD J. HERRING & ANTHONY M. SANTOMERO, What is optimal 

Financial Regulation?, in THE NEW FINANCIAL ARCHITECTURE: BANKING REGULATION 
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With respect to countering the systematic risk, regulation is both 
inevitable and justified because the social costs of the failure of financial 
institutions usually exceed private costs. Further, potential costs have 
never been considered in the decision making of financial institutions.359  
Systematic risk occurs when the failure of a particular institution increases 
the likelihood of the failure or actual failure of other institutions due to a 
tight network of financial linkage among institutions.360  In the case of 
banks, financial difficulties, including a default on obligations, at a 
particular bank can spread to others.361  Owing to their reliance on the 
reinsurance market, insurance companies are subject to the same risks.362  
Financial conglomerates generate increased probability of systematic risk 
due to the frequent financial linkage caused by intra-group transactions 
and possible reputational risk contagion as a financial conglomerate is 
often viewed as a single economic unit.  Accordingly, regulators must be 
involved in compelling financial institutions to take contagion into 
account through various regulatory methods, such as setting higher capital 
requirements in line with the institutions’ contributions to systemic risk or 
prudential regulation aimed at maintaining the safety and soundness of the 
financial institutions.363  Tools commonly utilized to supervise systematic 
risk include capital adequacy requirements, restrictions on activities and 
diversification requirements, general standards of conduct on institutions 
as well their personnel, periodic reporting requirements, authority of on-
site inspection by supervisors, and regulatory review of the establishment 
or acquisition of controlling interests in existing institutions.364  No matter 
which approach is adopted, an optimal regulation for the supervision of 
financial conglomerates should perform the function of mitigating the 
systematic risk. 

The other fundamental rationale for financial regulation is the 
protection of consumers against excessive prices or risky behavior by the 
providers of financial services or participants in financial markets.365  This 
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protection is necessary due to the asymmetry of information in the 
financial market.  Since consumers (other than institutional customers) of 
financial institutions are often unsophisticated, insofar as being incapable 
of understanding complicated balance and off-balance sheet activities, 
they have neither the incentive nor the ability to perform various 
monitoring functions including screening, auditing, covenant formation 
and intervention.366  When consumers are ill-informed, adverse effect to 
the financial market can occur as the demand for services is reduced.  
Where consumers are aware of the existence of both good and bad 
products in the market but are incapable of distinguishing them at the time 
of purchase because the quality may be revealed only after a certain period 
of time, the demand of some products may decrease.367  Therefore, there is 
a need for either public or private representatives of consumers to perform 
the monitoring function.368  The government may carry out this function 
either by itself or by providing sufficient information that enables 
consumers to activate market discipline toward financial institutions and 
financial conglomerates.   In the later case, information may be made 
available to consumers at very low cost by the government agency or 
private rating agency.369  Therefore, a regulation which requires the 
disclosure of relevant information is an essential ingredient of consumer 
protection.370  In addition, consumers need to be protected in the case of 
the failure of a financial institution, as it may lead to the consequence of 
the loss of borrowers’ information, which will force borrowers to turn to 
other institutions with more expensive terms to fulfill their financial 
needs.371  Business regulations are a necessary approach to protect 
consumers from such interest rate risk.  The regulation should include 
honesty and integrity requirements on the regulated institution itself and 
its employees, the level of competence of the institution, fair business 
practice, and the way financial services and products are marketed.372  In 
sum, an optimal regulation for the supervision of financial conglomerates 
also necessitates the mechanism of consumer protection.  

                                                
366 MATHIAS DEWATRIPONT & JEAN TIROLE, THE PRUDENTIAL REGULATION OF 

BANKS 31-32 (1999).  
367 Llewellyn, supra note 359, at 25. 
368 DEWATRIPONT & TIROLE, supra note 366, at 32. 
369 EIRIK G. FURUBOTN & RUDOLF RICHTER, THE ECONOMICS AND LAW OF 

BANKING REGULATION 4 (1989). 
370 Llewellyn, supra note 359, at 32. 
371 FURUBOTN & RICHTER, supra note 369, at 5. 
372 Goodhart, supra note 363, at 6. 



2009]  Chang      65 

 

C. Essence of an Optimal Regulatory System 
To determine whether a regulatory system is good or optimal, there 

are five key questions to be asked: (1) is the regulatory regime supported 
by legislative authority; (2) is there an appropriate scheme of 
accountability; (3) are procedures fair, accessible, and open; (4) do 
regulators have sufficient expertise; and (5) is the regime efficient?373   

First, an optimal regulation must have legislative mandate.  The 
fundamentals of democracy and rule of law suggests that regulation or 
regulatory action needs to be authorized by a legislative body (congress, 
parliament…etc.).374  It is noteworthy that as regulatory statutes may 
provide regulators with a broad range of discretion and implementing the 
mandate, interpretation through administrative direction or regulation is 
inevitable.375  Second, regulators in an optimal system must be properly 
accountable to democratic institutions.376  Regulatory independence, on 
the other hand, cannot be interfered with when pursuing accountability.  
Regulators must still have wide autonomy in setting, at minimum, 
prudential regulations and must be above the influence of others.377  Third, 
regulations in an optimal system must embrace due process, which is fair, 
accessible and open.378  The rationale behind this is that proper democratic 
influence over regulation is ensured by due process being observed and 
that such influence has a legitimate effect.379  Fourth, a functional 
regulatory system may require the demonstration of expert judgment.380  
As in financial markets, supervisory judgment has to be made on the basis 
of a number of factors and variables, specialized knowledge and 
techniques as well as experience are indispensable.381  Fifth, regulation is 
also required in order to achieve efficiency.  The efficiency of regulation 
is carried out in two aspects: one is that the legislative mandate is being 
implemented at the least possible level of costs so as to accomplish 
productive efficiency; and the other is that the regulation itself leads to 
efficient result.382  Some economists suggest the utilization of cost-benefit 
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analysis to determine whether a regulation is efficient and, accordingly, 
find that some regulations make economic sense and others do not as some 
regulations are likely to fail a benefit-cost test.383  Although these five 
elements of optimal regulation are not completely without issue,384 they 
collectively constitute a series of benchmarks for assessing the optimum of 
regulatory regimes. 

In addition, an optimal regulatory system cannot avoid considering 
potential costs of regulation without lowering it.  The first potential cost of 
regulation is the possible impediment to competition.  Regulation should 
not impede competition but should promote it, and by correcting the 
asymmetries of information, make it more effective in the market place.385  
As there are clear consumer benefits and efficiency gains to be secured 
through competition, regulation should not be erected in a way that 
hinders it.386  Studies surrounding the “private interest view”, or regulatory 
capture view, contend that governments are usually the supplier of 
regulations, and although consumers may demand regulation, industry 
actually generates major influence on the demand side both for and against 
certain types of regulations.387  Since the benefits of regulation are 
dispersed among many customers, while the cost and benefit of regulation 
are concentrated, it is likely that industry may have a predominant role in 
shaping the regulatory approach adopted by the government.388  That is to 
say, the one regulated will likely capture the thoughts of the regulator so 
that the public interests of enhancing competition and consumer protection 
will be impaired.  In fact, regulation and competition does not necessarily 
conflict with each other, on the contrary, if the regulation is properly 
constructed to lessen the possibility of regulatory capture, they are 
complementary to each other.389  Regulatory capture can be alleviated 
through greater reliance on market discipline, information disclosure, 
lighter hand by the regulatory authorities, and significant oversight of the 
regulatory process.390  By requiring the disclosure of relevant information 
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so consumers can make informed choices, regulation can also make 
competition more effective in the market place.391   

The second potential cost is that over-burdensome regulation may 
result in losing business.  If the regulation is too severe, making it difficult 
for the one regulated to conform except at disproportionate trouble and 
excessive expense, it may divert the industry to the country with more 
moderate regulation.392  Therefore, as the risk that excessive regulation 
can lead to the move of business, the optimal regulatory system needs to 
be created in an effective but less burdensome way.  The third potential 
cost of regulation is the risk of curbing innovation.  Although the 
technological change and innovation can alter the form of best practice 
over time, the fall-behind regulation regarding the best practice may shift 
the balance of advantage toward the status quo and away from innovation 
and thus cause dynamic inefficiency.393  Hence, financial regulation 
should be active rather than passive, continually changing in response to 
economic conditions and technological innovations.394 

The final issue concerning the optimal regulation is the role that 
market discipline plays in the regulatory system.  The importance and 
function of market discipline is emphasized in Pillar Three of the New 
Basel Accord.395  Empirical studies found that countries, which adopt 
regulations mandating the disclosure of accurate, comparable information 
about financial institutions to private sector, tend to have better developed 
financial system.396  Further, academic finding suggests that regulations 
that require informational transparency as well as strengthen the ability 
and incentives of the private sector to monitor financial institutions tend to 
promote sound financial system.397  Therefore, supervision works better 
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when it facilitates market discipline. An important role of the supervisor is 
to ensure the disclosure of high quality information from regulated 
institutions.398  An optimal regulatory system needs to include promotion 
of market discipline. 

D. Permission of Financial Conglomerates (Licensing) 
When the Chinese government establishes a set of regulation for 

the supervision of the financial conglomerates, the first issue to address is 
licensing.  What type of financial conglomerates should be permitted in 
China?  Does the establishment of financial conglomerates require the 
prior approval of supervisors?  Both questions will be answered in the 
following discussion. 

1. Permitted Structure and Activities of Financial Conglomerates 

As mentioned earlier, existing financial conglomerates can be 
divided into three major categories, namely the "complete integration 
(universal bank)" model, the "bank parent, nonbank subsidiary" model, 
and the "financial holding company" (FHC) model. Each model has its 
advantages and disadvantages.399 

While the complete integration model is the most advantageous in 
resource sharing among the various departments (i.e. to conduct different 
financial businesses at the lowest theoretical cost),400 potential risks 
associated with this model are also the highest among the three models.  
Conflicts of interest may arise when the bank itself engages in diverse 
activities and attempts, for example, to dump low quality securities or shift 
risk to ill-informed customers.401  Besides, banks may be encouraged to 
engage in riskier behavior if they are provided opportunities to engage in a 
broader range of activities that increase the probability of risk 
concentration and risk contagion.402  In addition, broad financial activities 
and the mixing of banking and commerce may lead to an extremely large 
and complex structure that is extraordinarily difficult to supervise.403  The 
large universal bank may also become so politically and economically 
powerful that it impedes the competition and becomes “too big to 
discipline.”404 
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A universal banking system is adopted in Germany because of the 
unique relationship between banks and commerce in Germany.  Universal 
banks control a large part of the ownership and management of non-
financial German companies. This relationship enables the capital to be 
made available to companies and makes it easier for them to adopt long-
term strategies, and to carry out investment projects that are less appealing 
with regard to short-term results because of a long-term timeframe.405  In 
other words, the appearance of the universal banking system in Germany 
has historical and economic background.  In comparison to Germany, the 
development of the financial service market in China is completely 
different.  Before 1995, banks were formed to support and sustain the 
state-owned enterprises (SOEs), despite the presence and stability of a 
sound lending practice.406  The relationship between banks and industry 
was established under the direction of the government, and banks were 
designated to finance the large size of fundamental construction projects 
and to extend credit to enterprises that ordinary commercial banks would 
not finance.407  This thesis does not suggest that China should adopt the 
universal banking model as a model of financial conglomerates in China, 
given that the evolution of banking service and the relationship between 
banking and commerce in China and Germany are totally divergent, and 
that Chinese banks have not conquered the non-performing loan 
problems,408 having only reached the early stage of developing modern 
risk management and operational practice.   

Debates occurred during the legislation of Gramm-Leach-Bliley 
Act in the U.S. regarding the adoption of the "bank parent, non-bank 
subsidiary" model and the "financial holding company" model.  The 
Federal Reserve Board (FRB), as mentioned earlier, took the position that 
non-banking activities should only be permitted in holding company 
affiliates and that the use of operating subsidiaries should not be permitted 
at all.  FRB stressed that while the new activities being considered were 
not unusually risky, such activities caused additional risk and that any 
losses realized thereto would have to be absorbed by a national bank, or by 
the owner of an operating subsidiary.409  In this case, the erosion of market 
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confidence and damage to the reputation may impair the safety and 
soundness of banks.410  FRB also expressed concern about the potential 
adverse effects that the subsidiaries may cause to the federal safety net due 
to the banks’ excessive risk-taking triggered by the moral hazard.411  The 
Treasury Department and the Office of Comptroller of Currency (OCC), 
on the other hand, expressed a completely opposite viewpoint.  It indicated 
that the use of an operating subsidiary for non-banking financial activities 
would create an additional source of income for banks so as to sustain 
banks during the downturn in other economic sectors, as well as to lower 
the probability of bank failure and strengthen the Federal Deposit 
Insurance system.412  The OCC also challenged the FRB opinion by 
advocating that the safety net subsidy would not happen if firewalls were 
properly created.413  These firewalls include the restrictions on affiliate 
transactions created by Sections 23A and 23B of the Federal Reserve Act 
and adjustment of regulatory capital.414   

In fact, differing from the universal bank, both models allow the 
corporate separation between the two entities.  As long as the subsidiary is 
not deliberately undercapitalized, and the separate accounting and 
corporate records are well maintained, both models are able to insulate the 
bank from any undue risks associated with new financial activities.415  
Eventually, the GLBA accepted both models but narrowed the scope of 
the authorized activities of banks’ financial subsidiaries.416  Therefore, 
there seems to be no significant ground to determine whether one of the 
two models is better than the other.  Hence, under the premise that the 
safeguard is adhered to, both models should be permitted for banks to 
engage in non-banking financial activities.  As China is in the middle of 
establishing the deposit insurance system,417 it is essential to consider 
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arranging proper limits on its coverage in order to prevent the safety net 
subsidy in the future. 

 
2. Non-financial Activities: Case of Mixed Holding Company or Mixed 

Conglomerates 
As previously discussed, the Tripartite Group has identified mixed 

conglomerates and mixed holding companies as a factor that can create 
additional risks to the conglomerate and increase the supervisory 
difficulties.418  Typically, parent companies of mixed conglomerates are 
industrial or commercial, with the regulated financial entities embedded 
downstream in the group structure.419  With such a structure, supervisors 
encounter obstacles in assessing group capital adequacy, as it is neither 
legally nor practically possible to include the capital of commercial or 
industrial parents and evaluate the group as a whole.420  Similarly, 
situations like harmful intra-group exposure and risk contagion, either 
financial or reputation-wise, become uneasy to detect in mixed 
conglomerate.421   

With regard to this matter, Conglomerate Directive of European 
Council endowed competent authorities to decide whether to include 
supplementary supervision when certain conditions are fulfilled.422  These 
rules imply that Members of the European Union basically accept and 
allow the existence of mixed conglomerates but regard them as “genuine 
financial conglomerates” subject to the same degree of supervision. The 
United States, on the other hand, do not affirm the mixed holding 
companies.  Except for merchant banking activities that are subject to 
strict restrictions (i.e., no involvement in the daily operation), U.S. laws 
generally prohibit the new establishment of mixed holding companies and 
set up the grandfather rule to require the mixed financial holding company 
formed before a specific date to divest the non-financial activities within a 
certain period of time.423  Taiwan insists only on the “pure holding 
company” for the purposes of: (1) simplifying the supervision of financial 
holding companies; (2) maintaining the specialization of the holding 
company; and (3) minimizing the intervention of supervisors.424   
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Since no sufficient empirical studies provide a clear answer on 
which system is superior, this thesis does not attempt to give any judgment 
on either system.  Instead, this thesis proposes the following: 

If the prohibition of mixed conglomerates is chosen, considering 
the actual existence of mixed conglomerates in China,425 it is necessary to 
enact the grandfather rule like the one in the U.S. in which a reasonable 
period of time for divestment is provided. 

If the policy maker selects to give permission to the mixed holding 
companies, except for mandating the mixed holding companies surrender 
to the regular supervision rules and procedures of financial conglomerates, 
competent authorities should adopt a legal provision requiring the 
formation of a financial institution sub-group within mixed-activity groups 
for the purpose of insisting the legal and organizational separation.426  The 
sub-group should contain all group members engaged predominantly in 
financial service activities.  The design of a sub-group structure will 
separate the relevant financial sector operations in order to simulate a 
financial conglomerate structure, which will facilitate the application of 
regulation and the conduct of supervision, and help to build a more level 
playing field among financial and mixed-activity conglomerates.427  
Furthermore, if mixed-activity groups are allowed, regulators will need to 
determine permissible structures for the ownership relationship between 
the financial institution sub-group and group members engaged 
predominantly in commercial or industrial activities.428  By requiring a 
structure within which all group commercial and industrial entities are 
upstream of the financial sub-group may promote transparency, and can 
more easily identify the financial responsibility of those entities for the 
financial sub-group.429  In addition, supervisors should also be empowered 
to decline the application of the formation of the mixed conglomerates if 
their structure does not meet the transparency requirement, and to force 
the mixed conglomerate to divest the non-financial activity if such activity 
has posed significant and clear danger to the safety and soundness of 
financial sub-groups. 

3. Procedure of Licensing 
a. Prior Approval by Supervisors 

Approaches employed to address the issue regarding the 
establishment of new financial conglomerates differ from country to 
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country.  The British system represents a system that does not require 
prior approval from a competent authority before the formation of 
financial conglomerates.  Pursuant to British law, supervisors of financial 
firms can initiate the identification of financial conglomerates once they 
discover that a regulated entity is a member of a consolidated group that 
may be a financial conglomerate.430  Then, the competent authority should 
notify the financial conglomerate that it has been identified as a financial 
conglomerate.431  A member of a group may also start such process by 
notifying one of the competent authorities that its group may be a financial 
conglomerate.432   As for the American system, although a BHC may 
become an FHC simply by filing a declaration of election with the FRB, as 
long as it fulfills the requirement of being well-capitalized and well-
managed, the prerequisite of becoming an FHC – the establishment of a 
BHC – still requires the approval from FRB based on the factors 
enumerated in related laws and regulations.433  In Taiwan, China’s 
neighbor, which shares common language and cultural background with 
China, the submission of an application to the Financial Supervision 
Commission for approval is also the prerequisite for the establishment of a 
financial holding company.434 

The requirement for prior approval is critical to the implementation 
of supervisory policies because the authorization process for the 
establishment of a new financial conglomerate begins when supervisors 
first establish an appropriate working relationship with the institution's 
directors, managers and external auditors, whose qualifications must be 
reviewed by the authorities.435  In addition, approval requirements can 
perform the function of promoting organizational, managerial and 
financial transparency, as well as apply suitability standards promoting the 
autonomy of directors, managers and external auditors.436  More 
importantly, the approval process enables supervisors to screen applicants 
so as to ensure they are “fit and proper.”437  By imposing the appropriate 
level of entry requirements, only the highest quality applicants can be 
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granted approval and thereby the overall performance and stability of 
financial conglomerates can be enhanced.438 

The liberal entry system, such as the British system, needs to be 
built on the foundation of a well-functioned market discipline that most 
financial markets of developing countries like China do not have.439  
Considering the benefits of prior approval and the ineffectiveness of 
market discipline, this thesis prefers entry screening by the supervisors 
before approving the establishment of financial conglomerates.  Rules 
regulating the information that a financial group is required to provide for 
approval should at least include: (1) a draft of by-laws; (2) an intended 
organizational chart; (3) the background, experience and suitability of 
significant shareholders, future directors and managers; (4) financial plans 
and the existence of adequate capital; and (6) business plans.440 

b. Commencement of New Financial Activities 

With respect to whether a supervisor’s prior approval is needed for 
an established financial holding company to conduct a new financial 
activity or to acquire a new subsidiary that engages in financial activities, 
distinctions also exist between American law and Taiwanese law.  The 
BHCA of United States permits an FHC to acquire any company or 
commence any activity that has been enumerated in related laws and 
regulations or pre-approved by competent authorities by simply providing 
written notice to the FRB within a certain period of time after 
commencing the activity or acquisition.441  On the other hand, regarding 
activities that have yet to be approved by the FRB, the FRB may, upon 
request by the FHC, determine whether a certain activity is financial in 
nature.442  It is noteworthy that this determination is conducted on an 
activity basis rather than an institution basis so that a one-time decision 
will turn a new activity into pre-approval and, therefore, produce 
efficiencies.  The Financial Holding Company Act of Taiwan, however, 
requires prior approval before conducting a new activity without regard as 
to whether such activity has been listed in the FHCA or not.443  The 
primary reason why Taiwan adopts the prior-approval system is to 
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maintain the safety and soundness of both the investing holding company 
and the invested company by ensuring that the applicant has no issues in 
capital adequacy and management, as well as no significant violation of 
related laws and regulations.444  Although such reasoning makes sense, the 
requirement of authorization seems to create an unnecessary burden to 
financial holding companies.  As for the capital adequacy, management 
and operations are subject to the ongoing supervision of FSC.  The 
objective of this pre-approval process can be satisfied regardless of the 
existence of this requirement.  Hence, weighing the potential anti-
competition costs of excessive regulatory intervention, the American 
system seems to allow more flexibility and efficiency without impeding 
supervisors’ power in overseeing the safe and sound practice of financial 
conglomerates.   

E. Supervision of Potential Risks Associated with Financial 
Conglomerates 

Potential risks that may adversely affect the safety and soundness 
of a financial conglomerate and even the entire financial market have been 
identified in section III of this thesis.  The following discussion attempts 
to delineate a regulatory system for China to address issues concerning 
capital adequacy, risk concentration, intra-group transaction and exposure, 
risk contagion and the internal risk management system of financial 
conglomerates.  

1. Group Capital Adequacy 
The rationale for requiring the capital adequacy of financial 

conglomerates arises from the reason behind imposing the capital 
requirement on individual financial institutions – customers of financial 
institutions fail to price the risk of such institutions that tend to take 
excessive risk incurred by moral hazard regardless of the potential 
systematic risk.445  The purpose of imposing a regulatory capital adequacy 
requirement is to reflect the magnitude and importance of risks that 
financial institutions ignore when conducting their activities.446  The 
capital adequacy requirement charges financial institutions and their 
shareholders the risk they do not consider by making them suffer the loss 
of their own money once the risk realizes.447  That way, financial 
institutions will be more cautious about the risks they take.  Supervisors’ 
further concerns in the supervision of financial conglomerates, however, is 
that even if each member of a financial conglomerate has met its own 
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regulatory capital requirement, capital will be used several times to 
determine the adequate capital coverage for the group, as well as for the 
different sectors of the conglomerate.448  This risk of double or multiple 
gearing should be prevented.  Moreover, the traditional solo supervision, 
as emphasized in section III of this thesis, actually creates a barrier for 
supervisors of each sector to obtain a coherent understanding of the group 
as a whole so that the problem of double gearing may not be discovered 
through solo supervision.  Only through the consolidated supervision can 
the group capital adequacy be properly determined.449  Regarding the 
consolidation, two more questions that remain to be answered are: (1) to 
what extent should a partial owner be held responsible for risks in 
partially-owned subsidiaries; and (2) how much of any excess capital in a 
partially-owned subsidiary can be attributed to the part-owner?  All these 
issues should be addressed when establishing a supervisory system for 
financial conglomerates.  

In addition, the innovation of financial conglomerates’ self-
regulation with regard to capital is noteworthy.  Since financial 
conglomerates tend to aggregate risks across diverse business lines, the 
capital of financial conglomerates needs to be sufficient to provide a 
buffer for those risks.450  A Survey conducted by the Joint Forum indicates 
that financial conglomerates, in recent years, have developed centralized 
risk management functions to counter the difficulties in aggregating risk 
exposures across the full range of a conglomerate’s activities and to 
quickly develop more consistent methods to monitor risks across sectors 
within a conglomerate.451  Associated with the evolvement of centralized 
risk management mechanism, modern financial conglomerates also 
establish a methodology of risk aggregation called the “economic capital 
method” designed to assess the amount of capital needed to support a 
given set of risks.452  This fashion can be deemed as the enhancement of 
financial conglomerates’ self-regulation in the aspect of capital.  Although 
it is always inappropriate for supervisors to intervene in the design and 
erection of each conglomerate’s positive development in self-regulation, 
the important responsibility of supervisors is to realize those 
revolutionized risk management process and methodologies and develop 
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the ability to communicate with financial conglomerates about them.453 If 
this is not implemented, an increased difficulty in assessing the risk 
management capability of a conglomerate can rise from a supervisor’s 
failure in understanding the risk management system of a financial 
conglomerate.454 

2. Preventing Double or Multiple Gearing 

The Joint Forum and all regulatory regimes discussed in previous 
chapters have provided methods of tackling the risk of double or multiple 
gearing.  The Joint Forum proposed three approaches, namely the 
“building block prudential approach”, the “risk-based aggregation” and 
the “risk-based deduction”.455  The European Union, in Annex I of its 
“Directive On The Supplementary Supervision Of Credit Institutions 
Insurance Undertakings And Investment Firms In A Financial 
Conglomerate,”456 also provides three methods resembling the Joint 
Forum approaches.457  Taiwan addresses the double gearing issue by 
utilizing the “two-step process” provided in the administrative rule titled 
“Regulation Governing the Consolidated Capital Adequacy of Financial 
Conglomerates.”458  Such a “two-step process” can be regarded as the 
variation of Joint Forum’s building block prudential approach.  In the U.S, 
given that financial holding companies naturally possess the identity of the 
bank holding company, capital adequacy of FHC’s need to conform to the 
risk-based approach designed for bank holding companies in FRB’s 
Regulation Y.459 Nonetheless, the double gearing issue is identified and 
addressed in FRB’s Bank Holding Company Supervision Manual.460  
Observing measures across different regulatory regimes, the three methods 
proposed by the Joint Forum are broadly accepted except in the U.S.  In 
fact, the purpose of the implementation of the risk-based capital measure 
in the U.S. is basically to: (1) assist in the assessment of the capital 
adequacy of banking organizations; (2) make regulatory capital 
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requirements more sensitive to different risk profiles among banking 
organizations; (3) include off-balance sheet exposures in the assessment of 
capital adequacy; and (4) minimize disincentives to holding liquid, low-
risk assets.461  The design of this approach was virtually bank-centered and 
was merely aimed to satisfy the needs of the supervision of “bank” 
holding companies rather than financial holding companies.  Owing to the 
unique connection between BHC and FHC, it is questionable whether it is 
appropriate to transplant the U.S. system of capital adequacy of FHC to 
another country, such as China, that does not specify becoming BHC as a 
pre-condition of becoming an FHC.  Conversely, methods prepared by the 
Joint Forum, as mentioned earlier, can be recognized as international soft 
laws that allow countries to adopt the principles it provides with 
flexibility.  The Joint Forum measures are, thereby, more feasible.  
Further, it is clear that all three methods, as discussed in the previous 
chapter, have advantages and limits.  Under the circumstance that no 
empirical evidence clearly favors any one of the three, the choice of 
methods may be determined based upon a determination of which method 
is more suitable for a particular conglomerate structure.  The “building 
block prudential approach” may be preferable in the case of the pure 
holding company structure due to the fact that the capital adequacy is 
calculated based on the actual capital surplus or deficit of each sector 
(subsidiary).462  On the other hand, in “risk-based aggregation method” or 
“risk-based deduction method”, group capital adequacy is calculated based 
on the capital requirement of both the parent bank and financial 
subsidiaries463 so that it is more feasible in the “bank parent other 
subsidiary” type of financial conglomerates.   

In addition to the calculation of group capital adequacy, the Joint 
Forum report stated five principles advising how to design the supervisory 
system for the measurement of group capital adequacy.  The acceptable 
capital adequacy evaluation system should be able to carry the following 
functions: 

• Detect and deal with situations of double or multiple 
gearing (i.e., where the same capital is used simultaneously 
as a buffer against risk in two or more legal entities); 

• Detect and provide for the excessive leverage incurred by a 
parent’s transfer of the proceeds from selling its own debt 
to the subsidiary in the form of equity; 

• Include a mechanism to detect and provide for the effects 
of double, multiple or excessive gearing through 
unregulated intermediate holding companies which have 
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participation in dependants or affiliates engaged in 
financial activities; 

• Include a mechanism to address the risks accepted by 
unregulated entities within a financial conglomerate that 
are engaging in activities similar to the activities of entities 
regulated for solvency purposes (e.g., leasing, factoring, 
reinsurance); and  

• Address the issue of participation in regulated dependants 
and ensure that the treatment of minority and majority 
interests is prudentially sound.464 
 

Existing Chinese financial conglomerates have a relatively 
complicated corporate structure with a significant number of unregulated 
entities in every level of the corporate structure.  The third, fourth, and 
fifth principles above target precisely those financial conglomerates with a 
complex structure like current Chinese financial conglomerates.  Thus, it 
is appropriate to create the new capital adequacy supervisory system for 
Chinese financial conglomerates in accordance with those guiding 
principles. 

3. Issues on Consolidation 

Where a parent company has 100 percent participation in its 
subsidiary, there is no question that the parent company should be held 
100 percent responsible for the regulatory capital shortfalls in the 
subsidiary, and, conversely, capital in such subsidiary will, in ordinary 
cases, be available to the parent for the purpose of consolidated 
supervision subject to the condition that certain types of the subsidiary’s 
excessive capital are permissible types of capital for transfer pursuant to 
regulations of parent company’s supervisor.  The question at issue is 
simply this - in the case where a parent company’s participation in its 
subsidiary is less than 100 percent, does the responsibility of the parent 
company and the transferability of subsidiary’s capital remain same?   

The European Union generally employs the “full-consolidation” 
but authorizes the consolidation on pro-rata basis under certain 
circumstances.465  Since the solvency requirements for each separate 
financial sector represented in a financial conglomerate continue to be 
covered by capital elements in accordance with respective sectoral rules, 
in case of a deficit of capital at the financial conglomerate level, only 
capital elements that are eligible according to each of the sectoral rules 
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shall qualify for the verification of the compliance with the solvency 
requirements at the financial conglomerate level.466  One reason for 
requiring adequate capital for a financial conglomerate on the group level 
is because in case a regulated entity in the group suffers the difficulty, the 
group capital will be made available to the needy, regulated entity.467  The 
Supplementary Supervision Directive does not, however, establish a 
source of strength doctrine so that the group capital is unavailable to the 
regulated entity in need despite capital surplus of the group.468 On the 
other hand, in the U.S, BHC’s capital is evaluated with regard to the 
volume and risk of the operations on a consolidated basis.  The holding 
company’s capital on a consolidated basis is expected to serve as the 
ultimate source of support and strength to the entire corporation.  As FRB 
clearly stated in the BHC Supervision Manual regarding the capital 
adequacy of a BHC:  

 
[T]o be considered adequate, holding company 

capital must: (1) support the volume and risk characteristics 
of all parent and subsidiary activities; (2) provide a 
sufficient cushion to absorb unanticipated losses arising 
from holding company and subsidiary activities; (3) 
support the level and composition of corporate and 
subsidiary borrowing; and (4) serve as a source of strength 
by providing an adequate base for the growth of risk assets 
and permitting entry into the capital markets as the need 
arises.469 

 
Therefore, a U.S. bank holding company, and indirectly its 

subsidiaries, is expected to support a deposit-taking subsidiary in case of 
need.  The Gramm-Leach-Bliley Act of 1999, amendments to the U.S. 
Bank Holding Company Act of 1956, affirmed this doctrine with certain 
limitations.470 

The Joint Forum addressed this issue by providing different 
solutions based on the percentage of the parent company’s participation.  
It proposed that partially-owned subsidiaries should be categorized as 
follows: (1) subsidiaries over which control is established, either by the 
group owning more than 50 percent of the shares or the voting rights, or 
through a contractual or other agreements; (2) entities over which the 
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group does not have control but does have significant influence (i.e. a 
group shareholding or share of the voting rights of 20 percent or more but 
under 50 percent); and (3) simple minority shareholding in an entity over 
which the group has neither control nor significant influence (i.e. the 
group shareholding or share of voting rights is less than 20 percent).471   It 
was generally agreed that that simple minority shareholding in entities 
over which the group has neither control nor significant influence to the 
participated entity, so that these small portions of participation need not be 
consolidated for accounting purpose, should be treated in accordance with 
the solo entity rules for assessing the capital requirements of the 
participating company.472  The same understanding was reached with 
respect to the second category.473  As for the first category, diverged views 
exist.  Some members of the Tripartite Group favor “the full integration of 
such controlling interests while others advocate integration on a pro-rata 
basis.”  Advocates in favor of “full integration” point out that from a 
growing concern standpoint, full integration makes more sense than pro-
rata integration in the assessment of capital adequacy from an overall 
group perspective.474  They recognize the majority shareholder’s ability to 
affect the transfer of marketable assets or the granting of loans within the 
group.475  Also, it is apparent that controlling participation imposes on the 
parent company a responsibility for the risks incurred by its subsidiary, 
which is normally greater than the mere proportion of capital it has 
contributed.476  Similarly, in the case of controlling participation, the 
parent company’s extent of control over the capital of a subsidiary is 
higher than its contribution to the subsidiary’s capital.477  Those who 
opposed the full integration hold that there is a need to examine the 
transferability and to check the availability of any capital surplus.478  They 
further argue that it is inappropriate to include the capital surplus of a 
subsidiary in the regulatory capital of its parent if there is any doubt 
concerning subsidiary’s ability to transfer that surplus to another 
undertaking in the group.479  The main reason is that “bringing into 
account at group level surpluses in subsidiaries, which are not attributable 
to the parent, or which may prove not to be transferable to it, could give an 
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illusory feeling of confidence about a group.”480  These members insist 
that the only value of a non-transferable surplus is that it will provide a 
buffer against exceptional losses in the subsidiary in which the surplus is 
located.481 

This thesis finds no dilemma in choosing between the two 
arguments.  In fact, the identification of transferability is the only concern 
raised in the argument opposing the full integration.  The opposing theory 
has never, explicitly or even implicitly, endorsed the consolidation on a 
pro-rata basis and has never guaranteed that the issue of transferability 
does not exist in the case of consolidation on pro-rata.  As a financial 
conglomerate is often deemed a single economic unit regardless of the 
structure of shareholding, to have the parent company be ultimately liable 
for the subsidiary’s deficit can strengthen the confidence of investors so as 
to mitigate the likelihood of risk contagion.  It is uncomfortable to imagine 
that the majority shareholders would allow a subsidiary to fail merely 
because minority shareholders were unwilling to provide funds exceeding 
their limited responsibility.  Therefore, on the premise that government 
regulations provide guidelines regarding capital items that are permissible 
to transfer, this thesis prefers introducing the full integration into the 
Chinese supervisory regime for financial conglomerates.  

4. Risk Concentration 
As revealed previously, risk concentration occurs when different 

entities within a conglomerate are exposed to the same or similar risk 
factors, or to apparently unrelated risk factors that interact under stressful 
circumstances.482  Realizing the magnitude of damage and possible 
systematic risk that risk concentration can cause, all supervisory regimes 
have addressed the issue via erecting quantitative limits.  The U.S. places 
quantitative restrictions on the interbank liability and both quantitative and 
qualitative restrictions on affiliate lending.483  While the Conglomerate 
Directive of European Council identified that risk concentration may be 
caused by counterparty risk/credit risk, investment risk, insurance risk, 
market risk, other risks, or a combination or interaction of these risks,484 it 
does not provide quantitative limits or quantitative requirements with 
regard to risk concentration at the level of the financial conglomerate.485  
The Conglomerate Directive leaves the power to introduce such limits and 
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requirements or other supervisory measures to the Member States.486  Two 
of the EU Member States, Germany and U.K, for example, have all 
employed quantitative limits in its sectoral rules.487  The Prudential Source 
Book for Banks, Building Societies and Investment Firms of British FSA 
explicitly leaves the task of counteracting risk concentration to sectoral 
rules.488  With the idea that if risk concentration can be effectively limited 
and controlled at the sectoral level, the potential of risk concentration at 
the group level may be significantly reduced; this thesis also suggests that 
China set sectoral rules similar to those widely accepted around the world.   

Furthermore, various guidelines, provided by the Joint Forum, with 
respect to supervising risk concentration are also noteworthy.  Those 
guiding principles have been discussed in the previous section.  
Summaries of those principles are as follows: 

 
• Supervisors should, through regulation or other approaches, 

provide that conglomerates have adequate risk management 
processes (i.e., centralized risk management mechanisms) 
in place to manage group-wide risk concentrations,489 and 
maintain good understanding of such processes.  When 
necessary, supervisors should consider appropriate 
measures, such as reinforcing these processes with 
supervisory power.490 

• Supervisors should monitor material risk concentrations on 
a timely basis, through regular reporting or other means, to 
obtain clear information of the risk concentrations of the 
financial conglomerate.491 

• Supervisors should encourage or mandate public disclosure 
of risk concentrations. 

• Supervisors should work closely with one another to 
exchange concerns and coordinate any proper supervisory 
action relative to risk concentrations within the group.492 

• Supervisors should deal effectively and appropriately with 
material risk concentrations that are considered to have a 
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detrimental effect on the regulated entities, either directly 
or through an overall detrimental effect on the group.493 
 

This thesis proposes that the above principles be introduced into 
practice by adding them to the responsibility and job description of 
supervisors via an amendment of present laws and regulations. 

5. Intra-group Transaction and Exposure 
Financial conglomerates are created to generate synergies between 

different lines of business.494  One of the measures to reach increased 
efficiency is through intra-group transactions and risk transfer so as to 
maximize the profits.  However, intra-group transactions are not always 
harmless.  Such transactions can not only create new prudential risks or 
exacerbate the existing one, but can also lead to excessive exposure and 
increase the probability of risk contagion.495  Given that intra-group 
transaction has both advantage and disadvantages, it makes the design of a 
supervisory system extremely difficult.  On the one hand, because intra-
group transaction is the intrinsic part of conglomerate operation and the 
conglomerate can actually benefit from it, it should not be completely 
prohibited.  On the other hand, the potentially large exposure associated 
with intra-group transaction makes the effective supervision inevitable and 
indispensable.  Different supervisory regimes covered by this thesis 
basically follow the common philosophy that intra-group transaction 
should be permitted under very limited conditions and be subject to 
various supervisory scrutiny and monitoring.   

In the U.S, Sections 23A and 23B of the Federal Reserve Act and 
parallel Regulation W address the intra-group transaction with four 
principal ideas: (1) a laundry list of “covered transaction”,496 (2) 
quantitative restrictions and qualitative (i.e., no purchase of low-quality 
assets and collateral requirements) requirements,497 (3) arm’s-length 
requirements,498 and (4) a list of prohibited transactions.499 The 
Conglomerate Directive of European Council provides the definition and 
scope of intra-group transaction but, as mentioned above, leaves the detail 
of supervisory approach for member countries to decide.500  British rules 
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respond to the supervisory demand of intra-group transaction in three 
aspects: (1) applying quantitative requirements;501 (2) mandating financial 
institutions to establish an internal system to monitor and control large 
exposure;502 and (3) imposing disclosure requirements.503  The merit of the 
American system is the logical process for controlling the excessive 
exposure incurred by intra-group transaction – first to ask what transaction 
should be permissible or banned, then, to decide to what extent should 
such transactions be allowed, then to seek further insurance to avoid 
exposure (quality control and collateral), then to ensure that all 
transactions are performed on an arm’s-length basis.  The British system, 
on the other hand, focuses on the establishment of conglomerates’ 
monitoring system and supervisors’ and consumers’ right to access related 
information through the enforcement of disclosure.   

In order to effectively supervise intra-group transactions and 
exposure, this thesis recommends a hybrid system combining the 
substantial part of both the American and British system.  This idea is, in 
fact, in line with the Joint Forum’s principles regarding the intra-group 
transaction and exposure.504  Such principles are thereby summarized 
below: 

 
• Supervisors should require conglomerates to carry out 

adequate risk management processes including those 
addressing ITEs for the conglomerate as a whole.505  The 
supervisors may reinforce these processes with supervisory 
limits and can do this directly or through regulated 
entities.506 

• Supervisors should monitor material ITEs of the regulated 
financial entities on a timely basis through regular reporting 
or by other means to help achieve a clear understanding of 
the ITEs of the financial conglomerate.507 

• Supervisors should require public disclosure of ITEs. 
• Supervisors should closely cooperate with one another to 

understand each other’s concerns and to coordinate any 
supervisory action relative to ITEs within the group.508 
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• Supervisors should deal effectively and appropriately with 
material ITEs that are considered to have a detrimental 
effect on the regulated entities or on the group.509  This 
includes setting the quantitative limit in advance and 
requiring the conglomerate to cease certain activities. 

6. Risk Contagion 

As indicated in section III of this thesis, risk contagion is 
considered the most significant problem associated with the formation of a 
financial conglomerate, as it can arise from the financial connection 
between group entities as well as from psychological effects on the image, 
reputation and credibility of the conglomerates.510  The risk contagion may 
result in the explosion of systematic risk and harm consumers due to the 
asymmetry of information.  Counteraction of this type of supervisory issue 
should, according to the objectives of financial regulation, always be a 
supervisors’ priority.  Some arguments assert that contagion risks are 
unavoidable since it is the inherent characteristic that difficulties 
originating in one of the conglomerate members spread to the rest of the 
conglomerate.511  Besides, with the existence of a safety net in most 
countries, financial conglomerates may engage in riskier activities owing 
to the moral hazard resulting from the extension of the safety net.512  
Indeed, it is highly unlikely that risk contagion will be completely 
eliminated within the financial conglomerate, but it is not impossible to 
alleviate and control it.   

With regard to the contagion incurred by the financial connection, 
since the financial connection is often built through intra-group 
transactions, supervisory measures utilized to monitor and restrict the 
intra-group transaction such as qualitative standard and quantitative 
restriction may also serve as a “firewall” in preventing the risk contagion.  
In addition, regarding the moral hazard generated from the extension of 
safety net, to design a safety net system which contains the following 
mechanism may help effectively reduce the moral hazard to: (1) limit the 
coverage of deposit insurance; (2) endow concerned authorities the power 
to terminate the protection of the safety net under certain circumstances; 
and (3) make the adequate capitalization a criteria for providing deposit 
insurance coverage.  As mentioned earlier, China is on its way to 
establishing a deposit insurance system.  Regarding the mitigation of the 
risk contagion through the particular design in the safety net regulation, 
certain mechanisms provided in Federal Deposit Insurance Corporation 
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Improvement Act (FDICIA) of the U.S. can be useful.  The FDICIA 
grants the OCC and RRB authority by regulation or order, to impose 
restrictions or requirements on relationships or transactions between a 
national bank and a subsidiary of the national bank for the purpose of 
avoiding any significant risk to the safety and soundness of insured 
depository institutions or any Federal deposit insurance fund.513  The OCC 
also possesses the authority to decline indemnification payments if the 
insolvency can be attributed to the insured bank’s affiliate.514  In addition, 
safety and soundness firewalls applicable to a bank’s financial subsidiaries 
are built by FDICIA.  An insured bank is not allowed to control or hold an 
interest in a subsidiary that engages in activities as the principal if either 
the bank or the subsidiary is not well capitalized.515  Furthermore, 
supervisors must also have the authority to access the necessary 
information either through the related reports submitted by the regulated 
institution or information sharing mechanism and to quickly respond to 
emergencies through proper enforcement.516 

The reputational risk contagion is even harder to prevent as this 
type of risk is often caused by consumers’ lack of full information.  The 
common sense of a layman provides him with the impression that a 
financial conglomerate is a single economic unit.  When difficulties for a 
member of the conglomerate occurs, asymmetry of information can lead to 
diverged views about the future between customers and service 
providers,517 ordinary people may assume that the rest of the conglomerate 
is also in difficulty, even though that is not the case.  Thus, only through 
the elimination of the information asymmetry can reputational risk 
contagion be reduced.  To impose disclosure requirements on financial 
conglomerates that obligate them to unveil information regarding 
significant risk concentration and intra-group exposure may help 
consumers to judge the condition of the financial conglomerate and help to 
build the confidence with the healthy conglomerate and discipline the 
unsafe one.   

In sum, in dealing with risk contagion, China needs to include the 
firewall system as a way to add certain mechanisms into the safety net and 
to launch disclosure requirements.   
                                                

513 See 12 U.S.C. §§ 1828a(A) & (B). 
514 See 12 U.S.C. § 1828(k)(2)(B). 
515 See 12 U.S.C. § 1831(w)(a). 
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§§ 1828 & 1831(o). 

517 PETER D. SPENCER, THE STRUCTURE AND REGULATION OF FINANCIAL 
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F. Solutions for Other Supervisory Issues 
1. Conflicts of Interests 

Conflicts of interests, as unveiled in section III of this thesis, can 
occur both externally and internally.  The former is sometimes regarded as 
the “principal-agent risk”, which occurs when a financial institution offers 
a service that is beneficial to itself, but not necessarily to the customer.518  
The latter appears when internal units struggle with one another for market 
share or cross-subsidization.  In this case, make-or-buy decisions do not 
follow competitive market conditions and/or resources are not allocated in 
the most effective way.519  Internal conflicts of interest may be less 
necessary for regulation because the core objective of financial regulation 
is to protect consumers and prevent systematic risk.  As long as the 
inefficient resource allocation is not detrimental to the safety and 
soundness of any of the entities within the conglomerate, there is no need 
for supervisors to be deeply involved in the philosophy of the internal 
operation of the financial conglomerate.   

With respect to the supervision of external conflicts of interest, 
FRB of the U.S. not only identifies various types of conflicts of interests 
that need to be addressed,520 but also provides some solutions for these 
conflicts of interests.  Pursuant to the BHC Supervision Manual, various 
supervisory tools employed to counteract the conflicts of interests are: (1) 
disapproval of or limits on investments or activities that can lead to 
conflicts of interest;521 (2) requiring the internal control system of an FHC 
to recognize potential conflicts of interests and subjecting the system to 
FRB’s review;522 (3) determining and evaluating significant conflicts 
during the inspection especially when inspecting companies with separate 
shareholders but common managements;523 and (4) mandating the 
customer complaint system and reviewing it during the inspection.524  The 
work of identifying numerous types of conflicts of interests seems to be 
left to the sectoral rule and functional regulators. 
                                                

518 FREDERIC S. MISHKIN, FINANCIAL MARKETS AND INSTITUTIONS 401 (3rd ed. 
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519 Van den Berghe & Verweire, supra note 43, at 163. 
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Given that conflicts of interest vary within different lines of 
businesses and different management and corporate structures, it is 
virtually impossible to identify, through a laundry list, all types of 
potential conflicts of interest that can occur between every entity of the 
financial conglomerate and consumers.  It is possible that supervisors can 
learn conflicts of interest only after such has caused damage to consumers.  
Owing to this intrinsic difficulty and possible delay for supervisors to 
identify the conflicts of interest, the supervision of conflicts of interest 
must rely heavily on the self-regulation of financial conglomerates.  The 
management body is the one who has supreme knowledge regarding 
business profiles and potential conflict of interests, thus to impose 
disclosure requirements on the financial conglomerates is the most 
efficient approach available to supervise information concerning the 
conglomerates’ conflicts of interests, and to achieve better consumer 
understanding and protection.  Besides, supervisors should require 
financial conglomerates to enact internal ethical rules to increase the 
integrity of management and related personnel.   

Another possible measure supervisors may adopt is to build a 
“Chinese Wall” between different departments regarding the sensitive 
customer information and management.525  However, it is often criticized 
that “Chinese Wall” rules can be easily broken and the breaches are often 
undetected so that the “Chinese Wall” is in fact paper thin within financial 
conglomerates.526  Hence, this thesis suggests that the better supervisory 
system addressing the conflicts of interest is to mandate financial 
conglomerates to prepare their internal control system to deal with 
conflicts of interests plus the disclosure requirement.  The responsibility of 
supervisors is to inspect and review the effectiveness internal control 
system based on the information the conglomerate reveals. 

2. Disclosure 
It is acknowledged that disclosure is one of the most broadly 

functional supervisory tools applicable and effective with regard to 
various supervisory issues such as the transparency of corporate structure, 
risk concentration, risk contagion, intra-group transaction and exposure 
and conflicts of interests.  More fundamentally, disclosure of the 
information of financial conglomerates is the most direct tool to conquer 
the asymmetry of information and accomplish better consumer protection 
by having consumers informed.527 Information disclosure is regarded as a 
critical factor in determining whether or not a regulation fulfills the 
regulatory objective.  As stated in the previous section, Pillar 3 of the New 
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Basel Accord promotes the idea that enhanced information disclosure will 
facilitate market discipline based upon the rationale that the more market 
participants have been informed, the more likely they are able to make 
informed judgments so as to influence the demand and price of a particular 
financial product. Furthermore, this forces the financial institutions to 
reveal their private information.528  As discussed previously, however, 
although the function of market discipline is not entirely promising,529 
empirical studies do indicate that countries who adopt regulations forcing 
the disclosure of accurate, comparable information about financial 
institutions, tend to have better developed financial institutions that 
conduct their business with higher degrees of integrity.530  Furthermore, 
based upon the “private interest” theory, interest group competition and 
the battle among the interests are key determinants to explaining 
regulatory outcomes.531  To illustrate, given that the interest of the 
industry is more concentrated, it is the primary role of financial 
institutions to allocate their resources to attract the attentions of various 
interest groups (i.e. bankers, politicians, etc.). These different interest 
groups will compete in an attempt to manipulate national policies of 
financial markets towards their favor.532  Accordingly, the private interest 
view supports a higher extent of reliance on market discipline, information 
disclosure, a light hand by regulatory authorities, and significant oversight 
of the regulatory process itself.533 

Based on the discussion in the preceding paragraph, this thesis 
affirms the value of disclosure and suggests enacting regulations that 
encourage information disclosure.  Another issue to be addressed is 
whether disclosure should be voluntary or mandatory.  Studies reveal that 
a firm will voluntarily disclose all its information when three assumptions 
are met: (1) consumers know that the firm has certain information; (2) the 
firm cannot lie, though they can refuse to disclose the information; and (3) 
disclosure is without cost.534  Since asymmetry of information always 
exists, consumers are often unsophisticated, and financial institutions are 
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unwilling to make disclosure primarily because of compliance cost, the 
theory in favor of voluntary disclosure fails.  Conversely, although firms 
which violate the disclosure requirement may benefit from cost-saving in 
the short term as long as their violation remains undetected, when the 
violation is exposed, the financial market, where most participants play by 
rule, may be able to send a powerful message to the violator and discipline 
same.535  In addition, another subtle reason for regulation is the benefit of 
standardization.536  Even when the financial institution cannot lie, they can 
still choose the format in which to present information in a positive light 
so as to make comparison more difficult and further confuse the 
consumers.537  In sum, it is clear that disclosure of information can, to 
some extent, enhance the market discipline. Such disclosure has to be 
mandatory because voluntary disclosure is inconsistent with the market 
reality and the intent of consumer protection. 

Most supervisory regimes observed by this thesis have adopted 
mandatory disclosure in accordance with the above finding. Under its 
authority of umbrella supervision, the FRB in the U.S. may be provided 
with the report filed by FHC and its subsidiaries.538  Also, the BHCA 
authorizes FRB to occasionally require a FHC, and any subsidiary of such 
FHC, to submit reports under oath, which include certain prudential 
information.539  In addition, the BHC Supervision Manual recognizes the 
importance of public disclosure with regards to affiliate transactions and 
exposure, equity investment, corporate structure as well as its contribution 
to market discipline.540  The European Union imposes upon every credit 
institution the duty to report the large exposure.541  In the U.K, although 
mandatory disclosure is generally required,542 there is an exception to 
financial groups initiating the process of identification as a financial 
conglomerate – the notice to competent authorities is completely 
voluntary.543  In Germany, universal banks are also legally required to 
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report their large exposure.544  In Taiwan, in an administrative regulation 
titled, “Regulations Governing the Required Information in the Annual 
Report of Financial Holding Company,” enumerates a long list of 
information that an FHC should disclose in its annual report.  This 
regulation, however, neglected to include potential conflicts of interest in 
the list of required information.545 

Based on the theoretical discussion and comparative studies, this 
thesis proposes a mandatory disclosure system in which information 
regarding the corporate and managerial structure of the conglomerate, 
potential conflicts of interests, significant intra-group transactions, and 
potential risk contagion must be revealed.  One final point is that for the 
purpose of ensuring unsophisticated consumers are  “informed”, 
information disclosed to consumers should contain proper guidelines and 
use plain language.546 

3. Qualification of Management Personnel 
The rationale for scrutinizing the qualification of managers in the 

licensing process is simple: (1) to ensure that all entities within the 
financial conglomerates are soundly and prudently managed; (2) to initiate 
the arrangements of consultation channels between supervisors and 
managerial bodies; and (3) to check the integrity of management so as to 
avoid “fraud and swindle.”547   

The most sophisticated screening regime is the Taiwanese law.  
Pursuant to the “Regulation Governing Qualification of Responsible 
Persons of a Financial Holding Company and their Holding of Concurrent 
Positions in Subsidiaries”, a list including the criminal record, the history 
of violation of certain laws and regulations and the history of receipt of 
certain sanctions are all factors to determine the qualification of the FHC 
personnel.548  As mentioned in the supervision of licensing, the purpose of 
entry screening is to ensure the quality of the market entrant.  Regulatory 
standards for determination regarding the fitness and propriety are suitable 
under this purpose.  This thesis recommends that China create regulatory 
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standards resembling the Taiwanese regulation, as well as following the 
seven fit and proper principles provided by Joint Forum.549 

4. Structure and Organization of Supervisors 
Empirical studies on the recent development of various supervisory 

regimes indicate that a trend toward the unification of supervisory powers 
is evolving.550  The unified supervisor system has been adopted in 
Germany, U.K. and Taiwan, while the U.S. still maintains its peculiar 
separate regulator system by assigning FRB as the umbrella supervisor for 
FHCs and leaves the authority to supervise various financial activities to 
the different functional regulators.  Although the trend toward a unified 
regulator is clear, do the advantages claimed by the advocates of unified 
regulator truly outweigh its disadvantages?  Is the separate specialist 
regulator system truly useless?  Is there any convincing evidence clearly in 
favor of the unified system?  All these questions will be discussed and 
answered in the following discussions.   

a. Arguments in Favor of the “Unified Regulator” System 

Advocates of the unified regulator system have presented four 
major reasons for its advantage.  First, a single regulator may generate 
efficiency.551  A single regulator's position allows one to look across the 
entire financial industry and allocate regulatory resources to locations they 
are most needed552 so as to reach cost-effectiveness.553  Second, a single 
regulator responds to the trend of the innovation and evolvement in the 
financial market.554  A single regulator is advantageous because it reflects 
the nature of modern financial markets, where old distinctions between 
different sectors and different products have blurred.555  Besides, the rise 
of financial conglomerates that operate across sectors has made sectoral 
supervisors nearly unable to detect group-wide risk, as they only have 
oversight jurisdiction over a given portion of a diversified 
conglomerate.556  Hence, the single regulator system has its logical, 
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superficial attraction.  Third, the single regulator system may provide a 
more effective system of regulation.557  A single regulator may be more 
effective because the single regulator may be in the ideal position to 
maintain coherence and clarity of purpose due to its unified management 
structure, which creates an effective mechanism for resolution of conflicts 
between different regulatory objectives.558  In the multiple regulator 
system where different agencies may not share common objectives,559 
regulatory competition is likely to occur.  The unified regulator system 
may generate competitive neutrality.560  Fourth, a single regulator is more 
accountable because it has no other regulatory body to which it can 
transfer blame for regulatory failure.561  It is suggested that the philosophy 
that "the buck stops here" stipulates the regulator’s strong incentive to 
establish a clear mandate, to stick to it in its practical operations, and to 
educate consumers of financial services on what protections they can and 
cannot reasonably expect from the regulatory system.562  The effectiveness 
of separate regulators may be impeded by “turf wars” or a desire to “pass 
the buck”, as there is likely to be an overlap of supervisory authority, 
responsibilities, and skills.563 

b. Arguments in Favor of the “Separate Specialist Regulator” System 
Opponents of a unified regulator system contend that a single 

unified regulator may encounter difficulties in striking an appropriate 
balance among the different objectives of regulation.564  Given the 
diversity of these objectives, a single regulator may not have a clear 
understanding of the various goals and rationales or be able to adequately 
differentiate between institutions.565  Also, a unified regulator may be 
more inefficient, as it is usually associated with a monopoly and tends to 
be quite bureaucratic, which can eliminate healthy regulatory 
competition.566  Synergies a single regulator can gain from unification are 
very limited.  Economies of scope are more significant than economies of 
scale and the multiple regulator system enjoys the former.567   Third, 
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merging existing agencies or creating a single, new agency requires 
political agreement among government agencies, which is not easily 
obtained.568  Finally, the “separate specialist regulator” has stronger 
expertise on each regulated business and is capable of facilitating healthy 
competition between regulators, making it a more preferable model.569 

c. Is an Integrated Supervisory System Necessary? 

In the British case, internal studies conducted by FSA indicates 
that FSA has completed most parts of the plan to develop: (1) a single set 
of central support services; (2) a more efficient allocation of regulatory 
resources across both regulated entities and types of regulated activities; 
and (3) plans for the development of the FSA’s proposed single handbook 
of rules and guidance emphasize on both the need to harmonize, 
consolidate and rationalize the various principles, rules and guidance.570  
FSA also presented numbers to prove that there has been a cost saving 
effect since the promulgation of the new rule.571  This thesis has no doubt 
about all the adjustments FSA has accomplished or the cost saving effects 
that have actually been generated.  It is undeniable, however, that the 
empirical studies weighing on the debate regarding single or multiple 
regulators are too scarce572 so that no convincing evidence is available to 
support either side.  More surprisingly, in the U.S, empirical studies in 
favor of a multiple specialized regulator system are also available. A study 
sponsored by the Federal Reserve strongly supports maintaining beneficial 
specialization of regulators and are in favor of the system currently in 
place in the U.S.573 Similar studies also indicate that multiple regulators 
can benefit from competition.574   

Owing to the extremely limited availability of empirical evidence, 
and further that no evidence is sufficient to prove that one system 
transcends the other, this thesis does not attempt to select either system 
before creating a schematic reform project for China.  Instead, the 
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following discussion will examine which system incurs lower transitional 
costs.  Theoretically, the transition plan that arouses the least amount of 
structural change is the less expensive plan.  As discussed in section VI, 
three major financial supervisors currently operating in China are China 
Banking Regulatory Commission (CBRC), China Insurance Regulatory 
Commission (CIRC) and China Securities Regulatory Commission 
(CSRC).  To integrate all three agencies into one newly formed agency 
will cause major structural change and, therefore, incur greater transitional 
costs.  It is also worthless to simply combine three authorities under one 
common roof but still allow all three agencies to remain operating in a 
separate manner.  Therefore, this thesis suggests that current arrangement 
on supervisory authorities should be retained subject to some 
improvement.  China needs to enhance two aspects: (1) establish an 
information-sharing system and coordination system among supervisors, 
and (2) increase the independence of all three agencies.  With regard to the 
former, the Joint Forum’s “Principles for information Sharing” and 
“Coordination Paper” are the guidelines to follow.575  As for the later, it is 
important for financial supervisors to be independent from undue pressure 
and influence imposed by politicians and industries.576  The influence of 
officials from the Communist party may be the most significant obstacle 
to achieve the independence.  To appoint high-level officials of these three 
agencies to a fixed-term position could be a solution for elevating 
officials’ degree of independence.  Ultimately, this might be a political 
issue beyond the coverage of this paper. 

VII. CONCLUSION 
It has been over two decades since China commenced its economic 

reform in the early 1980s.  After China’s WTO accession, the rapid 
growth in economics, including the financial market, has brought wealth 
to the country, the private enterprises, and individuals, but has also created 
various issues regarding the maintenance of the market order.  Among 
these issues, the supervision of financial conglomerates is paramount and 
cannot be neglected during the opening-up of the financial market.  
Several themes involved in this issue demand solutions – the supervision 
of existing financial conglomerates, the erection of a level playing field for 
the establishment of new domestic and foreign financial conglomerates, 
and the assurance that their operation is effectuated in a safe and sound 
manner.  This thesis intended to address this issue by utilizing the 
comparative law approach, as well as following the decision making 
process, and has completed the following observations: 

Financial conglomerates benefit from competitive advantages 
brought by economy of scale, economy of scope, synergy and 
                                                

575 See Supervision Report, supra note 31, at 47-62. 
576 BARTH, supra note 387, at 95. 



2009]  Chang      97 

 

diversification of risk.  It is a common understanding that without market 
liberalization, it is impossible for the Chinese financial industry to 
efficiently allocate capital and make it more circulative.  Given that the 
inevitable consequence of liberalization inspired by WTO accession – 
competition -- comes from both external and internal side, it is necessary 
to allow financial conglomerates to establish in order to facilitate the 
competitiveness of Chinese financial service industry.  As financial 
conglomerates can incur various new supervisory and even policy issues, 
including double gearing, risk concentration and contagion, intra-group 
transaction and exposure, transparency of structure and even the 
supervisory framework, it is indispensable to prepare an effective system 
to meet the supervisory need. 

Despite the fact that the terms “financial holding company” or 
“financial conglomerates” cannot be found in any of the current financial 
laws and regulations in China, financial conglomerates have existed since 
the early 2000s.  Since present financial laws and regulations are made in 
accordance with sectoral segregation, their function in the supervision of 
financial conglomerates is extremely limited, though some provisions in 
respective laws and regulations may be utilized in the supervision of 
financial conglomerates.  As the potential risks and supervisory issues 
associated with financial conglomerates has been identified, the demand of 
a legal framework created specifically for the supervision of financial 
conglomerates to complement the insufficiencies of current laws and 
regulations is imminent in China.   

In helping China to establish a feasible supervisory framework for 
financial conglomerates, this thesis researches relevant laws and 
regulations in different developed countries including the Federal Reserve 
Act and the Gramm-Leach-Bliley Act, as well as parallel regulations of 
the U.S. and Council Directive 2002/87/EC on the supplementary 
supervision of credit institutions insurance undertakings and investment 
firms in a financial conglomerate of the European Union.  Through the 
comparative law studies, the countries selected have all been aware of 
supervisory issues regarding financial conglomerates and the different 
approaches these countries adopt to address such issues share common 
ground.  However, as the history, political agenda, environment and 
demand of financial markets in each country varies, distinctions of 
supervisory framework can be found in several aspects – approaches of 
assessing the capital adequacy of financial conglomerates, disclosure 
requirements, permissible forms of financial conglomerates, and structure 
of regulators.  These divergences are designed to respond to the particular 
needs of each country.  Hence, a one-size-fits-all method for the 
supervision of financial conglomerates does not exist.   

Government has to regulate and supervise the financial service 
industry because customers fail to price the risk and elaborate supervision 
due to the lack of incentive and the asymmetry of information.  On the 
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other hand, the overly stringent regulation and over-expanded supervision 
are of no help in improving the development of financial market as well its 
efficiency or even integrity.  Regulations that provide appropriate level of 
scrutiny and promote market transparency to assist private sectors to 
monitor financial service industry are indispensable.  Thus, regarding the 
supervision of financial conglomerates, this thesis concludes that China 
must, by following the international standard and referring to systems of 
other developed countries, establish a supervisory framework with an 
appropriate level of government involvement to address issues concerning 
licensing, permitted conglomerate structure, capital adequacy, risk 
concentration, intra-group transaction and exposure, risk contagion, 
qualification of managerial body and conflicts of interest.  This framework 
should also promote the transparency and market discipline through more 
sophisticated disclosure requirements.  As for the structure of supervisors, 
no preponderant evidence is clearly in favor of single unified regulators or 
multiple specialized regulators.  As long as a proper coordination 
mechanism among supervisors is available, and the independence of 
supervisors can be enhanced, the structural change of supervisors is not 
imminent. 

There are a couple of final remarks this thesis would make.  First, 
to make a rule is one thing but to implement a rule is altogether another 
challenge.  Good legislation does not guarantee a satisfying outcome, as 
the legislation does not automatically translate into solid implementation.  
It is agreed that corruption is rampant in both central and local 
governments due to the failure of the Communist party to discipline itself.  
This fact may cause the well-established laws and regulations regarding 
the supervision of financial conglomerates to be ignored at any level and 
at any stage of supervision.  If the political system reflects only the 
interests of a small group of “elites,” the transparency and competition of 
the market can possibly be undermined.577  Therefore, whether the 
Chinese government is capable of coping with the corruption is a critical 
factor for the success of financial supervision.   

Second, owing to the dynamic nature of financial markets, 
financial products as well as the management techniques of financial 
institutions and conglomerates are evolving rather than static.  Besides, 
even when academia reaches a consensus about what form of regulation to 
adopt, the real world sometimes produces something quite different.578  As 
the essence of law contains both the supply and demand side,579 laws and 
regulations regarding the supervision of financial conglomerates need to 
fluidly respond to the change of market condition and any innovative 
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development influencing financial conglomerates, including technology, 
the availability of information, and management techniques.  Given that 
financial conglomerates are newly launched in China, they may be ill-
informed on related rules once China has the same, and may be ill-
intentioned to comply with such rules, laws and regulations; therefore, it is 
better to include stronger enforcement to deal with deliberate avoidance of 
supervision.580  However, once the situation shifts to the stage of well-
intentioned but ill-informed or ill-intentioned but well-informed, 
approaches of supervision and enforcement should accordingly change so 
as to meet reality.  Government involvement may be reduced to the least 
extent once institutions are both well-intentioned and well-informed. 
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