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President’s Statement

The Federal Financial Supervisory Authority (Bundesanstalt flr
Finanzdienstleistungsaufsicht — BaFin) is the guarantor of the
continuing stability, competitiveness and integrity of the German
financial system. It would be fighting a lost cause, however, were
its voice audible only in that territory lying between Flensburg and
Passau. Today’s financial markets are interwoven with one another
worldwide. Regulators must therefore think and act internationally -
and they do.

BaFin nurtures close contacts with other regulatory authorities -
including those beyond Europe’s borders. We develop our regulatory
practice in large part in concert with our foreign colleagues in
international bodies. The foundations of German supervisory law
are laid down in the institutions of the European Union. In the EU
committees of the CESR, CEIOPS and CEBS, BaFin sings in the
choir of European regulatory authorities.

But when it comes to making European harmonisation consonant
with German interests, it can also sing with a powerful solo voice.

Things have been happening on the international supervisory stage
over the past year: the Market Abuse Directive, for example, has
been promulgated. This is intended to set Europe-wide uniform
standards for combating insider trading and market manipulation.
Solvency II, the future European system for supervising insurance
companies, is taking shape and “Basel II”, the new capital accord
for banks, is approaching completion. Both projects represent a new
supervision of solvency - a supervision that is oriented towards
individual risks assumed by banks and insurers and that maintains
scrutiny of their internal risk management systems at all times.
Here in Germany, we are already taking great strides forward along
that path.

}t Mo o s

Jochen Sanio
President
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Advantages of integrated supervision.

I  Benefits of integrated financial supervision

I Benefits of integrated
financial supervision
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The advantages of integrated financial market supervision clearly
manifested themselves in BaFin’s first full financial year. Solvency
supervision and customer protection issues were resolved more
quickly than before due to BaFin’s role as the main point of contact
for all market participants.

Merged supervision also proved a plus because most of the
institutions and companies supervised faced similar problems. They
were all affected equally by unstable developments on the financial
markets, for example. The high volatility that marked the beginning
of the year was followed by a substantial recovery in prices as the
year progressed.
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Basel II in the home stretch.

Solvency II enters the next phase.

Stress tests in the media.

Protektor goes into action.

Medicator is brought to life.

I  Benefits of integrated financial supervision

Integrated supervision also proved its worth in moulding the
international regulatory environment. Opinion shaping has become
considerably easier now that supervisors can speak “with one voice”
in all international bodies. The merger has not only given German
regulators a stronger voice in international discussion forums.
BaFin’s comprehensive approach to supervision enables knowledge
transfer and synergies that make it much easier to set a regulatory
course. In the insurance arena, for instance, “Solvency II” is
developing a new risk-oriented regulatory framework influenced
primarily by the banking supervision rules contained in “Basel II".

The capitalisation rules imposed on credit institutions with regard to
assumed risks (Basel II) have been undergoing fundamental reform
since 1999. In 2003, the Basel Committee on Banking Supervision
took a number of decisions that considerably advanced this process.
In the first half of 2004, the Committee will be seeking to reach a
fundamental consensus on how the new accord will look. The
presentation of these “Framework Agreements” will be followed by a
series of national consultations.

In 2001, the Insurance Committee of the European Commission
proposed an initial series of research studies as part of the new
“Solvency II” project aim at improving on current practices with
regard to accounting for insurance undertaking risks. In 2003, the
Commission concluded the first phase of the “Solvency II” project.
The result of this first phase is a three-pillar approach inspired by
“Basel II” but tailored to the insurance industry. A discussion draft
for an EU framework directive based on this approach should be
submitted by early 2005.

The stress tests to which BaFin subjected insurance undertakings
attracted a great deal of attention in 2003. The tests are one of
BaFin’s early warning instruments. A stress test simulates the effects
of hypothetical crisis developments in the capital markets on an
insurance undertaking’s (IU) balance sheet. The simulation is
designed to demonstrate whether, even in an ongoing crisis situation
(= stress scenario), the IU would still be in a position to meet its
obligations without having to resort to counter measures.

The results of the tests were frequently misinterpreted by the media
in 2003. Failing the stress test is first and foremost a signal that the
IU in question needs to improve its ability to bear risk. This is the
only way problems can be avoided if a crisis actually surfaces on the
capital markets in the future.

In 2003, Protektor Lebensversicherungs-AG, the rescue company for
the life insurance industry formed in the previous year, went into
action for the first time. When Mannheimer Lebensversicherung
found itself in a financially precarious position and no outside
investor could be found for the troubled company and its
shareholders to fill the financial gap, BaFin was obliged to order the
company to transfer its entire insurance portfolio to Protektor. This
allowed the claims of life insurance customers to be protected and
the policies to remain effective.

Since last summer, health insurers have had their own rescue
company. On 3 July 2003, the eight largest German health insurers
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Crackdown on market manipulation.

Two-stage control procedure for
enforcement.

New prospectus obligation for the grey
capital market.
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formed Medicator AG. If a private health insurance finds itself in
financial distress, Medicator will ensure that its insurance policies are
continued. Currently, unlike Protektor Lebensversicherungs-AG, the
corporation is purely a holding company.

Developments on the international insurance markets prompted the
legislature to once again consider further strengthening the
supervision of reinsurance companies in 2003. It resolved not to wait
for the EU to adopt the relevant directive, which was under
preparation at the time. The preliminary work for the new national
legislative project has been underway since October 2003 and is
oriented along the lines of the EU’s draft directive. Under the new
supervisory provisions, the regulations applicable to primary insurers
are to be adopted and applied to reinsurers to the maximum extent
possible. At the core of the new supervisory system is the
requirement that reinsurers obtain a licence to conduct business and
that they are subject to solvency rules in the future. The new rules,
together with further amendments to the Insurance Supervision Act
(Versicherungsaufsichtsgesetz — VAG) are expected to come into
force no later than the beginning of 2005.

2003 was the first full year in which BaFin’s duties included

analysis of stock exchange and market price manipulations. This
responsibility was allocated to the integrated supervisory authority in
July 2002. Since then, market analysis has covered both the
monitoring of insider activities and targeted searches for price
manipulations. In an official move taken in the Spring of 2004, the
Federal Justice and Finance Ministries drafted two statutes intended,
among other things, to implement the objectives of the German
government’s 10-point programme and improve corporate integrity
and investor protection. Both legislative drafts — the Balance Sheet
Control Act (Bilanzkontrollgesetz — BilKoG) and the Act on the
Improvement of Investor Protection (Anlegerschutzverbesserungs-
gesetz — AnSVG) affect securities supervision activities.

The BilKoG is designed to counteract irregularities in financial
statements and reports. The statute will affect issuers whose
securities are traded in Germany on the official or regulated market.
At the heart of the draft law is the establishment of a two-stage
control procedure (enforcement): a private auditing agency shall be
put in place to conduct fundamental examinations in order to check
that the accounting policies of the companies in question comply
with regulations. According to the plan, BaFin will use public law
remedies to enforce an audit if a company fails to cooperate with the
auditing agency.

The aim of the planned law to improve investor protection is
to strengthen the rights of investors and promote their trust in
the integrity of the capital markets. The obligation to publish a
sales prospectus is to be extended to include what are known
as “grey market” products - such as uncertificated equity
participations.

BaFin will continue to act as a depository and reviewer for
prospectuses pursuant to the Act on the Prospectus of

Securities Offered for Sale (Wertpapier-Verkaufsprospektgesetz -
VerkProspG).
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Investment Modernisation Act comes
into force.

Important steps taken towards
adopting International Accounting
Standards.

The macroprudential perspective is
becoming more important for
regulators ...

... and complements domestic
economic perspectives.
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The Investment Modernisation Act (Investmentmodernisierungs-
gesetz- InvmG), which came into force on 1 January 2004 represents
the German government’s legal implementation of two amending
directives to the EU Investment Directive — the "OGAW Directive”.
The German government took this as an opportunity to liberalise and
modernise German investment law. The revision has brought with it
new tasks for BaFin. The legislature’s decision to tread into new
territory and allow hedge funds has received considerable media
coverage. Moreover, investment companies with variable capital have
now become a possible vehicle for this type of fund. BaFin reacted by
establishing a new section for hedge fund and investment stock
corporation supervision at its Frankfurt am Main office. The new
section will be responsible for issuing licences and authorisations,

as well as for the ongoing supervision of domestic hedge funds.

In addition, it shall monitor the distribution of foreign hedge funds

in Germany.

With the adoption of its Fair Value Directive, the IAS Regulation and
the Modernisation Directive, the EU has set the course for the
introduction of International Accounting Standards (IAS): BaFin has
been working on the development of accounting standards with the
International Accounting Standards Board (IASB) at both national
and international level for some time now. In 2003, the discussion
focused on Exposure Draft 5 (Insurance Contracts) as well as IAS 32
(Financial Instruments: Disclosure and Presentation) and IAS 39
(Financial Instruments: Recognition and Measurement). While
Exposure Draft 5 is still at the discussion stage, the revised
Standards IAS 32 and IAS 39 have already been issued. Both
standards will have a considerable impact on accounting by banks
and insurers.

1 Financial stability in Germany

Financial stability in Germany can only be assured with effective and
credible financial supervision. Since the end of the 1990s, the
realization has taken hold worldwide that national regulators can
only properly accomplish their mission if they extend their horizons
beyond domestic economic aspects. This change of heart was
consummated under the pressure of financial crises, turbulence on
the stock markets, financial innovations and the increasing
globalisation of money flows. Today, because of greater economic
and financial integration, risks can not only be traded better, but can
also be transferred more quickly than in the past. It is not only
national borders that are becoming more open - there are also close
ties between the individual branches of the German finance industry.
Credit institutions, insurance undertakings and investment firms are
becoming more and more close-knit in terms of both business and
competitive relationships on the capital markets. Last but not least,
there is increasing interaction between the finance industry and the
real economy.

This means that the German financial system is not immune to
developments in other countries and in the other sectors of the
German economy - something that regulators cannot ignore.
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Analysis of the national and international environment in which
financial enterprises do business both complements and supports the
conventional supervision model, which is closely linked to individual
institutions. If this broad perspective can enable the timely
recognition of looming threats to the financial sector, regulators can
adjust their instruments in order to act more effectively and head off
crisis developments. There is also an international and European
dimension to this overarching approach to supervision. The
international Financial Stability Forum and the economy networks of
the European supervision system regularly study potential threats to
financial stability. The country-specific studies conducted by the
International Monetary Fund - the “Financial Sector Assessment
Program (FSAP)” — add weight to the macroprudential approach'.
This means that financial market and financial stability analysis
represents an important multi-sector mission for BaFin.

1.1 In retrospect: developments in the
financial markets

2003 was a year of what were often abrupt changes in direction on
the international financial markets, many of which caught market
participants unaware. During periods of heightened uncertainty,
there were drastic temporary increases in the volatility of price
movements. Over time, however, the situation on the markets
calmed perceptibly.

At the beginning of last year, leading stock indices fell to multiyear
lows. The S&P 500, for example, lost as much as 49% on its all-time
high of March 2000, while the DAX was down as much as 73%.
Technology stocks tumbled even more. Sentiment did, however, pick
up shortly after the first wave of military action in Iraq, fuelled by
expectations of a quick end to the conflict. Low interest rates
favoured higher stock prices and investors were again prepared to
move funds out of safer investments to seek better returns in riskier
positions.

After the Spring of 2003, the stock markets made major gains and
recuperated a large part of the losses they had suffered. The
German financial sector clearly profited from the higher valuation
level.

The unrealised hidden liabilities burdening banks and insurers -
insofar as these had not already been written down anyway - were
markedly reduced. This stabilised the earnings position of many
financial services providers. What matters now is how well advances
in the stock markets can be sustained by advances in the real
economy.

Although it was primarily the US economy that overcame weak
growth on the global economy and lent support to the worldwide
recovery in the Spring of 2003, many developing countries in Asia
also came through with their own strong upward surges. By

! cf. Chapter I 2.1.
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The German economy is slowly
awakening from stagnation ...
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Fig. 1
Stock markets in comparison
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comparison, the recovery in the euro zone was rather subdued,
despite low interest rates and stable prices. Growth rates should
accelerate somewhat this year if the spark from the export-driven
economies can ignite growth on the domestic economy. The global
upswing is having a direct impact on internationally active German
financial services providers, providing them with an opportunity to
expand their business.

The German economy ought to profit from the upward trend on the
global economy. Up until now, however, it has had a hard time
freeing itself from a phase of persistent stagnation. It was only in
the second half of 2003, when world geopolitical risks ebbed and
some reform projects were initiated in Germany, that the forces of
growth gradually got the upper hand. It is still too early, however, to
speak of a broad-based, self-sustaining recovery.

Fig. 2
Economic growth in Germany
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After some turbulence, the bond
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The modest economic improvement appears to have created a little
breathing room for German financial services providers. Although the
40,000 company insolvencies in 2003 - again almost exceeding the
record levels of the preceding year - produced a large amount of
defaults that had to be absorbed, the value of unpaid receivables fell
appreciably because fewer large businesses became insolvent. In
addition, there were increasing signs towards the end of the year to
suggest that company failures had finally peaked. Given a more
stable German economy, financial services providers can limit their
loan loss risks and start to expand their business activities again.
Together with their own cost reduction initiatives and more robust
financial markets, this will take some of the burden off financial
sector balance sheets.

The fear of global deflationary tendencies and expectations that the
American Federal Reserve would react by buying government debt
pushed interest rates on the bond markets down to historic lows in
the early Summer of 2003. As this scenario became increasingly less
likely and as economic prospects improved, yields in June rose
sharply within a few weeks, with developments in Europe more
restrained than in the United States.

Overall interest rates initially continued to rise, albeit unsteadily.
Despite growing confidence in economic improvement, the
continuation of a relaxed monetary policy in the world's major
economic regions, the accompanying generous money supply, the
continuing favourable inflation outlook and the massive purchases of
US treasury bonds by Asian central banks ultimately resulted in
falling yields towards the end of the year. In the first few months of

Fig. 3
Capital market rates
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Table 1

Overview of the German economy and financial sector*)

Selected economic figures

Economic growth?
World economy
USA
Euro zone
Germany

Company insolvencies

DAX (end 1987 = 1000)

Money market rate?

Capital market rate?

Euro-Dollar exchange rate

Gross sales of fixed interest securities®

Credit institutions

Credit institutions®

Branches®

Employees (per KWG)

Loans to domestic non-banks®

Administrative costs

Market price write-downs of fixed interest securities

Net interest income

Net interest margin®

Commisssion income

Risk provisions

Cost-income ratio (4 large banks)

Capital ratio (4 large banks)®

Insurance undertakings

Life insurers

Hidden reserves in the investment portfolio (IP)”
As a percentage of IP book value

Portion of fund units in IP®

Portion of borrower's notes and loans in IP®

Net rate of return on IP?

Net technical provisions as % of balance sheet
totals

Surplus™
as % of gross premiums earned

Eligible own funds (A+B+C)

Solvency margin'®

Coverage of solvency margin'?

Reinsurers

Hidden reserves in the investment portfolio (IP)”
as % of book value

Combined ratio*®

Net technical provisions as % of balance sheet
totals

Net profit for the year'®

Available capital™

Unit

%
%
%

%
Number
Points
%

%
1€=..%
€ billion

Number
Number
Number
€ billion
€ billion
€ billion
€ billion
%
€ billion
€ billion
%
%

€ billion
%
%
%
%

€ billion
%

€ billion
%

€ billion

€ billion
%

€ billion
%
%

€ billion
%

€ billion

€ billion

1999

3.7
4.4
2.8

2.0
26,476
6,958
2.97
4.53
1.07
571

3,168
58,546
732,950
2,905
70.2
4.8
77.8
1.28
22.5
11.5
77.4
10.2

74.4
14.4
18.9
16.7
7.5
451.0
83.1
18.7
32.4
38.8
19.2
201.8

83.6
67.0
110.5
79.1
58.3
1.44
23.9

2000

4.7

3.7
3.5
2.9
28,235
6,434
4.39
5.28
0.92
659

3,006
56,936
733,800
3,004
77.7
1.4
76.9
1.14
28.1
15.9
79.0
10.9

62.9
11.4
21.4
16.6
7.4
484.6
83.7
20.3
33} 1
42.9
20.5
209.5

101.8
75.9
102.9
84.6
57.4
2.17
25.1

Sources: BaFin, Deutsche Bundesbank, IMF; figures for 2003 are only partially available.
*) Annual totals or average values, unless stated otherwise. **) third quarter. p.) preliminary results.
a) As of year end; Credit institutions and branches incl. Postbank; KWG definition excludes Postbank among others.

1) Change in real gross domestic product y-o-y.
2) 3-month Euribor.

3) 10-year government bond yields.

4) Domestic issuers.

5) Net interest income as a percentage of balance sheet totals.
6) At the banking group level, average end of quarter values.

7) Fair values — book values of investments (IP) valued at cost.
8) As a percentage of total IP without deposits with ceding undertakings.
9) (Income from IP less expenditures for IP) / arithmetical average of IP (beginning and end of the year).

10) Net profit for the year + gross expenses for premium refunds.

11) Minimum level of free, unencumbered own funds.
12) Eligible own funds / Solvency margin.

13) Gross expenses for insurance claims and insurance operations / gross premiums earned.

14) Corresponds to items II.14 Formblatt 2 RechVersV.
15) Total capital less outstanding capital contributions.

2001

2.4

0.5
1.6
0.8
32,278
5,160
4.26
4.86
0.90
688

2,726
53),833i
728,950
3,014
81.3
303}
80.0
.13
25.4
19.8
83.8
11.1

50.0
8.6
22.5
17.1
6.0
511.6
83.7
13.4
2.5
44.2
22.2
199.0

89.2
54.2
122.4
94.8
52.3)
0.31
31.5

2002

3.0
2.2

0.9

0.2
37,579
2,893
3,372
4.81
0.94
819

2,521
50,867
710,650
2,997
78.3
0.9
85.6
1.20
24.3
il
77.9
11.1

1.1
0.2
23.0
18.1
4.4
528.5
83.8
5.0
7.7
39.8
23.3
170.4

35.8
18.5
98.3
101.8
47.4
5.37
40.2

2003

3.8
3edl
0.4
-0.1
39,320
3,965
2313
4.08
1.13
959

2,296
47,406

2,996

B
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2004, German capital market interest rates had reached a level
which was extraordinarily low by historical standards. Low interest
rates have squeezed the profitability of many German financial
services providers, but the relatively steep yield curve should now
make it easier for banks to achieve interest income.

Although the operating results recorded by banks in financial year
2003 turned out to be better than in the previous year, they were
still not satisfactory. They reflected not only the cyclical economic
environment, but also the structural problems within the industry. In
addition to value adjustments and write-downs that stagnated at a
high level, it was primarily the continuing low profitability of German
banks that caused their business results to suffer in international
comparison. The banks have begun to address their costs and
earnings in order to improve their overall key figures.

Progress has been made on the cost side: German banks have
closed branches, combined core business areas, out-sourced tasks
and reduced staff. The cost reduction measures have borne fruit:
cost-income ratios fell again in 2003, even if they still remained
above the average for comparable countries.

Key bank income figures are largely dependent on overall economic
developments. Economic stabilisation has a positive effect on hidden
reserves, and after being hit hard in the previous years, most banks
should have again seen improved developments in their commission
income.

Although many institutions have taken action to improve their plight
by reducing their activities in vulnerable business sectors, German
banks have an income problem that reflects deeper-rooted structural
difficulties. While the five largest banks in Germany have a
cumulative market share of just over 20%, the five largest British
institutions have a market share of around 75%. This high degree of
market fragmentation has led to strong competition between banks.

Fig. 4
Stock indices of the German financial sector
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Progress in the insurance sector -
despite a first case for Protektor.

Global imbalances could
prove unsustainable ...
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Although price wars have meant favourable interest terms for bank
customers, it has become almost impossible for banks to make a
profit in interest rate-dependent business. Since mid-2002, however,
interest rate spreads have started to improve again for the first time
since the beginning of the 1990s. It would appear that
circumstances have forced German banks to assess their credit risks
more precisely and make better price adjustments to reflect risk.

In 2003, the image of the insurance industry was damaged by the
near-insolvency of Mannheimer Lebensversicherung AG. On average,
however, financial year 2003 went better for the industry than many
expected. Premium income rose and hidden liabilities were off-
loaded.

Both life insurers and health insurers have strengthened their hidden
reserves. Although all of the problems faced by the industry are far
from being solved, positive developments on the stock exchanges
have resulted in lower than expected equity portfolio write-downs.

Declining investment income has recently made it difficult for some
insurers to achieve the maximum interest rate (“guaranteed rate”).
As of 1 January 2004, the Federal Finance Ministry adjusted the rate
to bring in into line with the capital markets, lowering it from 3.25%
to 2.75%. The profit margins of many life insurers, however,
continued to narrow, with current market interest rates remaining
very low compared to the higher guaranteed rate applicable to old
policies.

The fact that life insurers are investing more and more in debt
instruments and loans means that they becoming increasingly
important as financial intermediaries on the credit markets. This
represents an important development for the German financial
sector as a whole.

After two weak years, the situation of reinsurers has also improved.
Like all reinsurers operating worldwide, however, leading German
reinsurers have had to endure a downgrade of their credit ratings -
something that is especially disadvantageous for a primarily
internationally oriented business. Reinsurers are frequently the
victims of their insufficiently risk-oriented pricing policy. There have
been signs of a turnaround since 2001. Unfavourable claim
developments and the difficult economic situation have since
prompted reinsurers to become more risk conscious and to reject
price concessions.

1.2 Outlook: possible risks for the
German financial sector

One threat to financial stability currently lies in a possible disruption
of the economic upturn. Such an extreme shock could be triggered if
the imbalances that have been accumulating on the global economy
increase further. Doubts as to the sustainability of the high US
current account deficit, for instance, have grown as the public sector
requires more and more imported capital to finance the burgeoning
budget deficit.



... and could destabilise
exchange rates.
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As a result, abrupt exchange rate movements to the detriment of
the US dollar could have destabilising effects. A further drastic
appreciation of the euro with the latent danger of overshooting
would slow Germany's nascent economic recovery and have painful
effects on the German financial sector.

Changes in exchange rates could have a direct effect on the balance
sheets of banks and insurers, particularly those with heavy exposure
to markets outside of Europe. This type of situation could arise if, for
example, a higher euro rate were to cause assets acquired abroad to
be devalued and offsetting positions were unable to neutralise
exchange rate risks. Many institutions would have to set up greater
risk provisions than originally planned. A continued significant
increase in the euro could dampen Germany's already weak
economic upturn and produce a trend towards higher default rates.
Nonetheless, premiums for “credit default swaps” (CDS), which
serve as an indicator of the probability of loan defaults, suggest that
the market does not see any specific dangers for the large German
financial services providers at present.

Fig. 5
Foreign trade imbalances
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Fig. 6
CDS-Premiums* for selected German financial institutions
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Economic growth in selected regions of the world
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If the economic situation worsens unexpectedly, this will have a
significant impact on the equity markets as well. Cautionary voices
note that current price levels on many exchanges already reflect
expectations of a substantial climb in company profits. Any renewed
weakness in growth could very quickly disappoint such expectations.
Any subsequent price corrections would then recreate new hidden
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liabilities on the balance sheets of banks and insurance companies,
both of which recently started to build up their equity portfolios
again.

Do credit risk transfers create financial stability risks?

The past few years have seen strong growth on the global credit risk
transfer market. New and sometimes very complicated financial
instruments are being created at a swift pace. These instruments all
have the following relationship in common: one institution
(protection buyer) would like to hedge its credit risks, and one or
more institutions assume the risk (protection seller/investor). The
reference assets are the credit risks of a third party - either those of
a single borrower or of a pool of loans or bonds. Regulators are
interested in the risks that such arrangements could produce for the
financial system and market participants.

The tradability of credit risks plays a key role in credit risk transfers.
In the past, banks have been able to reduce their credit risks by
issuing large volume loans in consortium with other banks, for
example. There are now new types of instruments that allow credit
risks to be transferred to the capital markets.

As a result, the spectrum of potential market participants has
widened significantly and now ranges from banks to primary and
reinsurers and on to investment companies. In principle, the term
“credit risk transfer” has included well known instruments such as
credit sales or traditional certificated securities (asset backed
securities/mortgage backed securities). The current focus, however,
is on innovative instruments ranging from derivative products, like
credit default swaps, to structured products, like certificates issued
on entire loan portfolios (e.g. collateralised debt obligations, credit
linked notes). The latter enable investors to assume credit risks in
the form of tranches classified by risk content, whereby the
instruments being offered are sometimes very complex. Moreover,
index products are being offered on the market that allow hedging
against, or assumption of, the risks of credit default by large firms in
“a package".

These instruments give the financial industry greater flexibility in risk
management and can reduce bulk risk, for example. In addition,
certificating credit risks represents an additional financing possibility.
Investors, on the other hand, get access to another asset class that
can help improve the risk diversification in their portfolios.
Analogously to other derivative markets, banks also play the role of
intermediary on this market - primarily with the aim of realising
commission income.

Thus, the advantages of the credit risk transfer market consist in the
redistribution of credit risks to a larger number of market
participants both inside and outside the banking sector. It is
possible, however, that this will create new risks for the financial
system. One of the current main concerns is that it is very difficult
to identify the amount of risk transfer actually taking place and the
party ultimately responsible for assuming that risk. In addition,
concentrated exposures could play a larger role than on other
derivative markets. Various initiatives at international level, most
notably the Joint Forum and the network of European supervisory
authorities, are currently dealing with the effects this market could
have on the stability of the financial system.
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Interest conditions could change.

A reversal in interest rates would pose
a particular threat to emerging
markets and companies with lower
creditworthiness.

Balance sheets of German banks
and insurers are still vulnerable to
setbacks.
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Interest rates are currently unusually low. Sooner or later, however,
excess liquidity worldwide could induce the world's leading central
banks to increase their key interest rates in order to head off
inflationary tendencies. A more restrictive monetary policy and
higher inflation expectations could drive capital market interest rates
up considerably, braking investment and economic growth. The
German financial industry would be affected directly and not just by
way of real economy channels. Since the prices of fixed interest
securities fall when interest rates rise, this would diminish the value
of bond portfolios. This effect is particularly relevant for those
financial services providers that have recently shifted their portfolios
out of equities and into fixed interest securities. In the medium
term, however, banks and above all insurers that traditionally
maintain large fixed income portfolios could possibly even benefit
from increasing yields, because this would allow them to increase
their interest income, meaning that freed up cash could then be
reinvested on better terms.

High liquidity on the markets has made investors more willing to
accept risk in a quest for higher yields. At times, investors have
made hardly any risk differentiations. The credit risk spreads for the
bonds of lower rated issuers have declined steadily, reaching an all-
time low in the Spring of 2004. More risk-conscious behaviour now
seems to be gradually asserting itself. Any significant change in
direction on the global bond markets would drive the spreads for
emerging market and corporate bonds up sharply. If such a scenario
were to arise, investors — including many financial services providers
- would have a strong incentive to quickly withdraw their invested
capital. Some debtor nations would then have difficulties gaining
access to the international capital markets.

In recent years, the German credit industry has been systematically
pursuing cost reduction programmes. Nevertheless, structural
problems persist. The German credit industry maintains the highest
number of branch offices in Europe, for example. Over capacity thus
needs to be reduced. Economies of scale have been achieved only in
individual cases. The mortgage banking and transaction banking
sectors provide clear examples of how larger units can reduce costs.
The Landesbanks, too, are just beginning to make structural
changes. New business models have to be designed by 2005 when
Gewéhrtragerhaftung? and Anstaltslast® will be abolished. This is one
of the areas that banks will have to devote particular attention to in
future. One example of new initiatives is the “true sale” initiative of
the Kreditanstalt fur Wiederaufbau, in which all three pillars of the
German credit industry participate. The initiative aims to ease and
optimise the transfer of credit risks in order to improve credit
offerings. The “true sales” initiative will not lead to a “bad bank”
and, since it will not be backed by state guarantees either, it is
competition neutral.

Life insurers are also faced with some uncertainties. It is possible
that endowment policies will lose their tax privileges as of 2005.

2 Gewahrtragerhaftung = guarantor's liability (the shareholders of public sector banks
are referred to as Gewahrtrager, i.e. guarantors)

? Anstaltslast = liability assumed by a public-law entity for the debts of a corporation
incorporated under public law
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What consequences would this have for the new business of these
companies? The legislature, at any rate, has not yet spoken the final
word. The adjustment of statutory minimum interest will also have
an impact on new business. Given that capital market interest rates
have remained at extremely low levels for a longer period of time,
the question could be posed as to whether insurers should abandon
their tradition of guaranteed rates when writing new policies. A
decision on this matter will be probably determined by developments
on the capital markets.

2 Highlights

2.1 Financial Sector Assessment Program — IMF

The audit work of the International Monetary Fund (IMF), which
subjected Germany to minute scrutiny as part of its Financial Sector
Assessment Program (FSAP), played an important role in BaFin's
work. The FSAP audit, which Germany opted to undergo, received a
large amount of media coverage. BaFin was then able to use the
results of these tests as further proof of the integrated supervisory
authority’s ability to assert itself even in difficult times. The goal of
the FSAP, in which 50 nations had already participated, is to identify
potential weak points in the financial sector of IMF member countries
where the IMF might, if necessary, suggest recommended action. On
the German side, the Federal Ministry of Finance was responsible for
conducting the FSAP.

The IMF examined the stability of the German financial system
thoroughly. This was done partly using a comprehensive
questionnaire that the German side was required to answer. In
addition, there were two audit visits from the FSAP audit team,
whose members typically comprised not only IMF employees but
also representatives of national supervisory authorities and central
banks. Experts from the UK, Canada, Sweden, Switzerland and the
USA supported the team during its audit visits in February and in
May/June 2003. Comprehensive audit discussions were held with
financial regulators, industry and professional association
representatives, as well as with academic institutions. During the
first visit alone, the ten-member team met more than 120
appointments in just two weeks. Their focus was on meetings with
the Bundesbank and BaFin.

The IMF conducted stress tests with a representative group of banks
and insurers in parallel to the audit visits. The aim was to test
whether or not the stability of the German financial sector could
withstand even major simulated shocks.

In conducting the stress tests, important key parameters such as
equity prices, interest rates, exchange rates and loan default
probabilities were altered and the possible effects of these changes
on the German financial system were then analysed. The IMF used
base values from the end of 2002 and studied banks and insurers
separately.
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Results for the banking sector.

Results for the insurance sector.

BaFin was also audited.

IMF proposals concerning
securities supervision
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The results for the banking sector showed that even with extreme
changes to key parameters, the solvency ratio did not fall below the
prescribed 8% minimum level. The biggest effect was a 60%
increase in the probability of loan defaults. This mainly affected
smaller institutions, where capitalisation fell by as much as 22%.
Large banks showed changes of up to 18%. A 30% collapse in global
equity prices had the most pronounced effect on large banks,
producing a change in capitalisation of as much as 21%.

Landesbanks, savings banks and cooperative banks had the greatest
exposure to interest rate risks. A simultaneous upward movement of
the yield curve in the EU, the USA and Japan led to capital losses of
up to 12%.

The stress tests for the insurance industry indicated above all a
vulnerability to equity price developments. A 35% collapse led to
portfolio losses of up to 6% at life insurance companies, only one of
which came in below the solvency threshold. A 10% drop in bond
values produced losses of up to 2%. Casualty insurers lost up to
18% of their investments under the stock price scenario. The stress
tests for reinsurers demonstrated that the sector was able to handle
up to three natural catastrophes on the scale of hurricane “Andrew".

Barely one year after its formation, BaFin found itself under
examination by the international body. The IMF reviewed its
activities and its legal framework. In its concluding report* published
in November 2003, the IMF expressly praised the German decision
to adopt an integrated supervision model and to bring the
Bundesbank into the banking supervision process. One fixed
component of FSAP is to test adherence to international codes and
standards® for the financial sector. In this regard, the IMF gave the
German financial system very high marks. The Fund found a slight
need for improvement only in certain sub-categories of banking
supervision, for example, in the classification of impaired and
restructured loans, in notice and authorisation obligations for
intended acquisitions of equity participations by banks, and in the
granting of loans to related persons and institutions.

As far as securities supervision was concerned, the Fund's
recommendations included the suggestion that BaFin be given
additional regulatory competence. This would, for example, improve
the supervision of investment services enterprises and strengthen
the independence of listed company auditors. In addition, the Fund
believed it was necessary to reconsider the division of responsibilities
for exchange supervision between the federal states and the national
government and review the ongoing supervision by state exchange
regulators.

* Further details may be found at www.imf.org.

°* These include, in particular, the IMF Code of Good Practices on Transparency in
Monetary and Financial Policies, the Basel Core Principles for Effective Banking
Supervision, the Objectives and Principles of Securities Regulation of the
International Securities Supervision Organisation IOSCO, the Core Principles for
Systematically Important Payment Systems of the IOSCO and the Bank for
International Settlements as well as the Insurance Core Principles of the
International Association of Insurance Supervisors).
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... and concerning the battle
against money laundering.

...for the stability of the
financial system.

Eight German financial conglomerates.
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In the area of insurance supervision, the IMF criticised the lack of
authorisation rules and solvency regulations for reinsurers. Parallel to
the work on an EU directive, preliminary work for a corresponding
national legislative project started in October 2003.

The auditors also concluded that BaFin's supervisory system for
combating money laundering and financing terrorism was both
comprehensive and effective. At the same time, the IMF urged BaFin
to undertake more money laundering audits on its own initiative.

The IMF awarded BaFin good marks for its practical work. The
auditors expressly supported BaFin's risk-oriented approach to
supervision for the banking and insurance industries. The auditors
suggested that BaFin increase its employee numbers and further
improve its expertise in banking and insurance supervision.

2.2 Financial Conglomerate Directive

In February 2003, the Directive on the supplementary supervision of
credit institutions, insurance undertakings and investment firms in a
financial conglomerate® came into force. The Directive is aimed at
increasing both the stability of the financial system and the
protection of depositors, policyholder and investors. The directive
from Brussels calls for a new quality of supervision. A central
element is solvency supervision at conglomerate level. For the first
time, solvency assessments will be made at group level, thus
extending to different branches. This will involve using a uniform
regulatory approach to assess risks from banking and insurance
transactions. The current multiple use of capital to cover risks,
between the banks and insurers of a group, for example, is no
longer possible. Moreover, conglomerate level supervision is to take
particular account of risk concentrations, intra-group transactions,
internal control mechanisms and risk management. The Directive
also regulates the jurisdiction of supervisory authorities.

The merger of the three former supervisory authorities to form BaFin
means that Germany already conforms to the integrated supervision
approach underlying the new Directive, which will be incorporated
into German law by 11 August 2004. BaFin is working with the
Federal Ministry of Finance on adjusting the national statutes and
their implementing regulations.

Among other things, BaFin is represented in the Mixed Technical
Group, one of the groups of experts set up at the European
Commission to ensure the uniform implementation of the directive.
The Directive provides for the appointment of one coordinator from
among the competent supervisory authorities for every financial
conglomerate. For this purpose, a sub-group from the Mixed
Technical Group acted as the central collection point for data
concerning the financial conglomerates operating within the
European Community. In Germany, BaFin has written to 38 groups
requesting information on their multi-sector activities. BaFin has

¢ Directive 2002/87/EC of the European Parliament and of the Council of 16 December
2002 on the supplementary supervision of credit institutions, insurance
undertakings and investment firms in a financial conglomerate.
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The way has been cleared for
international accounting standards.
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secured the firm involvement of the respective industry associations
in this preliminary identification process. A preliminary analysis of
the data received shows eight groups in Germany that meet the
directive's definition of financial conglomerate, based on annual
financial statements as of 31 December 2002.

2.3 International Accounting Standards - IAS

With the adoption of its Fair Value Directive, the IAS Regulation and
the Modernisation Directive, the EU has set the course the
introduction of International Accounting Standards: this means that
the way has been cleared for an international harmonisation of
accounting practices. Uniform standards are especially appropriate
for companies that operate worldwide, since they make it easier to
compare different firms within the same industry.

International Accounting Standards (IAS/IFRS)

The IAS provide a system of accounting principles. In contrast to the
German Commercial Code (HGB), however, this system is not based
on statutorily established principles but rather on standards that
elucidate individual accounting issues in detail. This shows the extent
of the Anglo-American influence on the International Accounting
Standards Committee Foundation (IASC) since it was formed in
1973. The IASC Foundation comprises 19 trustees from a whole
range of different geographic and professional backgrounds. A
number of these trustees are then elected as members of the
highest accounting body, the International Accounting Standards
Board (IASB). As a private association, its legitimacy is supported by
its "due process” - a public standard setting procedure which
enables anyone to submit suggestions and criticism.

As of 2005, the IAS Regulation will require capital market-oriented
parent companies to prepare group financial statements in
accordance with IAS. BaFin is proceeding under the assumption that
the German legislature will also require only capital market oriented
companies to prepare group financial statements under IAS in the
first instance. Despite this limitation, it is expected that accounting
will play an important role in supervision, too: broad categories of
users are called upon to familiarise themselves with the proposals
and concepts of the IASB. Besides regulators, these users include
banks, insurers and analysts. Accordingly, BaFin is involved in
developing IASB accounting standards at national and international
level.

International Accounting Standards Board (IASB)

The IASB is the highest body responsible for promulgating
accounting standards. It strives to develop uniform, high quality and
understandable accounting principles. The IASB currently has twelve
full-time and two part-time members. Besides Germany, the Board
includes representatives from Japan, France, Canada, the USA,
Australia and the UK. Five members of the Board are accountants,
three are analysts and a further three are accounting practitioners.
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insurance industry — Phase 1.

Phase 2 - a comprehensive system.

IAS 32 and 39.
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2003 was marked by the discussions on Exposure Draft 5 (Insurance
Contracts) as well as IAS 32 (Financial Instruments: Disclosure and
Presentation) and IAS 39 (Financial Instruments: Recognition and
Measurement).

The IAS ED 5 - Insurance Contracts project is divided into two
phases. Phase 1, which essentially retains national accounting
standards, is set to begin on 1 January 2005.Among other things,
however, data on the fair value of insurance contracts must be
disclosed for the first time after 31 December 2006. In addition, the
assets and liabilities that result from insurance contracts, as well as
items on the income and cash flow statements must be explained.
Moreover, uncertainties associated with cash flows must be
disclosed. Last but not least, the obligation to provide explanations
on particular items also applies to the principles and goals of the risk
management system. In light of the long transition period, the IASB
is satisfied that a policy of small steps will suffice to achieve a high
degree of acceptance for the new rules. This is intended to allow the
insurance industry to make a step-by-step transition to the new
rules.

The IASB is currently evaluating numerous comments on the
proposed draft. A comprehensive accounting system for insurance
contracts will not be drafted until Phase 2.

By contrast, the final versions of the revised standards IAS 32 and
IAS 39 have been available since 17 December 2003.

IAS 32 concerns the disclosure of financial instruments and their
classification as equity or debt capital. In Germany, the classification
of the capital shares of cooperatives has been met with particularly
strong reservations. Classification as debt capital is based on the
legal form of the capital shares, which grant the purchaser of
cooperative shares the right to terminate at any time. Under the IAS
accounting system this leads ineluctably to classification as debt
capital. Although no change in supervisory treatment is planned -
capital shares of co-op members continue to be classed as
regulatory capital — the cooperative banks fear that the classification
of their capital shares as debt capital under IAS will have a negative
impact on their business environment. The ongoing negotiations with
the IFRIC (the interpretation committee of the IASB) appear close to
reaching a mutually satisfactory solution. Such a solution could allow
the cooperative banks to limit the options for termination.

IAS 39 provides details on the accounting treatment and valuation of
financial instruments, as well as the treatment given to hedging
transactions. Financial instruments are grouped into five categories
with three different accounting methods:

1. Assets and liabilities held for trading, as well as all derivatives
that have no hedging function will be reported in the balance
sheet at fair value. Gains and losses will be recorded as profit-
neutral.

2. Loans and receivables will be carried at cost, just like liabilities.

Securities held to maturity will be carried at cost.

4. All other financial assets will be classified as available for sale and
valued at their fair value. Gains and losses will be taken directly

w
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Consequences for the financial
industry and regulators.

Boundaries between sectors are
blurring.
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to equity. Gains and losses will not effect income until they are
realised.

5. The so-called fair value option permits every financial asset item
or every financial liability to be stated at fair value.

In addition, special rules have been set up for recognising hedging
transactions. The key issues for the banking industry with regard to
hedge accounting in connection with interest rate risks (macro hedge
accounting) were again offered for discussion in a separate draft
paper’. BaFin’s involvement in the working groups could help to
improve the situation considerably.

These standards will have a considerable impact on banks and
insurers. The rules on hedging transactions and derivatives are
becoming increasingly important, because banks and insurers are
both struggling with the same type of accounting problems. In
addition, it is clear that international accounting is tending ever
further in the direction of fair value accounting.

Fair value accounting

Fair value is the amount at which an asset could be exchanged or a
liability settled between knowledgeable, willing and independent
parties (market or fair value). In contrast to the German Commercial
Code (HGB), fair value accounting allows gains to be reported as
soon as the fair value increases. These gains need not — as the HGB
prescribes — also be realised. This kind of accounting demands not
only complex models for computing market and/or fair values, but
also requires the integration of modern risk management systems.

Fair value accounting reflects the IAS accounting philosophy, which
aims to communicate information relevant to decision making.
Priority is given to the interests of those who provide equity capital.
By contrast, the German HGB's valuation at cost and its imparity
principle (lower of cost or market principle and recognition of
expected losses from firm commitments) follow the principle of
caution that tends more towards creditor protection. The trend
towards convergence with IAS accounting therefore represents a
significant change for German businesses.

Another new development is the fact that the accounting rules no
longer make sector-specific distinctions between banks and insurers
but instead give primacy to product orientation.

This means that the new accounting rules are another reason why
the traditional boundaries between individual sectors are blurring. As
an integrated financial supervisor, BaFin is well equipped for this kind
of trend.

7 “Fair Value Hedge Accounting for a Portfolio Hedge of Interest Rate Risk”.
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The effect is on capital is by far the most pronounced. Accounting
that is more oriented towards fair values considerably increases the
importance of valuation results, and most notably “unrealised gains”.
Furthermore, under IAS, new asset items are reflected on the
balance sheet (such as, for example, derivatives), increasing the
weight of intangible assets.

The way in which appropriate risk provisioning is calculated will also
change. Among other things, the IASB is discussing approaches that
will apply to risk provisioning and value adjustments. A central
question in this regard is the concept of a more future-oriented
approach to provisioning. Until now, the concept of risk provisions
and value adjustments was based on the past. In addition, the
provisions of the HGB, which are guided by the prudence principle,
allowed for the creation of hidden reserves. The IAS concept,
however, largely discloses these reserves through fair value
accounting. Market or fair values are subject to constant fluctuations
that can influence capital.

The question posed to regulators is thus whether or not supervisory
rules can continue to rest on balance sheets or whether
modifications - for example, in the case of capitalisation
requirements - are required. Irrespective of the accounting
standards, regulatory norms have, until now, been oriented more
towards the prudence principle. In the near future, regulators will be
faced with the pressing task of seeking ways of maintaining
principles heretofore classified as central in a new accounting
environment. At the same time, appropriate risk provisioning must
be discussed. Moreover, the effects on the management of
institutions and firms need to be examined.

3 International
Cooperation

Because many of the firms under supervision operate internationally,
the activities of financial supervision do not stop at national borders.
BaFin is represented in well over 100 international working groups.
Even today, large parts of its regulatory framework are based on
European legal provisions and the next few years will bring even
more harmonisation at European level.

In the past, the three supervisory authorities performed their
international tasks independently of one another. They coordinated a
joint German position only in those matters that touched on
obviously common points. One of the reasons why the legislature
amalgamated the three authorities into one integrated financial
supervisor was to enable them to coordinate their public stance in all
regulatory areas.

Although BaFin's individual departments still have the option of
taking different positions from one another at international level, this
only happens where there is an industry-specific need.
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3.1 Global Cooperation
3.1.1 Financial Stability Forum (FSF)

The FSF is where finance ministers and representatives of national
supervisory authorities and central banks meet. Based in Basel, it is
regarded as the lynchpin of the network of international
organisations. This body was formed in 1999, among other things in
response to the Asian crisis. Its mission is to monitor the
international financial system for its vulnerability to risk, identify any
required action and to promote coordination and the exchange of
information between the various authorities responsible for financial
stability. The FSF has put together a collection of twelve standards of
conduct® that it regards as the essential elements of a functional
financial system.

Regional meetings in Latin America, Asia and Eastern Europe, as well
as telephone conferences, supplement the FSF's semi-annual
meetings. The following subject areas have been the focus of the
three FSF meetings held since the beginning of 2003: The weak
points in the international financial system, the bases for corporate
control and off-shore financial centres (OFC):

The assessment of possible problems for the international financial
markets stemming from the war in Iraq was a key issue. Particular
attention was devoted to unexpected interest and exchange rate
changes that could lead to considerable volatility on the financial
and, in particular, on the stock markets. The Forum examined the
possible negative effects of such changes on the balance sheets of
banks and insurance undertakings, which would worsen the financing
conditions for businesses and consumers.

In addition, attention was focused on emerging markets and capital
flows into these markets. The heavier exposure of institutional
investors in these countries raised questions about adequate risk
assessment, particularly in relation to yields and diversification.

Other subjects included credit risk transfers and stronger
collaboration in supervising globally-active reinsurance firms®. The
members of the FSF agreed that the Forum should aim to achieve
better data and greater transparency with respect to credit risk
transfers. Accordingly, the FSF drafted a working plan on this subject
together with the Forum on Financial Conglomerates (Joint Forum),
which is aimed at improving collaborative efforts and enhancing
information exchange between supervisory authorities. The market
for risk transfers is enjoying continuously strong growth*.

In early 2004, the FSF dealt intensively with the interim report
prepared by the Joint Forum, which studied market participants,
market developments and risk factors. At the forefront of the
discussions was the question as to whether or not there was an
undesirable concentration of credit risks in the market. The Forum

& Code of Good Practices und Core Principles - cf. also
www.fsforum.org/compendium/key_standards_for_sound_financial_system.html.

¢ Concerning IAIS and reinsurers, cf. Chapter I 3.1.4.

® concerning credit risk transfer, cf. Chapter I 1.1.2.



Basis for corporate control.

Offshore financial centres.

I Benefits of integrated financial supervision 31

was in favour of a more in-depth analysis of this issue. The final
report of the Joint Forum is expected to be submitted in time for the
FSF's next meeting in September 2004.

The Forum also issued an official declaration concerning its support
for other international institutions striving to strengthen accounting
transparency and establish international auditing and conduct
guidelines for accountants, as well as international accounting
standards. The starting point of discussion was the Parmalat case -
an example of a situation in which international corporate control
failed. Debate also focused on ways of improving the rating
processes used by rating agencies and making them more efficient
by increasing transparency and avoiding conflicts of interest".

The Forum paid particular attention to progress in the treatment of
OFCs, which has been a key issue since the FSF was formed. In May
2000, the Forum approached the IMF to develop a programme for
OFCs. The programme was realised in 2003 and was expanded with
the support of the Forum. It was agreed that supervisory and
regulatory standards were to be improved, and cooperation
programmes with OFCs intensified. The IMF has since reached
agreements with all the centres concerned. The Forum will continue
to address this subject and urge the centres to make ongoing
improvements in the area of regulation, monitoring, cooperation and
information exchange. If necessary, this will also include direct
contact with individual OFCs. An FSF press release from April 2004
includes a short description of the situation of the various centres
and, to the extent they have not already done so, information
concerning their willingness to publish the IMF reports®.

3.1.2 Joint Forum

The Joint Forum on Financial Conglomerates was formed at the
beginning of 1996 and comprises representatives from the banking,
insurance and securities regulators. They represent the three
international organisations affiliated with the Joint Forum: the Basel
Committee on Banking Supervision, the International Association of
Insurance Supervisors (IAIS) and the International Organisation of
Securities Commissions (I0OSCO). The Joint Forum has
representatives from Australia, Belgium, Germany, France, the UK,
Italy, Japan, Canada, the Netherlands, Sweden, Switzerland, Spain
and the USA. Germany is represented by BaFin. The goals of the
Joint Forum are to:

e improve supervisor understanding of the other sectors,

e develop a basis for supervising the regulated companies of a
financial conglomerate, and

e prepare and analyse those financial industry issues that are
relevant to multiple sectors.

* for a discussion of the work of the competent IOSCO committee, cf. Chapter I 3.1.1.
2. www.fsforum.org/press/OFC_pressrelease.pdf; 11 further information may be found
at www.bis.org/bcbs/jointforum.htm.
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The Joint Forum consults with the Basel Committee on Banking
Supervision, the IAIS and IOSCO, to set up workings groups for
special issues. In 2003, BaFin representatives participated in the
work of both the “Working Group on Enhanced Disclosure” and the
“Risk Assessment and Capital” working group®.

The working group “Risk Assessment and Capital” submitted two
reports in the Summer of 2003. Its report “Trends in Risk Integration
and Aggregation” examined the significance of “economic capital”
models in the three sectors. The group queried 31 financial groups
with predominantly international operations and found that use of
these models within large financial groups has recently been on the
increase. The models aim at quantifying the various risks of a
financial conglomerate (e.g. credit and market risk, actuarial risks)
and optimising the relationship between risk and return on capital
employed. The prerequisite is that the individual risks in the firms of
a financial group be analysed, consistently sub-classified and
permanently monitored. This type of “economic capital” model might
thus lead to improved risk management within a financial
conglomerate. In addition, the working group was sceptical with
regard to the models’ underlying assumption that diversification
would reduce capital requirements. The financial industry will have
to study this matter in greater detail.

The report “Operational Risk Transfer across Financial Sectors”
examines, in particular, the conditions required to make cross-sector
transfers of operational risks effective. An example of operational
risk is the risk of business interruption caused by a catastrophe.
Reducing capital backing for these risks is generally inconceivable
without an effective risk transfer. The report examines this problem
from the perspective of both the policyholder and the insurer. A key
issue is that relating to the conceptual prerequisites under which
insurance undertakings offer insurance coverage for operational
risks.

In the Autumn of 2003, the working group “Risk Assessment and
Capital” was commissioned to study the issue of “Credit Risk
Transfer” (CRT). The focus was on determining current market
developments, the importance of CRT investments for financial
markets and/or the supervised firms, and the possibilities and
problems associated with them. In addition, the group is to analyse
supervisory concepts such as reporting obligations, restrictions on
authorised investments and quantitative limits.

Work on the first point was largely completed in 2003. The second
point was suggested by BaFin representatives and will dominate the
work of the group in 2004.

3 Further information concerning the Joint Forum may be found at
www.bis.org/bcbs/jointforum.htm.
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3.1.3 I0SsCo

The International Organization of Securities Commissions (I0SCO),
based in Madrid, remains the most important international forum in
which securities regulators can set standards and issue
recommendations on measures to be taken. Its goal is to constantly
adjust the supervisory framework in order to reflect rapidly changing
conditions on the national and international securities and
derivatives markets. IOSCO has 181 members from more than 100
countries. The IOSCO's most influential tools are its resolutions and
standards.

At its annual conference in October 2003, the IOSCO issued its
“Methodology for Assessing Implementation of the IOSCO Objectives
and Principles of Securities Regulation”*. This document
supplements the IOSCO Core Principles, which prescribe and
elucidate thirty principles for the proper establishment of a securities
supervision system. While IOSCQO's Core Principles remain abstract in
many ways, the Methodology contains a system for each of the
thirty principles which can be used to determine whether or not the
principle in question has been implemented completely, largely,
partially or not at all in any given country.

The IMF and the World Bank are using this Methodology in their
Financial Sector Assessment Programmes (FSAPs) for conducting
audits in the securities area. Currently, IMF audits for the securities
sector consist solely of ascertaining the implementation status of the
IOSCO Core Principles at national level. The application of the
Methodology should further advance the convergence of national
securities supervision systems. An earlier version of the Methodology
has already been used - during the FSAP audit in Germany.

Rules of conduct for securities analysts

During the period under review, the IOSCO's Technical Committee
drafted principles relating to securities analysts and the conflicts of
interest that are sometimes associated with their work®.

Securities analysts provide international securities markets with an
important channel of information for investors. This means that their
work is important not only in order to ensure that the securities
markets function properly, but also from an investor protection point
of view. Since their work inevitably involves selecting and processing
information, it is important that investors are able to trust the
independence and objectivity of analysts. This trust is, in turn, an
indispensable prerequisite for a smoothly functioning market.

In addition to recommendations, the IOSCO principles and
implementation measures contain various prescriptions and
proscriptions directed at both analysts and investment firms. The
aim is to ensure that analysts perform their analytical work without
being influenced by their own interest, or those of a third party, and

* www.iosco.org/pubdocs/pdf/IOSCOPD155.pdf.
* www.iosco.org/pubdocs/pdf/IOSCOPD152.pdf.
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without seeking to derive an illegitimate advantage for themselves
or the companies they work for.

The IOSCO'S primary requirements are:

e Analysts may not trade in the securities being analysed or related
derivatives prior to publication of the analysis.

e Investment firms may not promise or guarantee any advantages
to the analysts they employ in connection with the firm's
investment banking transactions.

e Analysts, or firms that employ analysts, must disclose the
material advantages they have been granted in connection with
any of their reports. They may not promise any favourable
analysis to the issuers that form the subject of the analysis.

In addition, the Technical Committee published a report concerning
analyst conflicts of interest. The report is based on an international
study conducted by the securities analysts project group.

Rules of conduct for rating agencies

In 2003, the Technical Committee of the IOSCO also drafted
principles governing the activities of credit rating agencies'. These
principles aim at strengthening the integrity of the rating process.
The ratings of international rating agencies in particular are
becoming increasingly important to the financial markets, trading
members, issuers, investors and, not least, to the supervisory
authorities. Credit institutions, for example, can use “external
ratings” for bank regulatory purposes; insurers use the ratings
issued by recognised agencies as a criterion for assessing the
security of a financial investment.

In the wake of recent large company scandals, rating agencies have
attracted not only the public's attention but also that of regulators.
As a result, IOSCO set up its Credit Rating Agency Task Force to
study the way in which rating agencies operate in the IOSCO's
member countries and to identify possible problems. The IOSCO’s
new credit rating principles are aimed at strengthening the
independence of the agencies and improving ratings quality. The
principles, which are to be implemented at national level, set forth
standards with respect to the

e quality and integrity of the rating process,

e independence of rating agencies and rules governing possible
conflicts of interest,

e transparency of rating decisions and their timely publication and

e confidentiality of information made available to them.

In light of the public importance of these issues, the IOSCO recently
decided to specify these general principles in a catalogue of good
practice rules for credit rating agencies. BaFin is also represented on
the task force for this new mission. The objective is to issue specific
rules before the end of 2004.

* www.iosco.org/pubdocs/pdf/IOSCOPD151.pdf.
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The IOSCO's standing working groups

BaFin's also has representatives on the IOSCO'’s five standing
working groups. The work of the following working groups is
particularly worth mentioning:

The “Disclosure and Accounting” working group deals with
international auditing and accounting standards and prospectus
information requirements. It has also collaborated on developing a
supervisory body that is to supervise the standard setter for
international auditing standards.

The new supervisory structure is to be independent of the
professional regulatory organisation, IFAC: The draft reform that the
IFAC coordinated with IOSCO provides for the establishment of a
“Public Interest Oversight Board (PIOB)” as an independent
supervisory body within the IFAC. The PIOB is to begin its work in
2004 and will be responsible for monitoring the audit standard-
setting process and influencing the appointment of the IASB
chairman, among other things. Practicing accountants shall not be
admitted to the PIOB. All members of the PIOB shall be required to
act only in the public interest and the IOSCO will appoint four of the
ten PIOB members and its chairman.

In 2003, the IOSCO working group “Investment Management”
completed its report entitled “Risk Assessment of CIS Operators”"’.
The report contains an overview of risk management at investment
companies (“CIS Operators”). The work of the group also focuses on
the issue of “Fees and Commissions within the CIS and Asset
Management Sector”®. A “best practices” paper is expected in 2004.

Multilateral Memorandum of Understanding

Given that cross-border capital market transactions are increasing,
international collaboration between supervisory authorities at
bilateral level are becoming more and more important. The IOSCO's
Multilateral Memorandum of Understanding (MMoU) has created a
new basis for this collaboration. The supervisors who have signed
the agreement can use improved information exchange to pursue
violations of securities law more effectively. To date, 24 supervisory
authorities worldwide have signed the IOSCO's MMoU. It is expected
that many more of the over 100 member authorities will add their
names. BaFin signed the MMoU in early November.

3.1.4 Basel Committee on Banking Supervision

Third consultative paper

In April 1999, the Basel Committee on Banking Supervision began
its fundamental reworking of capitalisation rules for credit
institutions. A number of key decisions advanced the process
considerably in the year under review. In April 2003, the Committee

7 “Risk Assessment of CIS Operators”.
® “Fees and Commissions within the CIS and Asset Management Sector”.
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made its third presentation of reform proposals for consultation. The
results of the impact studies that had been conducted were reflected
in the Committee's decisions.

The Basel Committee received more than 200 commentaries on its
third consultative paper. Critical comments on individual issues
aside, there was general approval of the reform approach. At its
October 2003 meeting, the Committee identified four fundamental
areas in need of further work:

e Recalibration of capital requirements solely on unexpected losses,

e simplification of the treatment of securitisations (asset-backed
securities),

e the rules concerning credit card exposure and associated matters

e some weighting modalities in the area of credit risk mitigation
techniques.

The most far-reaching decision was the decision to cushion only
unexpected losses (UL) and not expected losses (EL) with future
regulatory capital requirements.

The decision to impose capitalisation requirements on only
unexpected losses has consequences that are not limited to risk
weighting. The composition of tier 2 capital is also affected,
particularly since it concerns the recognition of provisions. General
provisions can no longer be applied to tier 2 capital. If capital is only
used to back unexpected losses, then those capital components used
to back EL must be eliminated from capital.

Even in the case of a pure UL calibration, banking supervision cannot
disregard adequate risk provisioning for expected losses. The
Committee ruled in favour of setting up strong incentives for the
establishment of adequate risk provisions. In the IRB approach,
provisions are compared with the amount of expected losses.

o If the expected losses are higher than the provisions (general and
specific provisions) there is a coverage shortfall. Such a shortfall
shall then result in a corresponding adjustment to capital. Half of
the difference should be deducted from tier 1 and tier 2 capital
respectively.

e Concomitantly, the institutions are to be permitted to add the
amount by which provisions exceed expected add to their tier 2
capital (the excess). Nonetheless, the addition of a provisions
excess is to be limited to a maximum percentage of risk-weighted
assets, in order to prevent an excessive increase.

The pure UL calibration decision issued by the Basel Committee
corresponds to the negotiating position that BaFin and the
Bundesbank have taken from the outset. It offers several
advantages:

e Considering only unexpected losses for capitalisation
requirements corresponds to the risk management methodology
used by banks.

e Excepting general provisions from tier 2 capital brings the
definitions of capital used by the Basel Committee and the EU
closer together.
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e Even when only unexpected losses are to be backed with capital,
the risk provision policy of the institution is included in the
equation. Considering the effects of a shortfall or excess on
capital creates incentives for following an adequate risk provision
policy.

e Banks do not have to alter their forecasting methods and
computational procedures. According to the computational
methodology described in the third consultative paper, an
unexpected loss is derived by simply deducting the product of
default probability and amount of losses in the event of default.
These risk parameters are already estimated by banks anyway.

The decision of the Basel Committees to require recalibration also
means, however, that the original Basel II publication schedule will
have to be postponed.

Poll of credit and financial services institutions

BaFin is continuing to prepare for the tasks inherent in the legal and
practical implementation of Basel II in Germany. In this regard, it
conducted a poll of all German credit and financial services
institutions in July 2003 with the support of the Bundesbank. The
poll was conducted before the Committee decided to lengthen the
obligation to conduct the advanced procedure for parallel
measurement of capital requirements for credit risk and operational
risks to two years. The goal was to obtain an overview as to which
procedures German institutions intended to use in future to measure
capital requirements for credit and operational risks. The
questionnaire was sent to a total of 2,400 institutions and 1,476, or
61.5%, responded (as of 19 August 2003).

Of the 1,476 banks that responded to the questionnaire, 39% were
aiming to implement the internal ratings based approach (IRBA), 2%
of which were eyeing the advanced IRBA. In contrast, more than
half of the banks (56%) were initially planning to start with the
revised standard approach (RSA). The response “indifferent” includes
all of the responses from institutions that had not yet decided
whether to use the revised standard approach (RSA) or the IRBA.

Those banks that stated a preference for the IRBA in the pool
wanted to apply it predominantly to corporate lending and/or retail
banking. Only relatively few banks were in favour of introducing the
application of the IRBA to the “sovereign” and “bank” classes of
receivables. If the EU actually provides for the option of permanently
exempting these areas from the IRBA under certain conditions,
many inst