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President’s Statement

~The way to success is dangerous, it is in the line of fire" says the
great Polish aphorist Stanislaw Jerzy Lec. BaFin experiences the
truthfulness of his words every day. In this past year, our critics were
particularly fierce. Too much bureaucracy, too much supervision -
those were the buzzwords used against us.

But, however violent the attacks may have been, we were not
swayed from our objective in 2004. BaFin must see to it that the
German financial system remains stable, functional and competitive.
We adhere to our central idea: As much freedom as possible with as
much supervision as necessary.

We stand by this idea. And we do not lower our heads - even when
criticism pours down on us. One thing is certain: Popularity is not our
goal.

) (,/{/t i H[—QM’WO

Jochen Sanio
President
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I Highlights of integrated financial supervision

Jochen Sanio,
President

. Supervisory objectives of BaFin.

I Highlights of integrated
financial supervision

1 Three years of BaFin

As we look back on three years of integrated financial supervision,
it is time to take stock. An integrated supervision system has been
implemented that keeps an eye on the entire financial market. Be-
hind it is the idea that only an integrated financial supervision sy-
stem can ensure the permanent stability of Germany as a financial
centre and is in a position to also treat the same or similar matters
equally in terms of supervision.

Since its establishment, BaFin has been confronted with similar
challenges to organisations that have overcome a merger. The
amalgamation of companies is the order of the day for businesses.
With authorities, however, they are rare. In order to create the su-
pervisory authority from the same mould, as postulated by the le-
gislator, the aim was to fuse together three authorities with diffe-
rent supervisory cultures and tasks into one. The greatest proporti-
on of integration work needed to be achieved during a phase when
the personnel situation of BaFin was already extremely tight. Ban-
king supervision, for example, was working at full capacity on a se-
ries of projects in preparation for Basel II; the insurance supervi-
sors were being put through their paces with Solvency II negotiati-
ons and the setting up of the CEIOPS Secretariat in Frankfurt.

BaFin has drafted a mission statement for itself, which outlines the
requirements of modern financial supervision.! It has also develo-
ped a cross-functional objective system. Common objectives serve
as braces between the three areas of supervision. The main objec-
tive is to maintain and promote the integrity of the financial sy-
stem. It is derived from the significance of the financial sector for
the economy. Its growth and prosperity depend upon a smoothly
running financial sector. Preconditions for this are solvent financial
institutions and functioning market processes.

Integrated financial supervision as an international trend
Since the mid-1990’s, numerous larger industrialised nations have
consolidated their regulatory structures. The supervisors have not
only joined together in Germany, but also, among others, in Great
Britain, Japan, The Netherlands, Belgium, Norway, Sweden, Canada
and Australia. According to a report by the World Bank, during
20022, nearly 30% of countries merged their banking, insurance
and securities supervisory authorities into an integrated financial
supervision system. A further 30% have consolidated financial su-
pervisors from two of the three sectors.

* www.bafin.de > About us.
2 World Bank Policy Research Working Paper 3096, “International Survey of Integrated
Financial Sector Supervision”, July 2003.
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. Solvency and market supervision.

. BaFin follows a risk-orientated
supervision approach.

. Basel II adopted.

In order to be able to react appropriately to the risks of those un-
der supervision, several integrated financial supervisors have joi-
ned together as a network of the Integrated Financial Supervisors
Conference (IFSC). The seventh IFSC will be organised by BaFin in
June 2005 in Kronberg/Taunus.

Solvency supervision of companies and market supervision both
serve a common purpose - even if they address different entities.
Company supervision concerns the question of whether those su-
pervised can fulfil their obligations and carry out their business in a
proper manner. In market supervision, market integrity and trans-
parency are the prime objectives. By achieving these, the protecti-
on of the customers and market participants can be ensured. Their
trust in the financial system is, in turn, an important precondition
for its functioning.

BaFin requires the trust of the organisations that it supervises in
order to fulfil its task. Therefore, it attaches importance to making
its supervision approach transparent and comprehensible.

BaFin follows the concept of risk-orientated supervision in all
areas. It consequently aligns supervisory actions and implemen-
tation of resources to the actual risk. By orientating itself more
strongly than before towards the risk of those being supervised,
BaFin is in line with the international trend. Basel II, for example,
makes risk orientation a requirement of banking supervision; Sol-
vency II will herald a similar development for insurance supervisi-
on.

The supervision environment is subjected to continuous institutio-
nal and economic change. An important success factor of BaFin is
therefore its capability to adapt to these changes.

2 At a glance

BaFin has already been dealing with many important supervisory
topics for a longer period of time - Basel II, for example, for many
years. During the elapsed period, significant advances have been
made in several national and international “construction sites”, in
which the German integrated financial supervision system has been
active in various functions. This also forms major parts of BaFin
agenda for 2005.

In June 2004, the Basel Committee for Banking Supervision adop-
ted a framework agreement regarding the new equity capital re-
commendations for credit institutions (Basel II), following several
years of negotiation. A draft guideline has existed at EU level since
July 2004, which largely implements Basel II. By the end of 2005,
the Council and the European Parliament are expected to adopt the
guideline. Implementation in German legislation is planned by mid-
2006. From the end of 2005, the banks will still calculate their
equity capital requirements according to the currently applicable
regulations (Basel I). However, the new regulations of Basel II will
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. Draft for MaRisk is on the way.

. Solvency II is progressing.

. One year of Investment Act.

. Act on the Improvement of
Investor Protection in effect.

also already be used at the same time. Institutions using the sim-
ple internal rating approach (basic IRBA) can start with the new re-
gulations at the beginning of 2007. Banks using advanced approa-
ches for measuring credit risk (advanced IRBA) and its operational
risk may implement this from the beginning of 2008. Since the end
of 2004, BaFin has been available to examine and authorise the in-
ternal rating approaches of the banks.

At the start of 2005, BaFin published a first draft of its minimum
requirements for risk management. The document, which has been
long awaited by banks and financial services organisations, con-
tains the building blocks of the new supervision concept according
to Basel II. A new expert committee is examining the draft with re-
spect to practicality. Subsequently, the body of rules and regulati-
ons will be subjected to consultation by all organisations. The final
version of MaRisk is to become available at the end of 2005.

The future body of rules and regulations for the European insuran-
ce supervisory, Solvency II, has taken shape during the reporting
year. In 2006, the EU Commission intends to present a framework
guideline for Solvency II. It is being supported by a committee of
European insurance supervisory authorities - the Committee of Eu-
ropean Insurance and Occupational Pensions Supervisors (CEI-
OPS). CEIOPS working groups are concerned, inter alia, with the
internal control and risk management of the insurers, asset/liability
management regulations and the supervisory review process.

At the beginning of 2004, the Investment Act came into effect.
This opens new perspectives for the investment sector in Germany.
Among other things, it simplified the approval process and made it
more flexible — e.g. with respect to amending contractual terms.
Most publicly noted was the fact that hedge funds are also permit-
ted to be set up and authorised in Germany. During the reporting
period, however, sales of the newly introduced products have initi-
ally started more hesitantly than expected. This was, presumably,
primarily due to the complexity of the products.

At the end of October 2004, significant parts of the Act on the Im-
provement of Investor Protection (AnSVG) came into effect. With
this, the German legislator implemented the European Market Abu-
se Directive. The AnSVG adapts the German Securities Trading Act
(WpHG) to the Brussels specifications: It primarily amends the re-
gulations regarding the prohibition of insider trading and ad-hoc
publicity. Furthermore, it supplements the prohibition of market
manipulations and the regulations in respect of creation and publi-
cation of financial analyses. Over and above this, it also extends
the prospectus requirement for securities to corporate participati-
ons that are not securitised - i.e. to broad sections of the “grey
capital market”. BaFin will also be the examination and depository
centre for the prospectuses of closed-end funds. BaFin explains the
new legal position to issuers of paper traded on the stock market
in its issuer guideline. The guideline offers help in the practical im-
plementation of new transparency regulations: Among other
things, it focuses on the insider registers, which issuers must
maintain according to the new legislation. Apart from this, it also
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. Prospectuses: An important topic
for BaFin in 2005.

B '10sco-code of Conduct Funda-
mentals” for rating agencies.

. Financial markets on a steady
course.

. Low interest phase continues.

focuses on the prohibition of insider trading and price and market
manipulation, on ad-hoc publicity and directors’ dealings. Following
public consultation, it is to be published in spring of 2005 and will
then be available on BaFin website.

The topic of “sales prospectuses” will keep BaFin on fully occupied
for another reason in 2005: With the implementation of the EU
Prospectus Guideline in July 2005, BaFin is to receive an additio-
nal task. Its activities to date with respect to the Sales Prospec-
tus Act will change. From July, BaFin will additionally examine
stock marketing listing prospectuses; until that point this is the
duty of the listing offices of the stock exchanges. Additionally,
BaFin will, in future, no longer only examine the prospectuses
according to technical criteria, but will also search out conflicting
content.

In December 2004, the International Organisation of Securities
Commissions (IOSCO) agreed on a code of conduct for rating
agencies. The body of rules and regulations is intended to make
rating agencies and their procedures more transparent and to
strengthen the interests of issuers and investors. Formulating and
publishing the I0OSCO Code of Conduct Fundamentals is the first in-
ternationally co-ordinated step for controlling the often cited power
of the rating agencies. They set a standard for all further activities
in the direction of a possible regulation of rating agencies. On Eu-
ropean and national levels, the rating agencies have already arou-
sed the interest of parliaments, banks and the securities commissi-
ons.

3 Economic environment and
financial stability

3.1 Financial markets

The year 2004 was broadly marked by quiet markets with marginal
price movements, so that the financial system became more robust
overall. The low volatility ensured planning security for the market
participants. In 2003, the financial market players were, to an ex-
tent, still surprised by strong price fluctuations. Nevertheless, there
are several specific risk factors, such as the oil price and dollar ra-
te development, that have the potential of clouding the advan-
tageous picture and triggering disruptions with negative conse-
quences for financial stability.

Pension markets

On the bond markets, the initially friendly sentiment became clou-
ded in spring of 2004. Within only two months, the yield for ten-
year US government paper rose by a full percentage point to over
4.8%. This was triggered by better than expected employment
market reports from the United States. These signalled a robust
economy and the market participants feared that the US Federal
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Reserve (Fed) could pull back the reigns on interest rates energeti-
cally, due to the increased risk of inflation. At mid-year, the Fed did
initiate the interest turnaround and increased the monetary policy
prime rate in several smaller increments, over the further course of
the year. The more restrictive course of monetary policy, however,
did not bring with it any recognisable threats for international fi-
nancial stability, as the US Federal Reserve had prepared the mar-
kets for measured interest rate increases through a timely and cre-
dible offensive communication policy. In contrast with 1994, there
was no major distortion of long-term interest rates. As indications
for weaker economic growth also heightened in the summer, the
yield fell back down to 4%.

Figure 1
Capital market interest rates
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Until autumn, the European bond markets largely followed the
market trend of the US bond markets. The deflections were, howe-
ver much less distinctive. Therefore, the yield for ten-year Federal
Government Bonds climbed briefly by a half of a percentage point
in the spring to around 4.4%, before sinking below 4% over the
further course of the year. At the end of the year, the bond mar-
kets in the USA and Europe went in different directions. The inte-
rest rate advantage for US government papers expanded signifi-
cantly.

Overall, the long-term interest rates in 2004 in this country - also
in real terms - moved at a very low level within a narrow band
width. The yield curve flattened slightly during the second half of
the year however it remains quite steep, so that the earnings of
banks from maturity transformation should only have declined
slightly in comparison with the previous year. All in all, the German
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. Capital market interest rates
in the USA unusually low.

. Interest rate increase would es-
sentially be positive for life insu-
rers.

finance companies should therefore have successfully absorbed the
moderate interest rate fluctuations.

Figure 2
Interest rate structure on the German pension market
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Measured on the growth and inflation prospects of the US econo-
my, the long-term interest rates are currently unusually low, so
that the probability of significant capital losses on the pension mar-
ket has increased. Added to this, high capital inflow continues to
be required for financing the US trade deficit. It is possible that in-
vestors will therefore also demand higher risk premiums for US go-
vernment bonds. It can not be ruled out that particularly several
Asian central banks will loosen exchange rate ties to the dollar and
scale back their substantial purchases of US government bonds.
Due to the high degree of integration of international financial
markets, the European bond markets would then, presumably, fol-
low the market trend of the US American pension markets.

A moderate increase in interest rates would essentially be positive
for life insurers, who are primarily affected on the investment side.
While the minimum guaranteed interest rate by life insurers could
be achieved virtually risk-free for a long time, the interest rate le-
vel on the capital market has now clearly approached the maxi-
mum interest rate (guaranteed interest rate). The reduction of the
maximum interest rate for new contracts as of 1 January 2004 to
2.75%, increases the interest buffer for new contracts, however
the higher interest obligations from existing contracts remain. De-
pending on the insurance portfolio, the insurers must on average
guarantee interest rates of between 2.75% and 4%. In 2004, the
average net interest rate of 4.7% for capital investments of Ger-
man life insurers was just under the previous year’s level of 5%,
although it continued to be above the yield on ten-year Federal
Government Bonds. However, insurers can currently only replace
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. Debtors of lesser creditworthiness
could suffer from stronger
aversion to risk.

. Stock markets without impulses
over long stretches.

maturing interest earning securities through those which have lo-
wer yields.

Figure 3
Yields of German life insurers
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Emerging nations and companies with poor creditworthiness have
so far profited disproportionately from the low level of interest ra-
tes and the liquidity available on the markets, as the risk premi-
ums were extraordinarily low almost throughout 2004 and provided
for beneficial financing conditions. It is apparent that many inve-
stors are losing sight of the risk aspect in the search for return.
However, the strong market movements in the run-up to the inte-
rest rate turnaround of the US Federal Reserve show that emerging
nations and financially weak companies are likely to be hit particu-
larly hard by a general turnaround of interest rates.

Stock markets

At the start of the war in Iraq, a significant market rate recovery
took place on the world’s leading stock exchanges, which, however
gradually weakened over the course of time. Even the positive cor-
porate news during the first months of 2004 could not initially stop
this trend. Political uncertainties and the sustained oil price surge
nurtured doubts again and again about the prevailing favourable
growth prospects and sales prospects of companies. Right up into
the autumn, the leading share indices tended to move sideways.
Only after a brief interim sprint, the S&P 500 and the DAX respec-
tively reached new maximum annual levels towards the end of
2004.
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. A weaker US Dollar...

150

125 \\ mzAx
v

Figure 4
Stock markets in comparison

Germany / USA / Japan
As of week-end, End of 2003=100

Nikkei

100 —gwr\ a %Wﬁ

Vi
\ v
"\ //‘\57
S&P 500 / ) A /\A/f‘
. A
V Y W Y

50

2002 2003 2004

Source: Bloomberg

The market trend on the stock markets did not support the profita-
bility of German financial services companies as it did in 2003
when rates increased significantly.

Foreign exchange markets

After the Euro had gained strongly in value against the US Dollar
over the course of 2002 and 2003, the international foreign ex-
change markets initially entered calm waters in 2004. The common
European currency oscillated within a band width of 1.20 to 1.25
US$, before significantly gaining in value again towards the end of
the year. The countercyclical effect of the Euro revaluation became
normalised, as a major proportion of German exports (approx.
43%) went into Eurozone countries without exchange rate risk. Ho-
wever, if further unexpected and abrupt revaluation of the Euro
should take place, the German export industry and with it, the dif-
fident economic recovery, could suffer. Furthermore, the financial
undertakings that are active in the dollar zone would be exposed
to exchange rate risk. This particularly applies if they demonstrate
an uneven balance sheet structure without appropriate hedging
transactions, whereby the Dollar positions on the asset side exceed
those on the liability side.
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. ... and further high foreign

trade imbalances.

Figure 5
Exchange rate development
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The risks for exchange rate development resulting from external
trade imbalances have become more intense in comparison with
2003. The US trade deficit has increased further. There remains a
risk that international investors will in future no longer be prepared
to close the US savings gap. This is supported by the fact that the
majority of capital flows are now no longer used for direct invest-
ments, but rather for consumptive purposes. If prospective returns
for investors fall, the result could be significant exchange rate mo-
vements.

Figure 6
External trade imbalances
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. Hedge funds increasingly
in the spotlight.

Hedge funds

The hedge fund industry, which has recently posted significant
funds inflow, has capitalised on the low interest rate environment.
By taking up borrowing at beneficial conditions, they are able to si-
gnificantly increase their leverage and thereby their risk position.
The rising intensity of competition through numerous new market
entrants has increased performance pressure at the same time, so
that there is a stimulus to switch over to more risky strategies.
The strong growth raises the question of whether hedge funds
could endanger the stability of the financial system. The risk still
appears to be limited; however in the event that a major fund be-
comes imbalanced, the close links with other financial service pro-
viders could become infectious. Particularly larger investment
banks are interwoven with hedge funds in their function as “prime
broker”. They provide a wide variety of financial services, which
enable the smooth processing of complex transactions from which
they achieve significant commission income. Furthermore, banks
provide loans, which are taken up to increase the leverage effect.
In addition, credit institutions feature as contractual partners, pla-
ce their own funds into hedge funds or directly participate in them.

The development of hedge funds and their effect

on financial stability

Since the beginning of 2003, the flow of funds into hedge funds
has grown significantly, particularly through investments by institu-
tional investors. The inflows amounted to around US$ 170 billion in
2003 and around US$ 200 billion in 2004. Worldwide, the capital
stock managed by hedge funds at the end of 2004 is estimated to
be approx. US$ 1,000 billion.? This is equivalent to only around
10% of the capital managed by funds in the USA. However, invest-
ment strategies that are characteristic of hedge funds accord them
much more weight on the financial markets. This begs the question
of possible consequences for financial stability.

The importance of hedge funds for financial stability depends, inter
alia, on the effects of their financial transactions on the financial
markets and the contribution of their activities to the creation of
systemic risk.

Hedge fund transactions initially have a fundamentally positive ef-
fect on financial market efficiency. Their strategies are mainly ba-
sed on new information. If hedge funds trade on the basis of this
information and prices on the financial market therefore change, in
the end, all market participants receive this information; incorrect
assessments can be changed and inconsistencies between markets
or trading positions can be eliminated. Speculative purchases and
sales of hedge funds also increase liquidity in the markets. With
the rapidly rising number of hedge funds, however, herd behaviour
can not be ruled out in future. For examples, in contrast with their
original active strategies, hedge funds could simply follow a market
trend for a certain period of time, thereby strengthening the trend
without it being fundamentally justified.

® TASS Research; these figures also include the capital in “Funds of Hedge Funds" (i.e.
funds that invest in hedge funds), the level of which is estimated at approx. US$ 400
billion for the end of 2004.
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. Profitability of German banks
has eased off somewhat...

... with a continuing high risk
of default.

Hedge funds can evoke systemic risks — typically in the banking
sector. Investment houses and large banks, for example, not only
concern themselves with transaction processing and securities ad-
ministration as the prime broker. They also act as their lender and
investment partner or as investors in the hedge funds. With this,
imbalances of hedge funds could have consequences for banks
through various channels. With the aid of adequate risk manage-
ment with the banks and an attached solvency supervision, these
risks should, however remain largely controllable. Hedge funds see
themselves as being primarily exposed to two risks: liquidity risk, if
positions can not be liquidated or only with great difficulty, and re-
payment risk, when debts can not be repaid in due time. As a rule,
these risks arise at the same time. It is therefore important that in
the event of possible insolvency of a hedge fund, its business part-
ners, who could be a source of systemic risk, are not affected to
such an extent that a financial crisis ensues.

3.2 Banks

The German credit institutions continued their course of restructu-
ring in 2004. Administration costs and risk provisions could in ma-
ny cases be reduced, thereby improving results. Through this, the
constitution of the overall financial system improved after several
difficult years. With strategic realignment and concentration on
more profitable business segments, numerous banks have also put
themselves into the position of being able to better exploit sources
of income in future. Several banks had already started in 2003 to
reduce accumulated hidden reserves with participations through
write-downs and disposals. With this, they discarded ballast and
advanced their concentration on core business. This process, which
went hand-in-hand with a vigorous reduction in risk assets and
high losses, appears now to be largely completed. The freed up
equity capital can now essentially be applied for more productive
use. So far, however, - not least due to the only moderate econo-
mic recovery - the flow of earnings remains restrained. In an in-
ternational comparison, the profitability of the German banking
sector also remains low and only offers a narrow buffer here and
there.

The foreign trade impulses primarily benefit the large companies
that are active internationally and their medium-sized suppliers.
This resulted in the financial situation of many smaller, domestical-
ly aligned companies remaining tight. The number of collapsed
companies in 2004 was therefore only marginally lower than in the
previous year. The sustained high default risk with smaller compa-
nies makes it difficult for many credit institutions to position their
profitability on a permanently more stable basis. Added to this is a
rapid rise in consumer insolvencies, which results in growing de-
faults in credit business with private customers.
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Economic cycle, credit risk and risk provisioning

Despite an increasing capital market orientation, the granting of
credit to companies and private household is still distinctly at the
centre of banking business. Therefore, credit risk is still by far the
most significant single risk for German banks and savings banks.
There is a close link between the economic environment and this
risk. Phases of low growth weaken the financial position of compa-
nies and private households and result in higher credit default ra-
tes with a certain time lag.

The ongoing period of economic stagnation in Germany until mid-
2003 noticeably increased the credit risk. Company insolvencies
have risen significantly in recent years and nearly reached the level
of the previous year, at 39,000 cases in 2004; in contrast, only
26,500 companies became insolvent in 1999.

Figure 7
Unpaid receivables from insolvencies and risk provisions
of German credit institutions
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In parallel to this, the German banks had significantly increased
their risk provisioning. However, credit institutions were already
able to reduce their risk provisions in 2003, despite rising numbers
of insolvencies. In comparison with 2002, far fewer large compa-
nies fell into liquidity difficulties, so that the total sum of outstan-
ding receivables was noticeably lower. A slight easing is also indica-
ted for the near future. The peak level of company collapses appe-
ars to have been overcome, so that, in turn, the risk provisioning
of the German banking sector should have remained below the le-
vel of the previous year. The slightly falling trend is expected to
continue, as long as there are no serious economic disruptions. In
contrast, consumer insolvencies continue to rise significantly. One
explanation is the catch up effect of consumer insolvency legislati-
on only introduced in 1999 and revised again at the end of 2001.
This effect is increasingly losing its impact and the fundamental
factors for insolvency are coming to the fore. Nevertheless, the in-
creased number of consumer bankruptcies do not yet pose a serio-
us risk for the German financial system, as the indebtedness of
private households (measured on disposable income) is moderate
on an international comparison.

Figure 8
Credit default swap premiums for large German banks
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. Market indicators do not show
serious risks.

. Equity capital base is comfortable.

The assessment of large German banks by the rating agencies re-
mained stable over the course of 2004, whereby the outlooks par-
tially even improved. The downgrading trend could therefore initial-
ly be discontinued. The credit default swap premiums, which have
nearly constantly moved at a low level since autumn 2003, signali-
se that market participants view the default risks for large German
banks as being marginal right up to the end.

Figure 9
Solvency development of German banks *

%
Solvency ratio **

24 Quantiles, year-end values

22

20

N

16

14

. /

10 —
8 T T T T T |
1998 1999 2000 2001 2002 2003 2004

90% quantile 50% quantile 10% quantile
—75% quantile 25% quantile —————— eighted average

*  Credit institutions and financial services institutions on an single institution basis;
** Liable equity capital in relation to the weighted risk assets;
minimum ratio in accordance with Principle I: 8%

Both the core capital ratios and the equity capital ratios moved at
a level in relation to risk assets which did not lead to any misgi-
vings in respect of the stability of the financial system. This is also
shown in the quantile view.* The rise in quantile limits in both of
the past years illustrates the improved equity capital base of Ger-
man credit institutions. It is particularly pleasing that the threshold
level for the respective 10% of banks with the lowest equity capital
ratio (10% quantile) has risen from 9.4% at the end of 2002 to
10.1%. The reverse conclusion from this is that with 90% of all in-
stitutions, the liable equity capital at the end of 2004 amounted to
at least 10.1%.

* The p% quantile provides the value for the regulatory equity capital ratio, which se-
parates the lower %p of credit institutions with the lowest ratios from the remaining
institutions.
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3.3 Insurers

. Stabilisation in the insurance The situation for German insurers strengthened further during the
sector. reporting year. Overall, the insurance sector showed improved pro-

fitability and higher solvency, hidden liabilities could be further re-
duced. Individual market indicators also confirm this assessment.
At the start of 2003, insurance companies still showed a relatively
high risk premium with credit default swap premiums which increa-
singly declined during the course of the year. In 2004, the credit
default swap premiums then remained largely stable and even
briefly declined by 20 basis points during the third quarter, where-
by the German companies moved at a level similar to international
competitors.

Figure 10
Credit default swap premiums of selected insurers
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The assessments of the rating agencies improved slightly in 2004.
A deterioration in ratings was barely evident during the reporting
year. Instead, the improved profitability was confirmed through
mainly “positive” and “stable” rating outlooks from the rating agen-
cies.

. Development in the individual sectors The life insurance sector recovered further in 2004 from the capital
of the insurance market. market crisis at the beginning of the decade, as well as the reputa-
tion-damaging near-insolvency of Mannheimer Lebensversicherung

during the previous year. The required updating of death tables in

June 2004, due to significantly increased life expectancies, besto-

wed increased costs on the sector, which had already be partially
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covered by several life insurers in 2003, by way of precaution. The
sector obtained an upswing during the fourth quarter of 2004
through the above average growth of new business, which was
partially due to the discontinuation of the tax privilege for capital
value insurance policies from 1 January 2005. For 2005, the rever-
se is assumed, with somewhat subdued business development,
which could, however be cushioned through alternative/innovative
products, for example in the pension sector.

The results of the stress tests on the basis of annual reports as at
31 December 2003 document the economic recovery of the life in-
surance sector. Around 90% of all life insurers showed positive
computed balances in all three test variations. Hidden liabilities en-
cumbrances, still partially remaining from 2003, could also be lar-
gely reduced. At the end of 2004, there were still reserves of more
than twelve billion euros contained in capital investments entered
in the balance sheet at acquisition cost.

Figure 11
Development of solvency of German life insurers
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The solvency of life insurers is also still significantly above mini-
mum requirements at an average cover 170%. This also applies for
2004. The solvency in the middle and lower quantiles of coverage
has improved over recent years, as the companies were able to
offset more equity capital.
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. Economic situation easing For reinsurers the economic situation has also eased since 2003.
for reinsurers. The continuing recovery is expressed through largely unchanged

rating opinions and mainly improved rating outlooks in 2004. The
heavy storms in autumn of 2004 and the flood catastrophe in
Southeast Asia have burdened the international reinsurance mar-
ket; however, the effects on German reinsurers are contained. Ne-
vertheless, these events demonstrate how volatile loss develop-
ment can be in the reinsurance or indemnity insurance business.



- 26 I Highlights of integrated financial supervision

Table 1
Overview of the German economy and financial sector*

Selected economic data Unit 1999 2000 2001 2002 2003 2004
Economic growth®
World economy % 3,7 4,6 2,5 3,0 4,0 51
USA % 4,4 3,7 0,8 1,9 3,0 4,4
Euro zone % 2,8 3,6 1,6 0,9 0,5 2,0
Germany % 2,0 2,9 0,8 0,1 -0,1 1,7
Company insolvencies Number 26.476 28.235 32.278 37.579 39.320 39.213
DAX (end 1987= 1000)? Points 6.958 6.434 5.160 2.893 3.965 4.256
Money market rate? % 2,97 4,39 4,26 3,32 2,33 2,11
Capital market rate® % 4,53 5,28 4,86 4,81 4,08 4,04
Euro-Dollar exchange rate 1€=..$ 1,07 0,92 0,90 0,94 1,13 1,24
Gross sales of fixed interest securities® € billion 571 659 688 819 959 990
Credit institutions
Credit institutions® Number 3.168 2.912 2.697 2.593 2.385 2.316
Branches? Number 58.546 56.936 54.089 50.868 47.406 45.494
Employees® Thousand - - 734 717 690 -
Loans to domestic non-banks? € billion 2.905 3.004 3.014 22997 2.996 3.001
Net interest income € billion 77,8 76,9 79,2 85,6 81,8 -
Net interest margin® % 1,28 1,14 1,12 1,20 1,16 -
Commission income € billion 22,5 28,1 25,3 24,3 24,4 -
Administrative costs € billion 70,2 77,7 81,0 78,3 77,3 -
Risk provisions € billion 11,5 15,9 19,6 31,2 21,8 -
Cost-income ratio” % 66,0 68,5 71,4 67,2 66,4 -
Return on equity® % 11,2 9,3 6,2 4,5 0,7 -
Equity ratio®® % 11,6 11,7 12,1 12,8 13,4 13,3

Insurance undertakings
Life insurers

Hidden reserves in the investment portfolio (IP)'® € billion 74,4 62,9 50,0 1,1 14,9 -
as % of the IP book value % 14,4 11,4 8,6 0,2 2,4 -
Portion of fund units in % IP*" % 18,9 21,4 22,5 23,0 23,3 -
Portion of borrower’s notes and loans in IP*" % 16,7 16,6 17,1 18,1 19,3 -
Net rate of return on IP'? % 7,5 7,4 6,0 4,4 5,0 -
Technical coverage provisions (gross) € billion 451,0 445,5 476,4 502,8 520,6 o
as % of balance sheet totals % 76,7 76,9 78,0 79,7 79,4 -
Surplus®™ € billion 18,7 20,3 13,4 5,0 9,1 -
as % of gross premiums earned % 32,4 33,1 21,5 7,7 13,4 -
Eligible own funds (A+B+C) € billion 38,8 42,9 44,2 39,8 42,3 -
Solvency margin'® € billion 19,2 20,5 22,2 23,3 24,0 -
Coverage of solvency margin®® % 201,8 209,5 199,0 170,4 176,2 -
Return on equity® % 11,4 12,5 7,0 3,4 5,7 -
Reinsurers
Hidden reserves in the investment portfolio (IP)*® € billion 83,6 101,7 89,2 35,8 34,3 -
as % of book value % 67,0 75,8 54,2 18,4 15,6 -
Combined ratio (net)*” % 106,0 103,8 115,3 101,6 92,8 -
Gross technical provisions € billion 98,7 104,5 122,3 130,6 135,8 -
as % of gross premiums earned % 279,2 265,7 278,6 244,0 264,4 -
Net profit for the year € billion 1,4 2,2 0,3 5,4 1,4 -
Available capital® € billion 23,9 25,1 31,5 40,2 51,4 -

Sources: BaFin, Deutsche Bundesbank, Eurostat, IMF, Statistisches Bundesamt.
* Annual totals or average values, unless stated otherwise.
a) As of year end; credit institutions according to section 1 (1) KWG and branches incl. Postbank and building societies.
1) Change in real gross domestic product year-on-year.
2) 3-month Euribor.
3) 10-year government bond yields.
4) Domestic issuers.
5) Excluding Postbank, building societies, housing enterprises with savings schemes,
Central Securities Depositories, investment companies, guarantee banks.
6) Net interest income as a percentage of balance sheet totals.
7) Administrative costs in relation to operating income.
8) Net income before tax as a percentage of average balance sheet equity capital.
9) Liable equity capital in relation to the weighted risk assets according to Principle I (solvency indicator).
10) Fair values - book values of investments (IP) valued at cost.
11) As a percentage of total IP without deposits.
12) (Income from IP less expenditures for IP / arithmetic average for IP (beginning and end of the year).
13) Net profit for the year + gross expenses for premium refunds.
14) Minimum level of free, unencumbered own funds.
15) Eligible own funds / solvency margin.
16) Net profit for the year / equity capital.
17) Net expenses for insurance claims and insurance operations / net premiums earned.
18) Total capital less outstanding capital contributions.
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. Investors are seeking security and
above average returns.

. The number of investment
certificates increased.

. Certificates are competing with funds.

. More demand for absolute return
products.

3.4 Developments on the retail markets

Since 2002, the investor behaviour of private investors has chan-
ged significantly. Following the market losses on the stock markets
at the start of the decade, investors demand, on the one hand, in-
creased security and risk limitation. At the same time, many inve-
stors are, however, looking for above average returns in view of
the low capital market interest rates. Innovative products have
therefore become significantly more attractive for private investors.
Overall, products - and therefore also risks - that in the past had
been reserved for the institutional investors, are increasingly pene-
trating the retail market. Several of these products - such as certi-
ficates and closed-end funds are largely non-regulated.

Many German consumers currently do not yet have sufficient
knowledge regarding financial interrelations. Therefore, they are
often not able to comprehensively assess the central return or risk
features of capital market-orientated products. Thereby, it should
be clear to every investor: Higher return prospects can inevitably
only be bought with higher risks.

Several product groups have particularly profited from the change
in investment behaviour. This, for example, applies to investment
certificates. In the mean time, far in excess of 20,000 different
certificates exist for the German market. Certificates securitise the
participation in market trends for specific underlying instruments
such as bonds or bond constructs, foreign exchange or raw materi-
als. From a legal point of view, the certificates are equivalent to
bonds. The investor therefore only receives a claim on the issuer
under the law of obligations. The creditworthiness of the issuer
therefore determines the creditworthiness of the certificate.

The certificates issued in Germany are tailored to various invest-
ment reasons and markets. With these, private investors can now
also map investment profiles which had been reserved in the past
for institutional investors. The structure of the certificates is there-
by often very complex. This also often applies for the cost structu-
res: In addition to a margin between bid and offer rates, ongoing
administrative costs or retained dividends can have an impact. Mo-
re than half of new issues are comprised of discount certificates.

The certificate industry is increasingly competing with the traditio-
nal funds sector. Nevertheless, various investment funds have si-
gnificantly raised their administration charges and performance
fees. The cause of this is higher commission payment to the sales
partners. The tough competition for customers increases the sales
and advisory costs. On the other hand, the stock marketed traded
index funds were able to achieve high rates of growth while being
burdened with comparatively low costs.

In 2004, investors demanded more absolute return products/total
return products in the funds sector. These aim for absolute ear-
nings, notwithstanding the respective market situation, while tradi-
tional investment funds usually measure their investment success
in relation to a benchmark. However, strategies aimed at absolute
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. Hedge funds also in Germany
since 2004.

. Closed-end funds post
significant growth.

Life insurance funds are gaining in
importance.

. Life insurance contracts continue
to be attractive.

earnings also have inherent risks. In view of the capital market en-
vironment during the reporting year with call money returns of ap-
prox. 2% p.a., return targets of more than 5% p.a. already pose a
significant challenge for fund managers. Hedge funds, which have
enhanced possibilities in comparison with traditional funds through
short sales and gearing (leverage), are also considered to be abso-
lute return products.

Since the beginning of 2004, hedge funds can also be issued and
authorised in Germany. However, so far, the hedge funds have not
yet been able to fulfil the marketing expectations of their provi-
ders. As they usually feature above average administrative costs
and, concurrently, the value development of German hedge funds
in 2004 remain behind forecasts, fewer investors opt for this pro-
duct than initially presumed. Added to this, not all investments in
absolute return products flow into hedge funds themselves. In this
manner, for example, hedge fund certificates directly compete with
hedge funds. Undoubtedly, the main cause of the low marketing
success of this form of investment is primarily the complexity of
the products.

The providers of closed-end funds have also profited from the se-
arch for above average returns. Closed-end funds are corporate
participations that are generally not subject to financial supervisi-
on. The legal form of the fund is usually a limited partnership (KG)
or civil-law partnership (GbR). From 1 July 2005, BaFin will exami-
ne the prospectuses of closed-end funds. Nevertheless, investors
must continue to check for themselves whether the fund participa-
tions are legitimate and the investments are sound. Closed-end
funds are often complex products with only difficult to recognise,
multiple risks and low tradability. Property funds have constituted
the majority of closed-end funds for years. Of these, around half
are funds that invest in foreign properties.

The sales of life insurance funds that invest in “used” life insurance
policies have risen in 2004. Various product variations are offered.

Most of the funds invest in US American and British policies, where
a market exists for “used” life insurance. In Germany, this market

is only developing slowly, but with high growth rates.

Life insurance policies continue to be the most important instru-
ment for private provision for old age. This will also remain the ca-
se, as the new tax regulations under the law regulating the taxati-
on of pensions and pension expenses should not lead to a reducti-
on in life insurance business over the long term, positive and nega-
tive effects for the life insurance market nearly compensate each
other. However, the emphasis is likely to shift over the long term
from traditional endowment policies and primarily unit-linked insu-
rance towards pension and risk insurance policies. Additionally, sta-
te-promoted products for private old-age provision will become
established if the providers utilise the existing scope to design the
products attractively, despite limiting promotion conditions.
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. Credit risk transfer instruments are
gaining further in importance.

3.5 Credit risk transfer

Also in the past year, credit risk transfer (CRT) instruments, i.e.
credit derivatives and products from the securitisation of outstan-
ding loans, have gained in importance for financial enterprises
worldwide. Even if the relative size of the credit derivative market
is still relatively small’, the market for credit default swaps grew®

- which makes up by far the most significant portion of the credit
derivative market - during the first half of 2004 by 44%, thereby
achieving a volume of nearly US$ 5.5 billion. Structured products
also posted strong growth. According to an investigation by the ra-
ting agency FITCH’ the volume of portfolio products climbed by ne-
arly 50% during last year.

Figure 12
Growth of the credit derivative market
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There are various reasons for the growth dynamics. Structurally,
they are primarily the increased importance of risk management
and portfolio diversification for financial institutions, the new risk-
return profile of structured products and “arbitrage profits” through
differences in tax, accounting or equity capital regulations.

There are, however, also cyclical influences. First of all, the circle of
institutional market participants expanded again during the past
year, whereby the proportion of insurers went down, while the pro-
portion of hedge funds and other asset managers significantly in-
creased. Apart from this, it could be observed that credit derivati-
ves in the form of credit linked notes are now also being sold to
small investors. Finally, all investors have come upon a situation
that is characterised by low returns on the stock, pension and pro-
perty markets. Investors therefore find it difficult to diversify their
portfolios and achieve their benchmark targets. This leads to two

®* Despite significant growth, the relative size of the credit derivative market is still re-
latively small and, for example, in the USA, makes up only 2% of the entire OTC de-
rivative market (Source: OCC Bank Derivatives Report). For Germany/the EU, such
data is not available).

¢ Information from the International Swaps and Derivatives Association (ISDA).

7 FITCH “Global Credit Derivatives Survey”, September 2004.
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trends: On the one side, standardised credit derivatives such as
credit default swaps and credit derivative indices are increasingly
in demand, which provide easy access to a widely diversified credit
risk in various regions of the world. On the other side, tailor-made
products are becoming more important, for example, in the form
of single-tranche CDO’s or so-called CDO’s of CDO. These structu-
red products can fill a gap in the investors’ “hunt for return”. While
standardised products tend to increase transparency and liquidity
in the market, tailor-made products are more likely to reduce the-
se aspects. A positive feature of both is that market participants
can design their risk management instruments with more accuracy
of fit with such instruments.

Securitisation using the example of a collateralised debt
obligation

With a synthetic collateralised debt obligation (CDO), the credit
risk of a portfolio of loans/bonds (reference portfolio) is transfer-
red. An intermediary structures the credit risks that have been as-
sumed from the “originator bank” through a credit derivative and
subsequently sells these on to investors in tranches that are gra-
ded according to risk content (senior, mezzanine, equity)®. The
tranches are in the form of a bond®, for which the owed sum is re-
duced if the agreed credit events (for example failure of a compa-
ny) take place.

The intermediary*® receives proceeds from the sale of the bond to
the investors and bonus payments from the credit derivative con-
tract with the originator bank. The funds are invested in a pool of
secure, liquid paper and are used for coupon payments, bond re-
payment, or in the case of credit events, the compensation pay-
ments to the originator bank. The payments to the investors then
take place in a previously defined order. Proceeds - after deducting
management fees — are first credited to senior, then mezzanine
and finally, equity tranches. Losses through credit defaults affect
the tranches in the reverse order. The sum of the lower tranches
therefore represents a risk buffer for the respective tranches above
them. In the event of losses, equity and mezzanine tranches can
be quickly used up, as they are usually structured with low nomi-
nal values. In contrast, senior tranches mostly have a very high
nominal value.

The risk content of the individual tranches depends directly on the
credit risk of the reference portfolio, i.e. the quality of the loans as
well as the default correlations. Decisive for the probability distri-
bution of losses and therefore the assessment of risk for the indivi-
dual tranches is, however, the modelling of default correlations.
Formulated simply, senior tranches are relatively secure with a low
correlation, as it is then unlikely that several assets in the refe-
rence portfolio will default together at the same time. Conversely,
senior tranches with a high correlation are relatively risky. As the
correlations can change over time, for example in the economic

8 With a reference pool having an average rating, for example, of A, both tranches
with a lower rating (e.g. BB) and a higher rating (e.g. AAA) can be issued.

¢ Credit linked note; alternatively, credit default swaps are also possible.

1 Or in some cases a special purpose vehicle (SPV).
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. CRT products simplify risk
diversification...

. ... but not all market participants
recognise the risk profiles.

cycle, expectations regarding future correlation developments the-
refore also flow into the risk assessment.

Furthermore, equity and mezzanine tranches have a leverage ef-
fect on the credit risk of the reference portfolio. The risk and leve-
rage effects of these transactions depend on the credit quality of
the reference portfolio, as well as the risk buffer of the tranche.
Comparable risk profiles can be achieved this way in various man-
ners: With a fixed tranche size, a specific expected loss can be mo-
delled for a mezzanine tranche, either with a highly rated reference
portfolio and a low risk buffer (i.e. a small equity tranche) or with
a poorly rated portfolio and a higher risk buffer. The smaller the
risk buffer, the higher the leverage effect.

The external rating essentially provides an assessment of the pro-
bable loss of an instrument. For investment where the expected
loss is solely linked to the creditworthiness of the debtor - for ex-
ample, with bonds - a rating can generally be interpreted well.
With structured products, such as a CDO tranche, however, the is-
sue is more complicated. Depending on the structure, completely
different loss distributions can result, so that ratings of bonds and
structured products are difficult to compare. The fact that the risks
of both products are also valued differently on the market is shown
by the differences in spreads between structured products and
bonds with comparable ratings.

CRT products essentially simplify risk diversification of market par-
ticipants. Credit derivatives and synthetic CDO’s have the potential
to redistribute credit risks within the financial system in large volu-
mes. Nevertheless, the new instruments also result in new risks.
The central question is whether the market participants understand
and adequately manage the risks entered into with CRT instru-
ments. Credit derivatives are based on very complex modelling and
therefore often have equivalent risks. Also, they are often connec-
ted with complicated agreements.

Various domestic and foreign cases document that the market par-
ticipants were not always sufficiently informed regarding the risk
profiles of structured products. Many have now already gathered
experience and are now more familiar with the new instruments.
The sustained high rate of product innovations, however, poses an
ongoing challenge. Primarily, however, new market participants, be
they financial institutions or small investors, lack this experience.

In order to avoid financial imbalances, market participants must
therefore have own analysis capacities available for credit derivati-
ves and structured products and not depend solely on external ra-
tings for such products. Generally, supervision will pay attention to
encouraging institutions that are active in this market adapt and
strengthen their risk management accordingly.
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. Supervision of cross-border matters.

. BaFin participates in many
international committees.

4 Supervisory environment

4.1 International financial supervision

For a long time now, investors and intermediaries have not only
been active within national borders, but there are also many that
are globally active. It does not appear to be a hindrance that no
globally valid legal framework exists, as the markets find possibili-
ties of developing beyond borders and legal systems.

Financial supervision is different: It has sovereign authority and is
usually nationally organised, as sovereign competencies end at the
country borders. The supervisors must react to this situation and
make arrangements for cross-border issues. While binding regulati-
ons can be created within the EU, which supervisors must adhere
to, there is no comparable legal system on the global level. Albeit,
there is a great need for international harmonisation, so that those
under supervision can act within a reliable legal framework in
cross-border activities and the supervisors have the opportunity to
exchange information and cooperate.

Thus, various committees and cooperation models have developed,
whereby both the sphere of participating countries and participa-
ting institutions vary. Therefore, there are committees in which on-
ly the G-10 countries are represented. In several committees, go-
vernment representatives are involved, as well as the supervisors,
partially the central banks or also the supervised industry. With the
exception of the European committees that develop binding requi-
rements for the Member States, the standards of most of the other
institutions are not legally binding. However, there is significant
pressure to implement these, as they have as the greatest possible
acceptance and often serve as benchmarks within the scope of the
Financial Sector Assessment Program of the International Monetary
Fund (IMF).

As an integrated financial supervisor, BaFin is represented on all
important - European and worldwide - committees of banking, in-
surance and securities supervision. Overall, BaFin is represented in
well over 100 international working groups. The international BaFin
activities require a high degree of cooperation: Supervisory issues
overlap, on the one hand, on a European and international level
and, on the other hand, in the sectoral committees. The aim of Ba-
Fin is not only to effectively represent German supervisory positi-
ons on the committees, but also the interests of the German mar-
ket and the companies under supervision. The advantages of inte-
grated financial supervision become clearly apparent here, as it en-
ables the coordination of the German position on various questions
which can then be convincingly represented in all committees.
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4.2 International committees

Figure 13
International institutions and committees
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4.2.1 International Organisation of
Securities Commissions - IOSCO

I 105CO sets standards for securities The most important international forum of securities regulators is

regulators that are recognised

; the International Organisation of Securities Commissions (I0SCO),
worldwide.

established in 1983, in which 181 members from more than 100
countries have joined forces. The goal of the committee, which is
based in Madrid, is to constantly adjust the supervisory framework
in order to reflect rapidly changing conditions on the national and
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. Annual IOSCO conference.

. Technical Committee Conference
on Regulators and the Global Market
Place.

. Chairmen’s Task Force.

international securities and derivatives markets. IOSCO, in fact, is
globally recognised as setting standards in the securities sector
and is essential for coordinating supervision on cross-border issu-
es. IOSCO adopts standards and resolutions that are incorporated
by its members into national regulation. The exchange of practical
experiences in securities supervision between IOSCO members is a
further task. Ultimately, the multilateral "I0OSCO Memorandum of
Understanding” is intended to strengthen the cooperation of its
members on cross-border issues. The members are the regulatory
authorities responsible for the securities and derivatives markets.
BaFin staff is represented in the five standing working groups that
prepare the work of the IOSCO Technical Committee.

At its 29th annual conference in May 2004, IOSCO adopted, inter
alia, its report “Principles on Client Identification and Beneficial
Ownership for the Securities Industry”. In this report, IOSCO sets
out basic principles of how customer identification is to take place
in the securities sector in order to avoid money laundering. IOSCO
also adopted two further reports: “Transparency of Corporate Bond
Markets” examines transparency in the markets on which corporate
bonds are traded. The report “Performance Presentation Standards
for Collective Investment Schemes: Best Practice Standards” goes
into how the presentation of investment fund performance should
look, in order to be understandable for the investor.

High-ranking representatives of regulatory authorities from the fi-
nancial and corporate sectors took part in the “Technical Commit-
tee Conference on Regulators and the Global Market Place” in New
York in October 2004. With this conference, a regularly occurring
IOSCO forum was to be established, at which the players in the se-
curities markets can interact with the securities regulators. The
next conference will be arranged by BaFin in Frankfurt in 2005.

The prevention of false reporting — primarily by quoted companies
— was one of the central themes of IOSCO in 2004. In the USA,
Italy and the Netherlands spectacular company collapses took pla-
ce over recent years, which had been preceded by misleading re-
porting. Therefore, in April 2004, IOSCO implemented a working
group on this topic. The group, to which BaFin also belongs, speci-
fied fields in which the IOSCO will become active in the future in
order to avoid false company reporting. These include, inter alia,
corporate governance and auditing and transparency standards for
issuers.

Working group “"Regulation on Secondary Markets"

Together with the "Committee on Payment and Settlement Sy-
stems (CPSS)” of the central banks, the working group completed
a joint report entitled "Recommendations for Central Counterpar-
ties”. This deals with the risk management of central counterpar-
ties (abbreviated: CCP’s). A central counterparty is an establish-
ment that appears as sole contractual partner for purchasers and
sellers in transactions involving financial instruments. Delivery and
payment obligations, as well as insolvency risk, are transferred to
the central counterparty.
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. International cooperation for the
prosecution of legal violations in
the securities sector

Siphoning off and repatriation of
assets from cross-border financial
crime.

. Identification of weaknesses in inter-
national financial systems.

The report contains 15 recommendations regarding central coun-
terparties and an evaluation methodology with which it can be ex-
amined to what extent the counterparty fulfils the requirements.
The report impacts central counterparties of both spot and forward
markets that are active both on the exchange and off-market. The
report also deals with the organisational, financial, contractual and
operational risks of a CCP and the risks that can result from its en-
vironment, such as the legal framework conditions of the respecti-
ve country of domicile.

The Technical Committee of IOSCO, the CPSS and the central bank
governors of the G-10 countries approved the report in November
2004. It is published on the IOSCO Web site.**

Working group “Enforcement and Exchange of Information”

The working group “Enforcement and Exchange of Information”
compiled an internal report on the experiences of its members in
respect of cooperation deficits with foreign authorities. Such defi-
cits are often present in countries where the regulatory structures
lag far behind international standards; this partially involves so-
called “Offshore Financial Centres”. With its report, the working
group moved a step closer to answering the question of how coo-
peration with securities regulators in such countries can be impro-
ved. The Technical Committee of IOSCO agreed on a new policy in
autumn 2004 for handling uncooperative authorities: The dialogue
with these authorities or countries is to be intensified, in order to
gradually bring them closer to the standards of international coo-
peration developed by I0SCO.

The working group is also working towards improving the legal in-
struments with which investors who have been the victims of frau-
dulent offers can be compensated. Particular attention is given to
the Boiler Rooms - highly professional fraudsters that cause harm to
wide groups of investors in many countries via telephone or Inter-
net, often targeting the implementation of regulatory arbitrage. This
phenomenon poses a challenge to securities regulators, legal autho-
rities and Financial Intelligence Units. In a first step, IOSCO has
established a system according to the model of CESR-Pol, with
which information regarding financial service providers acting wit-
hout authority can be quickly disseminated among I0OSCO members.

4.2.2 Financial Stability Forum

The Financial Stability Forum (FSF), where finance ministers and
representatives of national regulatory authorities and central banks
meet, is considered to be an intersection of the international com-
mittee structure. The committee, which is based in Basel, was
established in 1999 in response to the Asian crisis. Its mission is to
monitor the international financial system with respect to its vulne-
rability to risk, identify any requirement for action and to promote
the coordination and exchange of information between the various
authorities that are responsible for financial stability. Although the

 www.iosco.org > library > IOSCO Public Documents.
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. BCBS is setting globally recognised
standards for banking supervision.

FSF has no direct authority with respect to the other committees, it
has a key position, due to the high-level representation of all rele-
vant institutions. 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 annual mee-
tings. During the reporting year, the primary interest of the FSF
was the treatment of Offshore Financial Centres (OFC), in which
the quality of transparency and regulation is to be improved. Other
issues on the agenda included: Vulnerabilities of the international
financial system, corporate governance, credit risk transfer and
reinsurance.

4.2.3 Basel Committee on Banking Supervision

The Basel Committee on Banking Supervision (BCBS), which resi-
des with the Bank for International Settlement, was established by
the central banks of the G-10 countries in 1974. Representatives
from 13 countries sit on the committee. The central banks and
banking supervision authorities of the Member States are repre-
sented. The Basel Committee formulates regulatory standards and
recommendations for banking supervision.

- such as the new Basel II capitalisation rules. Apart from this, it
has set a target to improve the cooperation between nationally re-
sponsible supervision authorities. The standards that the Basel
Committee has introduced so far have also been taken up by other
countries that do not belong to the G-10. In fact, the BCBS has al-
ready developed into a global standard setter with its 1988 capita-
lisation rules (Basel I). The EU also aligns itself closely with the
Basel requirements in its banking supervision legislation. BaFin is
active in the BCBS, together with representatives of the Bundes-
bank.

4.2.4 Banking Supervision Committee - BSC

The Banking Supervision Committee (BSC) is a committee of the
European System of Central Banks (ESCB). It resides with the Eu-
ropean Central Bank. In 1998, the BSC assumed the activities of
the Banking Supervisory Sub-Committee. Members of the BSC are
representatives of the banking supervision authorities and the cen-
tral banks of the Member States of the European Union. The BSC
supports the European System of Central Banks in fulfilling its duty
anchored in the EU agreement: to contribute to the stability of the
European banking system. The main focus of the BSC's work lies
in the analysis of the stability of the European banking systems
and structural developments within the banking sector. BaFin is re-
presented in the following BSC working groups: “Working Group on
Macro Prudential Analysis” und “Working Group on Development in
Banking”. In 2004, BSC and CEBS established a joint “Task Force
on Crisis Management”.

2 Code of Good Practices and Core Principles, see also www.fsforum.org >
Compendium of Standards.
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. New standards for the risk
management of capital investments.

. Investigation on the topic of
credit risk transfer.

4.2.5 International Association of Insurance Supervisors — IAIS

Members of the International Association of Insurance Supervisors
- IAIS, which was formed in 1994, are insurance supervisory aut-
horities from more than 120 countries. Around 80 organisations,
many insurance industry associations among them, have observer
status. The IAIS promotes cooperation between the insurance re-
gulators, establishes international standards for insurance supervi-
sion, offers training to its members and coordinates its work with
supervisory authorities in other financial sectors. The standards
that the IAIS formulates - primarily the Insurance Core Principles
— are not only of importance for the Member States. The Interna-
tional Monetary Fund (IMF) and the World Bank also use them as a
basis for their Financial Sector Assessment Program.

At its annual meeting in October 2004, the IAIS adopted the “Gui-
dance Paper on Investment Risk Management” at the recommen-
dation of the Executive Committees. The document is considered to
be a guideline for effective risk management for insurers and rein-
surers, provides recommendations and describes standards under
consideration of the differing conditions of the respective regulato-
ry systems. It also supplements the “Insurance Core Principles” of
the IAIS and its “Standard on Asset Management”. The paper pro-
vides suggestions for regulators that must evaluate risk manage-
ment systems and their implementation within organisations. It ad-
vises regulators to orientate themselves as to how extensive, high-
risk and complex the business of an insurer is, when deciding on
which information to request. The objective should be to obtain the
information required from the insurer that is necessary for supervi-
sion, but not to burden the organisation unnecessarily.

4.2.6 Joint Forum on Financial Conglomerates

The Joint Forum on Financial Conglomerates was formed at the be-
ginning of 1996 and is made up of representatives from banking,
insurance and securities supervision. It represents the three inter-
national organisations in the Joint Forum: the Basel Committee on
Banking Supervision, the IAIS and I0OSCO. The forum is of great
importance for BaFin, as it deals with supervisory topics from a
cross-sector point of view. In the Joint Forum, regulators from 13
countries are represented. The Joint Forum has the goal, inter alia,
of expanding the understanding of regulators for the respective ot-
her sectors and developing the basic principles, according to which
the regulated undertakings in a financial conglomerate are to be
supervised.

In autumn of 2004, the Joint Forum presented a report on the to-
pic of credit risk transfer. It provides an overview of current market
developments and evaluates them from a regulatory point of view.
The most important conclusion of the report: The more credit deri-
vatives and structured products are used, the better the risk ma-
nagement of the market participants must become. The Joint Fo-

* www.iaisweb.org > Principles, Standards and Guidance.
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rum report therefore includes recommendations regarding risk ma-
nagement and disclosure practice.*

4.2.7 Bank for International Settlements

The oldest international financial organisation is the Basel Bank for
International Settlements (BIS); it was established in 1930. The
BIS offers, inter alia, banking services that are intended to aid the
central banks in the administration of their gold and foreign curren-
cy reserves. It also acts as a bank for international financial organi-
sations. The shares in the BIS are held by 55 central banks that ha-
ve voting rights at the annual general meeting. The BIS organises,
inter alia, expert meetings on topics that relate to currency stability
and financial stability. The BIS itself is not a supervisory standard
setter; however, the secretariats of several international committees
are domiciled in the BIS, such as the Basel Committee for Banking
Supervision and the Forum for Financial Stability.

4.2.8 International Monetary Fund

As with the World Bank, the International Monetary Fund, which
was formed in 1945, is a special organisation of the United Nati-
ons. According to the vision of its founders, the IMF was to ensure
the stability of international currency and financial systems. Today,
184 countries are represented as members of the IMF. Of primary
interest to BaFin is the “Financial Sector Assessment Program”,
which the IMF and the World Bank introduced in 1999 in the after-
math of the financial crises of the 1990’s. It is part of the regular
IMF country examinations. Within the scope of the program, the
IMF investigates the financial systems of individual countries with
respect to risk content, based on internationally recognised crite-
ria. Particular attention is given to possible early warning indicators
and the quality of banking, insurance and securities market super-
vision.*

4.2.9 Organisation for Economic Cooperation
and Development - OECD

The Organisation for Economic Cooperation and Development
(OECD) emerged from the Organisation for European Economic
Cooperation in 1961. 30 industrialised nations are members of the
OECD. The aim of the organisation is to contribute to optimal eco-
nomic development in the member countries and to promote eco-
nomic growth in developing countries. A further aim is to promote
the expansion of global trade. The OECD supports specialist com-
mittees and working groups on various topics. Several of these are
also concerned with areas that are important for financial supervi-
sion, such as with the effects of linkages between banks, insurance
companies and pension funds. BaFin representatives also take part
in the committee meetings and working group meetings. Also do-
miciled with the OECD is the Financial Action Task Force on Money
Laundering (FATF).

* www.bis.org/bcbs/jfpubl.htm.
> The results are published on the Web site of the IMF:
www.imf.org/external/np/fsap/fsap.asp.
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. IOPS founded.

4.2.10 Financial Action Task Force on Money Laundering — FATF

The Financial Action Task Force on Money Laundering (FATF) is the
most important international committee for combating money laun-
dering and the financing of terrorism.

It was formed at the G-7 summit in Paris in 1989 as a reaction to
growing fears about money laundering on financial markets and
has received additional tasks since the terrorist attacks of 11 Sep-
tember 2001. With its 40 recommendations for combating money
laundering, revised while the rotating presidency was held by Ger-
many in 2003, and its now nine special recommendations, the FATF
set the most important international standards and continuously
develops these further. The committee is comprised of 33 members
(31 member countries and two international organisations). Other
international bodies, such as I0OSCO, IAIS, Interpol, IMF and the
World Bank also participate in FATF meetings as observers.

On 14 May 2004, the ministers and representatives of the member
countries extended the mandate of the FATF for a further period of
eight years. With this, they underline the importance of the com-
mittee, as well as the necessity of its work.

4.2.11 International Organisation of Pension Supervisors — IOPS

Since 12 July 2004, the International Organisation of Pension Su-
pervisors (IOPS) has existed in Paris, a similar body to the IAIS for
occupational pensions. In addition to BaFin, the founding members
are 23 further regulatory authorities and organisations.

The IOPS intends to set standards for the supervision of occupatio-
nal pensions on an international level, to promote cooperation bet-
ween the regulators of these institutions and to form a global fo-
rum for the exchange of information for regulators and occupatio-
nal pension establishments. IOPS has an Executive Committee and
a Technical Committee, of which BaFin is a member. The secretari-
at activities are carried out by the OECD. The focus of activities for
the organisation for 2005 will be on the conception of “Guidelines
for Good Practices in Pension Supervision” and “Components of
Risk-based Approached and Strategic Planning”.

4.2.12 Integrated Financial Supervisors Conference - IFSC

The Integrated Financial Supervisors Conference was formed in
1999 as a network of integrated financial supervisors from around
the world. In August 2004, the fourth meeting of the IFSC was
held. Among the topics were the training and advanced training of
staff, the payment of staff and the role and implementation of spe-
cialists in supervision. The seventh IFSC will be arranged by BaFin
in June 2005 in Kronberg/Taunus.

4.2.13 International Accounting Standards Board - IASB

The International Accounting Standards Board (IASB) is the hig-
hest body responsible for formulating and adopting accounting
standards. It members are accountants, analysts and accounting
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. BaFin can participate in shaping
European supervision legislation
on various committees.

practitioners. The financial regulator very closely monitors the de-
velopment of accounting standards, as financial accounts are
among the most important sources of information for a regulator.
The IASB specifications are valid worldwide as International Ac-
counting Standards (IAS)/International Financial Reporting Stan-
dards (IFRS) and are being adopted by the European Union with
the aid of the endorsement process.

The endorsement process has two stages. In the first stage, a bo-
dy of experts (European Financial Reporting Advisory Group -
EFRAG) evaluates the standards from a technical aspect and provi-
des the European Commission with a recommendation to accept
the standards. In a second stage, the Accounting Regulatory Com-
mittee, in which Member States are represented, must approve the
standard. Following this, it can be officially carried over into Euro-
pean law.

The International Financial Reporting Interpretations Committee
(IFRIC) of the IASB is responsible for the interpretation of the ac-
counting standards. The German partner of the IASB is the Deut-
sche Rechnungslegungs Standards Committee e.V., which works in
close cooperation with the board.

4.3 European bodies

CESR, CEBS and CEIOPS

On a European level, the regulators work together in three com-
mittees: the Committee of European Securities Regulators - CESR,
the Committee of European Banking Supervisors — CEBS and the
Committee of European Insurance and Occupational Pensions Su-
pervisors — CEIOPS.

As an integrated financial supervisor, BaFin is active in all three
committees. The committees have a dual function: Firstly, they ad-
vise, inter alia, the EU Commission within the scope of European
legislation. Secondly, they ensure that regulatory practice is stan-
dardised in their sector on a Europe-wide basis. The CESR, which
served as a model for the banking and insurance regulators, has
already existed since June 2001. The body has already advised the
Commission on various adopted guidelines. The younger CEIOPS
and CEBS, which were set up pursuant to a Commission decision
dated 5 November 2003, are already active in the European decisi-
on-making process. By the end of 2004, there were not yet any EU
legislative processes concluded in the banking and insurance sec-
tor.'

Lamfalussy committees

When guidelines are passed for the financial services sector on the
European level, the respective responsible national regulators are
involved in their implementation: as members of the Committee of

* www.cesr-eu.org; www.c-ebs.org; www.ceiops.org.
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European Securities Regulators (CESR), the Committee of Europe-
an Banking Supervisors (CEBS) and the Committee of European
Insurance and Occupational Pensions Supervisors (CEIOPS). The
committees are therefore important forums for BaFin, in which it
can participate in shaping financial supervision on a European level
(see figure 14 “EU committee architecture”).

The eldest of the three committees is the European securities re-
gulator, CESR, formed in June 2001. The basis for the formation of
the body based in Paris was the Final Report of the Committee of
Wise Men on the Regulation of the Securities Market (Lamfalussy
Report). The wise men had recommended that the EU legislation
process be made more flexible, transparent and tight. Under the
new procedure, guidelines are only passed as framework guidelines
at the first stage. The detailed work is carried out by the commit-
tees, or they advise the EU Commission.

The Lamfalussy process, designed for the securities sector, is now
also applied for banking and insurance sector. At the end of 2003,
the EU Commission decided to implement the “"Committee of Eu-
ropean Banking Supervisors” and the “Committee of European In-
surance and Occupational Pensions Supervisors”. The European
bank supervision body based in London took up activities in Janua-
ry 2004; it members are the respective national regulatory autho-
rities and the central banks. Its equivalent for European insurance
regulation has been active since November 2003 and is based in
Frankfurt am Main. Its members represent national insurance regu-
lators. Like CESR, CEBS and CEIOPS also have the task of partici-
pating in the implementation of EU legislation. They advise the EU
Commission on technical details of new legislation and ensure its
standardised implementation in the Member States.’

4.3.1 CESR

In the course of the Lamfalussy process, the CESR advises the EU
Commission if it prepares implementation rules that substantiate
the framework guidelines for the securities sector. The CESR is also
concerned with questions of interpretation, in order to achieve a
comparable implementation and application of securities guidelines
in the EU Member States. Additionally, the committee supports
cooperation between the national securities regulators.*®

CESR working group transparency guidelines

In January 2005, the Transparency Guideline* came into effect. It
must be implemented in national legislation by January 2007. The
guideline regulates transparency regarding significant voting rights
and the publishing and storage of capital market information. The

7 The European legislation process is explained in detail in the Annual Report 2002,
Chapter I11.3.2.2. (P. 44 ff.) and in the Annual Report 2003, Chapter 1.3.2.1 (P. 44
ff.). The reports can be accessed under www.bafin.de > Press & Publications.

® Current information, among other things, regarding the status of consultations can
be found under www.cesr-eu.org.

¥ DIR 2004/109/EC, OJ EU No. L 390/38.
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group is working on implementation measures in this respect. The
work under these mandates is to be completed by mid-2006. The
guideline adds to the already existing ones (5, 10, 25, 50 and
75%), three further thresholds, the exceeding or under-running of
which triggers a duty of notification by the voting right holder: 15,
20 and 30%. For the future, BaFin expects a significantly higher
number of notifications than there have been to date. Furth