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President’s Statement

Last year was marred by a serious case of in-house

corruption which shook BaFin and affected me

personally. The matter tarnished our reputation

and overshadowed the excellent performance of
BaFin’s employees in the public’s eyes. The
situation is extremely regrettable, since last year
we further enhanced the quality of our
supervisory services.

During 2006, we enthusiastically focused our
efforts on modernising our services. The report at
hand details the progress we made last year. Our

aim is to provide principle-based, risk-oriented and

high-quality supervisory services. We are already well on
the way to achieving our aim - a view which those involved also
appear to share: around 40 per cent of the banks the German
Institute for Economic Research questioned anonymously in 2006
thought that German supervisory services had improved since the
foundation of BaFin. Moreover, three-quarters of those questioned
regard our services as an “opportunity to structure their business
procedures in line with the market”.

We are, of course, delighted about the positive response. However,
this is no reason for us to relax our efforts. Everyone wants to
improve. At a time when ongoing changes in the financial markets
seem the only constant, we must continue to develop in order to
meet new multifaceted requirements. A large number of them
originate from Brussels, where most financial market regulations
are devised.

For the European financial sector, the regulations must be
implemented uniformly and applied consistently in order to fulfil
the objectives of the single European market, also with regard to
supervisory services. The target can be reached only if national
controllers develop a pan-European supervisory culture. This year,
all the EU committees and bodies concerned will be focusing on
this task. BaFin, too, will remain committed to helping achieve this
aim as quickly as possible.

: “(,.’(/\JZAA ﬁl-évvwo

Jochen Sanio
President
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I Highlights

Basel 11

Summer 2006 marked the end of a long
process, as the revised Banking Directive and
the Capital Adequacy Directive came into
force on 20 July 2006, implementing the
provisions of Basel II throughout the Member
States of the European Union and the
European Economic Area. In Germany, the
directives were transposed into national law
on schedule. The act to implement the
redefined European Banking Directive and
redefined European Capital Adequacy Directive
now ensures that the necessary amendments have
been made to various German laws, most notably the
) Banking Act (Kreditwesengesetz — KWG). The German
Karl-Burkhard Caspari, . T
Deputy President  S0lvency Ordinance (Solvabilitatsverordnung - SolvV) transposes
into national law the detailed requirements for calculating
minimum regulatory capital for credit risks, market risks and
operational risks of financial institutions, as well as the disclosure
requirements. The amended Ordinance governing large exposures
and loans of €1.5 million or more (GroBkredit- und Millionen-
kreditverordnung — GroMiKV) now includes the details of the rules
governing large exposures as defined in the two EU directives.
The national laws transposing Basel II mostly came into force on
1 January 2007. The exceptions to this, however, include some
provisions of SolvV and GroMiKV, which will not apply until
1 January 2008.

. National characteristics In transposing the Directives into German national law,
considered. policymakers took advantage of the margin of discretion provided

by the Banking Directive and the Capital Adequacy Directive to
take account of the particular characteristics of German
institutions. Proposals on how to ensure that the new regulations
could be implemented in a practical fashion were contributed by,
among others, the Implementation of Basel II Working Group. This
group is composed of members representing BaFin and the
Bundesbank, as well as other institutions and their associations.

Transparency Directive Implementation Act

The Transparency Directive Implementation Act
(Transparenzrichtlinie-Umsetzungsgesetz — TUG) entered into force
on 20 January 2007 and marked the transposition of the provisions
of the EU Transparency Directive into German law. The aim of the
TUG is to improve transparency on the capital market, in the
interests of both market efficiency and investor protection.

The TUG modifies the obligation on shareholders to disclose and
publish changes in their voting rights. Furthermore, it redefines the
rules regarding publication of important capital-market information.
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. Portfolio adjustments.

The aim is to keep investors informed with regard to key
participating interests of holders of voting rights and to provide
investors with access to reliable, complete and up-to-date
information on the issuers of securities. This information should
help investors to assess the operating results and economic
situation of a given company. The main criterion for application of
the new rules is that the issuer’s registered office is located in
Germany. Previously, the criterion was that an issuer was licensed
on an exchange in Germany. The advantage of this redefinition as
far as issuers are concerned is that, in most cases, they now need
deal with only one legal system and one supervisory authority.

VVG Reforms

In October 2006, the Federal Cabinet agreed the draft legislation to
reform the Insurance Contract Act (Versicherungsvertragsgesetz -
VVG). The intention of policymakers in introducing these reforms is
to improve consumer protection, achieve a better balance of
interests between insurers and policyholders and to modernise the
life insurance system. BaFin too submitted a position on this bill.
One of the most important proposed changes is the removal of the
all or nothing or full compensation principle. Currently, insurers do
not have to pay out if breaches of duties and obligations can be
attributed to gross negligence on the part of the policyholder. In
the future, the severity of the fault of the policyholder will
determine the amount that the insurer can be expected to pay.

The reforms also target revision of the current method of
concluding insurance policies — the so-called Policenmodell. This
means that, in future, insurers will be obliged to provide copies of
their terms and conditions and other consumer information before
customers agree to conclude an insurance contract. Until now, it
has been normal practice for this information only to be sent out
with the policy document.

The draft law contains a further improvement in the area of life
insurance. New customers should now have a legally defined claim
to a surplus bonus, while departing customers will be entitled to
participate in the hidden reserves when their contract ends. Until
now, customers have only been able to share in any valuation
reserves that have been realised. Furthermore, the bill also defines
minimum surrender values.

A further innovation has been introduced in the realm of private
liability insurance. Claimants can now make claims directly against
the liability insurer, as was previously only the case in relation to
vehicle liability insurance. This direct claim route improves
protection of claimants, when, for example, they are unable to
reach agreement with the damaging party.

Open-ended real estate funds

Capital investment companies saw the significant outflow of funds
during the first quarter of 2006 as an opportunity to realign their
portfolios. Investments in overweight locations — mainly within
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. Inflow of funds normalised.

Germany - were reduced. With demand from foreign investors for
real estate in Germany at very high levels, these companies were
able to make spectacular sales of high-volume sub-portfolios,
achieving prices above the book values. For example, in December
2006 DB Real Estate sold property from its Grundbesitz-Invest
fund amounting to over €2 billion to a subsidiary of Fortress. DB
Real Estate valued the additional proceeds from the sale at around
€200 million.

Since the second quarter of 2006, the inflow of investment into
real estate retail funds has largely returned to normal. It appears
that the confidence of investors in open-ended real estate funds
has not suffered, and that the temporary suspension of the
redemption of unit certificates has not had any long-term effect on
the results of the funds. At the start of 2006, the suspension of the
redemption of unit certificates in the case of DB Real Estate’s
Grundbesitz-Invest fund and two funds of the KanAm company did
give rise to a short period of unease. During the year under
review, however, the situation of open-ended real estate funds
became calm once more, and since April 2006, there have no
longer been any restrictions on the redemption of fund units for
either company.

Privatbank Reithinger

During the year under review, BaFin withdrew permission for
Privatbank Reithinger GmbH & Co. KG to conduct banking
operations. The reason for this action was that the institution had
recorded sustained losses and was enmeshed in a corporate
structure that was so unclear as to compromise supervision. In
order to protect the Bank’s creditors, BaFin accompanied the
withdrawal of its permission with the declaration of a moratorium.
It transpired that the Reithinger bank was no longer in a position
from which it could be saved. In the interim period, insolvency
proceedings have been started against the institution at the
request of BaFin.

Guarantee funds

It has been possible to issue guarantee funds in Germany since the
end of 2005. The aim of this move was to improve the competitive
situation of German funds. During the year under review, in order
to complete the supervisory framework for guarantee funds, BaFin
consulted on a circular that regulates the capital adequacy
requirement for investment companies’ minimum commitment.
BaFin published this circular in February 2007.* Guarantee funds
are a form of investment fund. The investment company that
manages the fund guarantees investors that they will receive a
minimum specified percentage of the issue value when they
redeem their units. This guarantee applies irrespective of how the
fund subsequently performs.

i Circular 2/2007 (BA).
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' Stable growth.

. Robust upward movement on
the international stock markets.

II Economic environment

1 Financial markets

International capital markets proved very robust in 2006. The
primary reason can be traced to the stability of growth in the
global economy. Even international crises, such as when the
conflict in the Middle East intensified around the middle of the
year, could only put a temporary brake on the generally upwards
trend on the stock exchanges. The volatility of the stock markets
fell during the second half of the year to its lowest level for many
years. The corporate bond markets registered no problems, owing
to low loan default rates and mainly positive business prospects,
even though spreads increased slightly over the year from a low
initial level. The general trend of growth and stability carried over
to the German financial sector, which gained in value overall in
2006.

Trends on stock exchanges around the world developed in the
same direction. The largest international stock indices started 2006
with the same momentum enjoyed during the previous year. At the
mid-year point, prices fell, due to factors such as the conflict in the
Middle East and the rising price of oil. Nevertheless, positive
economic reports from around the world and a flourishing M&A
market with continued expectations of mergers soon buoyed the
global stock markets again. The easing of tension in the Middle
East and the ensuing slight drop in the price of oil also pushed
equity prices upwards. At the end of November, surprisingly

Figure 1
Stock markets in comparison, 2006
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. Positive development of DAX.

. Ever flatter yield curve in Europe.

. Key interest rates continue to rise.

negative figures from the US economy led to slight falls around the
world, but prices had returned to their previous levels by the end
of the year. By 2006, stock markets had already experienced four
years of growth, and they were to end the year at new all-time
dollar highs in Europe and the USA. It is notable that the stock
exchanges continued to develop positively despite continual hikes
in short-term interest rates in Europe and the USA during 2006.

As with the international markets, the performance of the German
DAX stock index was also characterised by a general upward trend
that was interrupted only by a slight fall in the middle of the year.
In the autumn, the DAX broke the 6,000 point barrier for the first
time since 2001, and hit almost 6,600 points by the year-end. The
stable economic situation was reflected in the performance of the
VDAX volatility index, which rose towards the middle of the year
but then dropped to a historic low at the end of 2006 following the
general calming of the markets.

In November, the yield curve in Europe inverted slightly for a short
while, for the first time in six years. In contrast, this inversion has
been more marked and has lasted much longer in the USA. The
resulting small reversal in the interest spread at the end of the
year did not have any significant impact on the flat course of the
yield curve in Germany.

Figure 2
Yield curve German bond market*
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Both the European Central Bank and the Federal Reserve raised
their key interest rates several times during the year. The reasons
for these hikes were primarily worries about inflation fuelled by the
high price of oil, and expectations that the interest rate rises would
have only minor negative effects on the economic cycle. At the end
of the year, the ECB key rate was 3.5%, while in the US it was
5.25%.
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’ Yields on long-term government

bonds fluctuated over the year.

. Falling interest spread compared

with USA and a rising euro.

In both the USA and Germany, the yields on long-term government
bonds were up on the previous year at the year-end. However, the
highest level of the year, experienced in the summer, was followed
by a significant fall over the second half of 2006. This can be
primarily attributed to the sustained demand for US government
bonds, especially from Asia. In addition, the uncertainty
surrounding political developments in the Middle East on the part
of many market participants led temporarily to a retreat to stable
securities. Nevertheless, positive economic forecasts allowed the
yields on long-term government bonds in both the USA and
Germany to rise again by the end of the year.

Figure 3
Comparison of capital market returns in USA
and Germany
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At the end of 2006, yields on 10-year US government bonds were
4.7%, while their German counterparts were just under 4.0%. A
particularly improved economic prognosis for Europe and relatively
weak data from the US economy cut the interest spread over the
year to 70 basis points. This development helped the euro to gain
in value. At a level of US$ 1.32 at the end of 2006, having started
the year at US$ 1.20, prospects for 2007 indicate that the euro will
continue to appreciate, even though the cyclical forecast for the
USA has recently improved somewhat.
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Figure 4
Exchange rate development
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@ High growth on derivatives markets. With risk premiums for corporate and emerging market bonds

remaining low, many investors have turned towards the high-
growth derivatives markets. Issuers have responded to this
increased demand with new, complex risk products that target
correspondingly high yields.

Credit derivatives

Over the past few years, the outstanding volume on the credit
derivatives markets has almost doubled year for year, and there
are, as yet, no signs of a halt to this trend. In the first half of 2006

Figure 5

Growth in the credit derivatives market
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. Danger of sudden spread increases.

alone, the outstanding nominal volume rose by 52% from
US$ 17.1 trillion to US$ 26 trillion.

Bonds and credit derivative index contracts, in particular, are
among the fastest-growing credit derivative products. The
introduction of listed credit derivatives on the EUREX exchange in
March 2007 should contribute in the long term to further growth in
terms of market participants and volumes, thus also accelerating
this trend.

Other drivers of growth include established portfolio products such
as collateralised debt obligations (CDO), which lead the arranging
banks on the credit derivatives market to carry out corresponding
hedging activities. The high demand for these products was a
major reason for the record low levels of risk premiums for credit
derivative indexes and individual stocks in 2006.

Also worthy of note is the growth of innovative, complex,
leveraged portfolio products with excellent rating levels and
attractive returns, such as constant proportion debt obligations
(CPDO). Investors should be aware that these products, despite
their good rating, are associated with risk, especially in relation to
market value and liquidity. BaFin is monitoring this development
very carefully.

Other aspects requiring attention from a supervisory perspective
are problems in the operational area of the derivatives markets,
since settlement in these markets often struggles to keep pace
with the fast growth of transactions. Comparable difficulties also
exist in the equity and interest-based derivatives markets.

Corporate credit spreads and spreads for emerging market bonds
continued to move at very low levels in 2006. The sustained global
imbalances expressed, for instance, in the trade balance deficit of
some 7% in the USA or the trade balance surplus of a similar 7%
in China, carry the risk of a sudden hike in interest rates and the
collapse of the dollar. The rising credit spreads and global irritation
on the financial markets in relation to the problems on the Chinese
financial market in February 2007 underline these potential risks.
In the case of greater corrections of risk premiums, there may also
be some overspill on to the German financial sector, triggering
distortion on the financial market. Some players on the financial
market may be unable to prepare themselves for abrupt increases
in risk premiums. As a result, financing conditions would worsen,
whilst equity and bond volatility would strongly increase. If
investors were forced, for liquidity reasons and due to price hikes,
to exit their positions at a loss, this could lead to an increased
number of bonds defaulting and falling share prices.
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. Market indicators painted

favourable picture.

Figure 6
Development of spreads in the corporate sector
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2 Banks

Despite fluctuations on the stock markets, market indicators in
2006 once again conveyed a positive impression of developments
in the German banking sector. As a complement to the mandatory
reporting for regulatory purposes, market indicators provide an up-
to-date reflection of sentiment among market participants
regarding the future development of a company, thus providing
valuable additional information for the regulators. Share prices for
German banks climbed much more strongly than the index for the
market as a whole during the first half of the year, due to high
revenues from the volatile trading business. However, heavy losses

Figure 7
German financial sector stock indices
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. Landesbanks after the abolition
of government guarantees.

in the summer interrupted this above-average development.
Nevertheless, the banking sector index achieved growth of 22% -
the same historically high level as the insurance sector index and
the DAX - during 2006.

Credit default swap (CDS) spreads were situated at historically low
levels in 2006. At the end of 2006, around €10,000 was a
sufficiently high amount to hedge debts of €10 million. In contrast,
over €£€100,000 was required to cover the same amount at certain
periods during 2003. It was only in the summer that a minor,
short-lived spike was observed, as high commodity prices in
particular caused uncertainty on financial markets. The reduction in
the risk spread compared with international competitors highlights
the relative improvement in German banks.

Figure 8
Credit default swap spreads for Germany’s major banks
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Improvements in the credit ratings for the long-term liabilities of
non-public sector banks in Germany were seen as early as 2005.
In 2006, the rating agencies confirmed their assessments of the
previous year. Some banks, such as Commerzbank and Aareal
Bank, still managed to improve their rating slightly. Nevertheless, a
couple of exceptions aside and despite the progress made, German
banks still receive poorer ratings than their international
competitors.

The Landesbanks responded in different ways to the abolition of
government guarantees in 2005. With just a few exceptions,
however, the various strategies have a common denominator, as
the Landesbanks seek closer cooperation with their local savings
banks (Sparkassen). Their aim is to strengthen the less volatile
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. Stabilisation of earnings situation.

retail business and broaden their earnings base. In view of the
high competitive pressure that predominates in Germany, the
Landesbanks, having begun to withdraw from international
business in 2005, have halted this withdrawal in some areas so
they, too, can exploit external earnings potential to a greater
extent again.

While the reorientation process is not fully complete, the banks
have come far enough for the rating agencies to award a long-term
A-range rating in most cases. Low-cost refinancing should
therefore remain available in the future, enabling the banks to
continue their business models even with the high pressure on
margins in lending business.

Thanks largely to higher trading results in the first half of the year,
and the improved state of the economy as a whole, the earnings
situation of the German banking sector stabilised further in 2006.
However, the volatility of the market and falling share prices during
the summer still generated large fluctuations during the year,
especially in the case of the major banks. Increased business
volumes hardly generated higher interest earnings, and only
partially resulted in higher levels of net commission income. In the
private customer segment, consumer loans supported partially
higher interest margins prior to the VAT rate increase. However,
these have either been eroded again, or were in any case vital
within the context of risk-oriented pricing, depending on the
competitive situation. In addition to strengthened offerings from
direct banks, the arrival of various foreign banks on the market
also had a negative impact on margins and thus the earnings of
domestic institutions.

Moreover, the flat interest rate curve caused the previously high
earnings from maturity transformation to fall heavily — especially in
the case of savings banks and cooperative banks
(Genossenschaftsbanken). Therefore, the spread between yields on
one- and 10-year German federal securities at the end of 2006 was
only 10 basis points, a year-on-year drop of 50 basis points. With
customer deposits tending to be shorter term and loan agreements
longer term, this situation led to a considerable drop in earnings.

With their current level of earnings power, German institutions
have still not regained their previous strength or achieved the
standard typical of the rest of the world. Nevertheless, positive
signs that German financial institutions have started to tap new
sources of income after the massive clean-up of their balance
sheets still persist. Risk assets are increasing once again. The
current, relatively low level of risk provision, combined with
improved risk control, for example by means of securitisation of
loans and advances, has enabled banks to relax their standards
somewhat in respect of awarding credit. Moreover, the major banks
especially, though not exclusively, have cleaned up their credit
portfolios drastically with the comprehensive sale of non-
performing loans.
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Alongside the traditionally strong focus of the savings banks and
cooperative banks (Volksbanken) on retail business, the major
banks are also expanding their activities in this sector. In contrast
to the previous trend, this development has led in some cases to
the creation of new jobs in customer-facing positions.
Nevertheless, the capacity for innovation among German banks
appears less marked than among their international competitors,
who are still surging onto the German market with new financial
products.

In terms of costs, the potential for savings is increasingly smaller
following years of restructuring. This can be seen in the slight
year-on-year rise in administration costs. A significant portion of
this rise can be traced, in the private banking segment at least, to
performance-related bonuses. Following the often major cost
reductions in previous years, increases are now once again
required in order to access new areas of business. In the past, a
reduction in risk provisioning was one of the central factors
contributing to increasing profits. However, risk provisioning can
hardly be reduced further, since corporate bankruptcies at least are
at their lowest for six years.

Change in number of insolvency cases

Corporate insolvency cases are on a downward trend. In 2006,
30,462 companies failed — around 17% fewer than the previous
year. This means that the frequency of insolvency has fallen to a
level last seen in 2000. The associated probable claims of creditors
fell by 15% to around €19.4 billion.

Figure 9
Company insolvencies
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In contrast, private bankruptcies are continuing to skyrocket due to
higher levels of household indebtedness and the reform of the
insolvency legislation carried out some years ago, simplifying the
bankruptcy process. Alongside unemployment, the more concerted
selling of consumer credit is probably an additional factor in this
development.

At 92,844 cases, an increase of 35%, consumer insolvencies
reached record levels in 2006. The volume of expected claims rose
by 20% to €5.7 billion. These claims may be significantly lower
than in the corporate sector (for the moment), but are already
forming a barrier to the award of consumer credit and will probably
lead to greater risk orientation in price-setting.

It is also feared that the previously announced increase in value-
added tax, brought into effect in 2007, persuaded many
households to spend more on consumer goods in 2006, which
could have negative effects in future.

Figure 10
Personal bankruptcies

9,000 Personal bankruptcies

A with floating 12-month averages ﬁ
8,000 At

7,000

6,000

5,000 }

4,000 \ }0

3,000

2,000

1,000 |

1999 2000 2001 2002 2003 2004 2005 2006

Source: Federal Statistical Office, as at 7 March 2007



II Economic environment 23

3 Insurers
’ Positive development in the In the year under review, the German insurance sector managed
insurance sector. to further strengthen its risk-bearing capacity and maintain its

solvency at high levels. At the same time, the insurance sector has
reinforced its earnings strength and capital base. Various market
indicators underline this positive assessment of the sector from a
supervisory point of view.

The insurance sector share index was significantly outperformed by
the DAX up to the start of the third quarter of 2006. This weak
development can be traced to factors such as the less positive
earnings forecasts of reinsurance companies following the severe
natural disasters of the previous year. From the third quarter, the
insurance sector index made up a great deal of ground, reaching
the level of the blue-chip index by the end of the year. Compared
with its value at the start of the year, the insurance sector index
registered growth of a good 20%.? The stock markets were
regarded by insurance companies in a positive light in the second
half of the year, owing to the low development of claims following
the USA's mild hurricane season and the resulting good business

prospects.
@ nisk premiums of German insurers Over the year as a whole, CDS spreads for insurance companies
low by international comparison. fell significantly by more than ten to under seven basis points in

places, thus reaching new record lows. Risk premiums grew
somewhat between the start of May and the middle of June. This
rise was in line with the overall behaviour of the market and
increased global market uncertainty. In the second half of the year,
risk premiums continued their descent with renewed vigour.
German insurers’ risk premiums remained lower than those of their
international competitors during 2006. The market obviously views
the default risk of German insurers as low, and as advantageous
by international comparisons. Nevertheless, it must be noted that
the strong growth in the global CDS markets of the past few years,
and the demand that has increased in the search for yields, may
also be responsible for a general tightening of risk premiums.

? Figure 7, German financial sector stock indices.
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’ Positive assessment by
the rating agencies.

’ Renewed advances in profitability.

Figure 11
Credit default swap spreads of selected insurers
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After the large number of downgrades in the years following the
capital market crisis, strong financial strength ratings since 2004
point to a positive change in the assessment of German insurance
companies by rating agencies. The trend towards upgrades -
improvements in ratings - also continued in 2006, with the number
of upgrades in most segments exceeding the number of
downgrades. This applies in particular to German reinsurers. The
ratings outlook for German primary insurers and reinsurers is
mainly stable or positive, with just a very low number of low
forecasts. The outlooks of the rating agencies for the
corresponding segments are also largely stable. Only one agency
maintained its negative outlook for life insurance companies — who
admit sustained pressure on income and strategic challenges - for
2006.

In 2005, the earnings position of German insurance undertakings
remained solid. Primarily the life insurance companies were once
again able to achieve returns on equity at levels last recorded in
the mid-1990s. Property and casualty insurers also improved their
performance. Costlier damage events, including the hitherto almost
unparalleled series of hurricanes in Central and North America
during autumn 2005, have nevertheless left a significant mark on
the profits recorded by reinsurers. While some companies failed to
achieve their profit targets as a consequence of the catastrophic
weather, others reached their goals, albeit sometimes only by
realising hidden reserves. In terms of the sector average, however,
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. Proportion of investment in shares
more or less unchanged.

. Largely stable economic
development among primary
insurers.

reinsurers’ return on equity for 2005 was once again above the
level of 2003. It is anticipated that the results for 2006 will be
significantly better, following the lower-than-average number of
hurricanes.

Figure 12
Profitability of German insurance
companies by class

%
14 Return on Equity
after taxes*
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* Net profit after taxes, divided by equity.

In 2006, total investment by all German insurance companies
(including reinsurance companies) increased slightly by 4.9% to
€1,246 billion over the previous year. The largest investment block
remains fixed-income investments. The proportion invested by
primary insurers in shares barely changed in 2006, and formed
between 9.0% and 10.4% of restricted assets at the year-end. In
the life insurance class, the proportion of investments in equities
was between 8.3% and 9.7% (previous year between 8.4% and
9.6%). Therefore, the risk arising from a sudden fall in share
prices is relatively limited for these companies. A similar pattern
can be seen in the hedge fund investments of German insurers,
the rate of which is significantly lower than the regulatory
maximum level of 5%. Only two pension funds have reported, with
the approval of BaFin, investment rates of somewhat higher than
7%. At around €3.5 billion, total investment by German primary
insurers in hedge funds was unchanged year on year at the end of
2006. This figure corresponds to just under 0.4% of their restricted
assets.

Relatively low interest rates are affecting the balance sheets of life
insurance companies. Some companies had already attempted to
counter this at earlier stages by purchasing long-term bonds and
derivatives. Although the yields on 10-year government bonds at
the end of 2006 were around 95 basis points higher than their
lows of the previous year (3%), the upward trend started at the
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beginning of the year was interrupted as yields lost around 42 basis
points from the interim year high between mid-June and the end of
November. This scenario somewhat reduced the earnings of life

insurers from new investment in fixed-income securities once again.

The earnings situation of property and casualty insurers worsened
slightly in 2006, following three consecutive years of growth. In
particular, strong competition on prices in the motor vehicle
insurance sector caused income from premiums to fall by 1.0%
overall. In contrast, most branches of the insurance industry
experienced a rise in expenditure related to claims. The combined
ratio of claim costs rose according to provisional findings by some
three percentage points to 92.5%.

@ Economic situation of reinsurers The global reinsurance sector’s financial situation eased after 2006
g";g:l’g’;‘ié’r‘]’:'sr‘?ntg;ﬁ:ol:\rlztl’s'e elapsed without a higher number of severe storms in Central and
' North America. In some areas, the high levels of damage due to

natural catastrophes in the previous year caused an increase, or at
least stabilisation, of prices for reinsurance. Reinsurance companies
have reacted to the trend of more frequent and more highly
insured catastrophic damage experienced over the past few years
by modifying their risk assessment and their natural disaster risk
models. These factors had a positive effect on the business
development of German reinsurance companies. The rating
agencies therefore confirmed the stabilisation of financial strength
and paid tribute to the sector’s efforts to improve its risk
management techniques. Some agencies modified their rating
outlook for the entire sector from negative to stable, and changed
the outlooks for individual companies to positive.

Figure 13
Insured catastrophe damage around the world
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. Renaissance in private customer
business.

' More aggressive competition
between providers ...

' ... entails risks for customers.

. Continuation of existing trends
of investor behaviour.

4 Retail market developments

Providers focused more strongly again on the retail segment of the
financial market in 2006. The reasons include the population’s
increased awareness of the need to strengthen private old-age
pension provision. Moreover, the retail segment is also attractive
for providers as they are able to make relatively high margins in
comparison with their institutional business.

Competition for market share has intensified in private customer
business. Some providers are focusing on selected customer
segments. Some direct banks are attempting, with increasing
success, to position themselves as a main bank by gradually
offering more and more classic bank products, such as payment
accounts, at favourable conditions. While pressure of competition
and pressure on margins is leading to standardisation in the sector,
parts of the market, such as structured investment products, are
seeing an increase in product diversity.

An increase in product diversity as a result of keener competition is
generally seen as a positive trend for customers. However, this
development also entails risks. The massive diversity of products with
different characteristics alone could overwhelm many customers. In
addition, products are increasingly complex, a trend which is usually
accompanied by a decrease in transparency. Many private investors
can no longer properly assess the core profit and risk characteristics
of products based on the capital market, since they do not possess
the necessary knowledge of the workings of the financial sector.

In many cases, commission-based sales and aggressive marketing
seek to exploit the different levels of knowledge between the
product suppliers and consumers. More responsible providers are
setting the quality standard in responding to this problem by
setting out detailed, clear information in easy-to-understand
language, thereby making an important contribution to consumer
information and increased transparency. As transparency increases,
customers are better placed to understand the mechanisms of the
products on offer and to demand quality.

In 2006, the investment patterns of private investors followed the
trend of making risk-aware investments while seeking above-
average returns. Products that provide access to attractive profit
opportunities, and which also have a capital guarantee component
or some other loss-limiting element, have increasingly been in
demand. The market for certificates, the growth of which appears
to continue unabated, also profited from this preference on the
part of investors.

As in previous years, 2006 also witnessed further attempts to
transfer credit and insurance risks from institutional business to
retail investors. Since these are highly complex products, issuers
and their sales departments face stern challenges in terms of
transparency and provision of information to customers.
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Three years following their approval, funds of hedge funds have
still not fulfilled the high sales expectations. During the past year,
providers went so far as to withdraw their initial products from the
market. One reason for this move may be that many investors are
using the barely regulated vehicle of certificates to invest in single
hedge funds, thereby circumventing funds of funds. The
performance of many funds of hedge funds also failed to match
that of other forms of investment that are more common in the
market, and was unable to further stimulate the placement of fund
products.

Closed-end funds are still extremely important with regard to
private wealth investment. This market, which is rather opaque on
the whole, is associated with high risk, especially for retail
customers. However, it also profited in 2006 from the historically
low level of interest rates and a search among investors for profits.
Real estate funds and funds relating to ship financing and second-
hand life insurance policies remain the most important segments of
the closed-end fund market.
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Table 1
Economy and financial sector overview for Germany¥*)

Selected economic data Units 2000 2001 2002 2003 2004 2005 2006
GDP growth
Global economy % 4.7 2.4 3.0 4.1 5.3 4.9 5.1
UESH % 37/ 0.8 1.6 A5 3.9 3.2 3.4
Euro-area % 3.8 1.7 0.9 0.8 2.1 i3 2.4
Germany % S22 il,2 0.1 = (0.2 1.2 0.9 2.0
Corporate insolvencies number 28,235 32,278 37,579 39,320 39,213 36,843 30,462
DAX (End of 1987=1000) » points 6,434 5,160 2,893 3,965 4,256 5,408 6,597
Interest rate money market ? % 4.39 4.26 3.32 2.33 2.11 2.19 3.73
Interest rate capital market * % 5.28 4.86 4.81 4.08 4.04 BISE! BEg5
Exchange rate of the € 1€=.$% 0.92 0.90 0.95 1.13 1.24 1.24 1.32
Gross-sale of fixed-income securities * € bn. 659 688 819 959 990 989 926
Credit institutions
Credit institutions = number 2,912 2,697 2,593 2,466 2,400 2,344 2,301
Branches number 56,936 54,089 50,868 47,244 45,467 44,100 40,332
Credit loans 2 € bn. 2,187 2,236 2,241 2,242 2,224 2,227 2,242
Net interest margin ” % 1.14 i il?) 1.20 1.16 1.18 1.17 =
Commission surplus € bn. 28.1 25,5 24.3 24.4 205, 27.8 =
Operational costs € bn. 77.7 81.0 78.3 77.3 75.8 78.8 =
Risk provisioning € bn. 15.9 19.6 31.2 21.8 17.2 14.1 -
Cost-income ratio ¥ % 68.4 71.4 67.2 66.5 65.5 61 =
ROE * % 2,3 6.2 4.5 0.7 4.2 12.7 =
Solvency ratio » % % 11.7 12.1 12.8 13.4 13.3 13.1 13.3
Private banks
Credit loans 29 € bn. 600 605 594 579 575 580 587
Net interest received 7 % 1.17 1RSI 1.34 1.17 11,20 L2/ =
Cost-income ratio ¥ % 75.4 80.4 74.2 74.0 73.5 59.7 =
RoE % 8.2 4.7 1.0 =I682 -0.4 21.8 =
Solvency ratio 1 % 13.0 13.6 14.4 14.5 13.7 12,7/ 13.7
Savings banks
Credit loans 2 € bn. 545 563 572 577 573 574 576
Net interest received ” % 2,513 2.28 2.38 2.40 2315 2.29 2.19
Cost-income ratio ® % 68.9 69.9 66.5 66.4 64.9 65.8 63.1
RoOE ? % 13.4 9.2 8.2 10.9 9.7 10.5 8.7
Solvency ratio % % 10.7 10.8 11.2 11.5 12.1 12.6 13.1
Credit unions
Credit loans 29 € bn. 327 331 335 338 342 348 353
Net interest received 7 % 2.45 2.41 2.49 PRSI 2,5l 2.46 2512
Cost-income ratio ® % 74.5 76.7 73.1 69.6 68.7 69.9 66.2
ROE © % 8.6 7/ 9.7 10.6 10.3 13.9 14.5
Solvency ratio 1 % 11.2 11.1 11.0 11.7 12.1 1L2),7) 12.3

Insurance companies
Life insurance companies

Hidden reserves in the investment portfolio (IP) € bn. 62.9 31.3 6.2 14.9 35.6 44.0 35.2
as % of IP book value % 11.4 585 1.1 2.4 5.5 6.5 5.3
Ratio of fund units in IP *» % 21.4 22045 23.0 25,8 22.0 23.2 255,11
Ratio of borrower's notes and loans in IP % 16.6 17.1 18.1 19.3 22.0 22.2 23.0
Net rate of return on IP *» % 7.4 6.0 4.4 5.0 4.8 5.0 =
Net technical provisions € bn. 445.5 476.4 502.8 520.6 536.2 551.2 -
as % of balance sheet totals % 83.7 83.7 83.8 79.4 78.8 78.1 =
Surplus ' € bn. 20.3 13.4 5.1 9.2 9.7 14.2 =
as % of gross premiums earned % 33.1 21.5 7.9 13.6 14.1 19.5 -
Eligible own funds (A+B+C) € bn. 42.9 44.2 39.8 42.3 43.9 49.1 =
Solvency margin ** € bn. 20.5 22.2 25,8 24.0 24.8 2:5,2) =
Coverage of solvency margin '@ % 209.5 199.0 170.4 176.2 177.4 190.0 =
Return on net worth % 215 7.0 3.4 5.7/ 5.8 9.7 =
Property and casualty insurance companies
Hidden reserves in the investment portfolio (IP) ™ € bn. S37/,1 Sl 7/ 22.3 26.0 26.6 27.7 29.8
as % of IP book value % 38.1 31.4 21.3 23.8 22.6 22.2 22.4
Ratio of fund units in IP *» % 255 25,3 27.0 27,3 26.5 29.8 30.5
Ratio of borrower's notes and loans in IP % 13.3 13.2 13.2 14.1 16.6 18.3 15.6
Net combined ratio *® % 101.0 100.2 103.2 94.7 92.2 92.6
Eligible own funds (A+B) € bn. 20.7 24.4 25.0 27.1 24.1 22.5 =
Solvency margin ' € bn. 75 7.1 7.4 7.8 8.4 8.8 -
Coverage of solvency margin ** % 277.1 342.7 336.9 346.0 286.3 255.3 -
Return on net worth 7 % 8.7 8.9 2.8 4.2 3.0 4.5 =
Reinsurance companies
Hidden reserves in the investment portfolio (IP) € bn. 101.8 89.2 35.8 34.3 37.2 49.9 57.7
as % of IP book value % 75.9 54.2 18.5 15.6 17.2 22.0 26.4
Net combined ratio ® % 103.8 11115, 5 101.6 92.8 OBE5! = =
Gross technical provisions € bn. 104.5 122.3 130.6 135.8 140.8 = =
as % of gross premium income % 265.7 278.6 244 264,4 298.5 - -
Net profit for the year ** € bn. 2.2 0.3 5.4 1.4 3.4 1.8 -
Available capital ** € bn. 225,11 SilD 40.2 51.4 558 56.1 =
Return on net worth 7 % 8.6 1.0 13.3 2.7 6.1 3.2 =

Sources: BaFin, Deutsche Bundesbank, Eurostat, IMF

*) Annual totals or averages, unless otherwise specified.

a) Year-end level.

1) Year-on-year change in real GDP.

2) 3-month Euribor.

3) 10-year government bond yields.

4) Domestic issuers.

5) According to section 1 (1) KWG (including Postbank, investment companies and all branches of foreign banks).
6) Current account loans to domestic companies and private individuals.

7) Net interest income as percentage of total assets.

8) Administrative expenses in relation to operational income.

9) Net profit before taxes as percentage of the average reported equity capital.

10) Liable equity capital in relation to weighted risk assets (solvency indicator pursuant to Principle I).
11) Fair values - book values of entire investment portfolio (IP).

12) Percentage of total IP excluding deposits with ceding undertakings.

13) (Returns on IP - expenses for IP) / arithmetic mean of IP (beginning/end of year).
14) Net profit for the year + gross expenses for bonuses and rebates.

15) Minimum own funds free of foreseeable liabilities.

16) Eligible own funds / Solvency margin.

17) Net profit for the year / equity.

18) Net expenses for claims and insurance operations / net premiums earned.

19) Corresponds to item II.4 form 2 RechVersV.

20) Total capital - unpaid capital contributions.
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* A detailed overview of the
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2004 Annual Report. The documents referred to in the text are located on the
websites of the corresponding organisations (www.bafin.de » English Version »
Links » International Organisations).
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European bodies

CESR, CEBS and CEIOPS are committees composed of high-level
representatives from Europe’s national supervisory authorities.
These committees form part of the Lamfalussy process. This is a
four-level approach which aims to produce EU legislation quickly
and efficiently in the area of financial services. It integrates the
expertise of supervisory authorities and the economy and builds on
the comitology procedure practised in the EU since 1987. CESR,
CEBS and CEIOPS are located at level 3 of this process. CESR
stands for the Committee of European Securities Regulators, and
CEBS is the Committee of European Banking Supervisors. CEIOPS
refers to the Committee of European Insurance and Occupational
Pensions Supervisors. CESR, CEBS and CEIOPS not only advise the
European Commission on the drafting of framework directives and
associated detailed provisions, but are also responsible for
ensuring a coherent and effective system of supervision in Europe.
They must ensure that national supervisors organise the required
exchange of information among each other, and that European
directives and all associated subordinate legislation are applied
consistently throughout Europe.

New decision-making rules and mediation process at CESR
While until recently the main duty of CESR was to advise the
European Commission at level 2 of the Lamfalussy process, it is
now increasingly developing into a committee that is taking on the
operational responsibility for supervisory convergence within the
EU. CESR has changed its structure to enable it to fulfil this new
role.

The new CESR Charter sets out detailed rules on the decision-
making process within the CESR Chairmen meetings. As a general
rule, CESR decisions are based on consensus. In this respect,
consensus means that no more than two members have voted
differently. Members who do not implement a measure agreed by
means of this consensus process must explain the reasons for their
actions. All members retain the right to formulate their own
opinion and convey this opinion to the European Commission.
When CESR is working in direct relation to the European legislative
process or is involved with a level-3 measure according to a point
of EU legislation, an individual member may demand that decisions
be reached unanimously. If no unanimous decision can be reached,
the CESR then informs the European Commission of this fact.

The Review Panel, which is responsible for reviewing the
implementation and application of EU legislation, is a fixed
component of the committee thanks to its integration into the
CESR Charter. Moreover, a mediation mechanism for disputes
between supervisory authorities is being incorporated into the
Charter. The mediation mechanism is intended to enable disputes
to be resolved between supervisory authorities, for example in
relation to the exchange of information between authorities or in
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relation to enforcement of the financial information obligations of
issuers, or when other disputes occur for which EU legislation
requires unanimity on the part of the authorities. Only supervisory
authorities are permitted to participate in this confidential process,
although any market player can provide the impetus to initiate the
process. Two different processes for resolution may be applied in
the event of a dispute. Either a committee of three senior experts
can present the parties with a written resolution of the dispute, or
a single mediator can attempt to reach a resolution in agreement
with both of the parties. All negotiations and findings of the
process are subject to rules on confidentiality, and each process
should be completed within a maximum of six months.

Mediation also plays a role in the other two level-3 committees.
CESR forms a role model in this respect. A CEBS taskforce has
already submitted detailed proposals for implementing a mediation
process based on the CESR mechanism, and has also conducted
initial deliberations for a review panel to open up discussions
within CEBS.

International bodies

The IAIS (International Association of Insurance Supervisors)
develops international principles for exercising effective supervision
of insurance companies, and verifies compliance with these
principles at regular intervals. IOSCO (International Organization of
Securities Commissions) develops international supervisory
standards for supervising securities and derivatives markets.

1.1 Market transparency and integrity

Handling data

At the beginning of 2007, the TUG was introduced to transpose the
EU Transparency Directive into German law. The EU Directive
requires each Member State to create a database of capital market
information. The European Commission gave CESR the task of
preparing suggestions for access to the data stored in this way.
This involves ensuring the security of the data and developing
models for networking the national systems, as also required by
the Directive.

The exchange of data is also a core topic with regard to
implementing MIiFID. MIiFID proposes a completely new regime for
reporting trades in securities and derivatives. These new rules are
due to come into force on 1 January 2008. Currently, all companies
allowed to trade on a German stock exchange have to report to
BaFin. However, reporting from 2008 onwards will be based strictly
on the country of origin principle. In September 2006, the
European Commission issued a regulation that defines which data
must be exchanged between supervisory authorities, the channels
through which companies subject to reporting rules may submit
their reports to supervisory authorities and the ways in which
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supervisory authorities should inform each other. This exchange of
data is intended to plug any loopholes that arise from
implementation of the strict country of origin principle. CESR has
established a group to develop and refine these data exchange
mechanisms.

In December 2006, the CESR Project Group submitted its
proposals on standards. Work on the hub, the technical platform
through which reports will be exchanged, is still continuing. This
system is already being used by the French supervisory authority
AMF, which will continue to operate the system on behalf of CESR.
It is also conceivable that the service will later be outsourced to an
external provider. At the end of the year, the question was still
open as to how the master data needed for several hundred
thousand financial instruments would be procured and collated.
The supervisory authorities are deploying significant resources in
the Project Group. Nevertheless, the requirement to complete the
project by 1 November 2007 currently seems very ambitious. This
is all the more relevant since there is a close interrelationship
between the work being carried out and the national reporting
systems. There are already signs of delays in the legal and de
facto implementation of MIiFID in the EU Member States. Delays
are hindering the Project Group’s progress with the creation of
national reporting systems, for example, especially in relation to
defining data standards and technical specifications. The creation
and modification of national reporting systems is, however, not the
responsibility of the CESR Project Group; this is left to each CESR
member alone.

MIFID is not only intended to ensure that transactions involving
securities and derivatives are reported to the responsible
supervisory authority. The Directive also requires that purely
share-based deals are published in an anonymised format. A
distinction is made in this regard between pre-trade and post-trade
transparency. A major innovation for the German market is that
post-trade transparency also applies to the OTC trades of
investment firms. In the scope of level 3 of the Lamfalussy
process, CESR is primarily working on specifying the requirements
of the EU Directive in greater detail. The aim of CESR is to provide
market participants with legal certainty that their publication
corresponds to the requirements of MIFID.

The IAIS Fraud Subcommittee has developed a Guidance Paper on
illicit actions for the insurance industry. The Guidance Paper, to
which BaFin also contributed, is based on IAIS core principle 27 on
insurance fraud. It is designed to make the insurance industry
aware of the areas in which it is susceptible to illicit actions and to
provide it with tools to help curtail such risks.
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Intermediaries

MiIFID specifies the future legal framework for Europe’s financial
markets. In summer 2006, CESR started work in relation to MiFID
at level 3 of the Lamfalussy process. In 2007, CESR intends to
publish guidelines that will be accepted throughout Europe in
relation to regulating financial intermediaries, regarding:
obligations relating to record-keeping, European passport,
inducements and best execution. CESR has agreed its core areas of
work with the industry. The securities supervisors’ committee has
also formed an advisory group comprising representatives from the
industry to provide a critical commentary on the draft level-3
papers at all stages of their development.

IOSCO is also dealing with the regulation of financial
intermediaries. On the initiative and under the patronage of BaFin,
I0OSCO has been fulfilling a new mandate since the end of 2006.
Its task has been to uncover the significantly divergent supervisory
practices among the Member States in relation to enforcing rules of
conduct for intermediaries. During the year under review, I0SCO
has also dealt with conflicts of interest affecting intermediaries in
relation to bond issues. These may arise, for instance, if an issuer
wishes to use the income from an issue to repay loans that have
been awarded to it by members of the issuing consortium. The
IOSCO Technical Committee aims to have the report approved at
the start of 2007, and will place it on the IOSCO website after a
public consultation. Furthermore, the group is currently
investigating the various record-keeping obligations applicable in
the different jurisdictions, and the associated technological
demands.

In April, CEIOPS agreed a protocol on collaboration of participating
authorities in all questions relating to cross-border activities and
the registration of insurance intermediaries. The Luxembourg
Protocol clarifies questions relating to registration, supervision of
intermediaries, exchange of information between supervisors and
the complaints process.

Prospectus legislation

On 1 March 2007, a European Commission regulation governing
the specific information requirements regarding prospectuses in the
case of issuers with a complex financial history entered into force.
The European Commission prepared the details of these
requirements on the basis of proposals made by CESR. Issuers are
deemed to have a complex financial history, if their operational
business is not duplicated comprehensively and conclusively in
their own financial information and therefore the investor is unable
to form a well-founded opinion of the issuer’s assets, financial and
earnings position and the missing financial information is contained
in the financial information of another company.

In January 2006, CESR set up an operational expert group,
comprising representatives from the CESR Member States. Its aim
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was to ensure that the EU rules on the preparation of prospectuses
were being applied uniformly. The group published its first joint
positions on the CESR website in June 2006. The group’s work has
two main aims. On the one hand, the supervisory authorities
should implement suitable technical measures to make it simpler to
use the EU Passport scheme, by which prospectuses can be
notified from one Member State to another. On the other hand, the
group should hold regular meetings to establish and publish joint
positions on the questions that market players and supervisors
frequently ask when applying the Prospectus Directive. The
intention is to further encourage the harmonisation of prospectus
legislation. BaFin regularly exchanges information on topics relating
to prospectus legislation with other European supervisory
authorities, at regular meetings, for example.

Secondary markets

The IOSCO committee concerned with regulating secondary
markets is chaired by BaFin. In 2006, it published a report on the
regulatory effects and requirements that may arise from
competition-related changes to the stock exchange environment.
The report makes five concluding recommendations for supervisory
authorities. Among other topics, the group’s work during the period
under review involved determining the requirements of national
supervisory authorities in terms of information in relation to
licensing traders based abroad, and in relation to cross-border
trading in securities and derivatives. The group is currently
preparing a report that will explain the requirements for
information between supervisory authorities for supervisory
purposes.

Consumer protection

In 2005, the OECD submitted a complete system of
recommendations on the topic of financial education. These
recommendations form the basis for the OECD Principles, which
are intended to ensure that the general public in the Member
States has the vital knowledge required in relation to finance. The
OECD will adopt the recommendations at the end of the
consultation phase. The recommendations have been formulated
by the OECD Insurance Committee after a study conducted by the
OECD into the current levels of understanding of financial concepts
on the part of the general public in the Member States revealed
dramatic findings.

The Customer Suitability Group, of which BaFin is a member, was
set up at the suggestion of the Technical Committee of IOSCO. The
group’s aim is to establish which financial products and services
are the subject of retailisation (increasing penetration of the retail
market), and in what volumes and through what channels they are
sold. Initially, the group will focus on how companies can ensure
customer suitability and avoid mis-selling - in other words, how
companies can be sure that consumers are offered appropriate
financial products and services. The group is approaching the topic
from the point of view of both the supervisor and the companies. A
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survey is being conducted to establish the legislative and
supervisory requirements that companies must take into account
and to determine ways in which they can avoid mis-selling. The
group is currently evaluating the responses it has received.

Financial conglomerates and company mergers

In 2006, the Interim Working Committee on Financial
Conglomerates (IWCFC), a joint committee of European banking
and insurance supervisors (with the ECB and CESR as observer
members), commenced work on supervision in accordance with the
Financial Conglomerates Directive. The IWCFC hopes to contribute
to the uniform and full implementation of the Financial
Conglomerates Directive in the Member States.

Working on behalf of the European Commission, the IWCFC has
collaborated with CEBS and CEIOPS to author a report. In the
report, the IWCFC contrasts the capital instruments of each
Member State that can be used as equity according to banking and
insurance supervisory legislation (including the use of hybrid
capital). The comparison of banking and insurance supervisory
legislation will be used to draw conclusions and make
recommendations for supervising financial conglomerates in
accordance with the Financial Conglomerates Directive.

In March 2007, the EU Member States came to an agreement on a
draft directive published by the Commission last September. This
proposal redefines the powers of EU supervisors to carry out an
investigation in the case of acquisitions and increases in holdings in
the financial sector. Directives relating to banking, insurance and
securities supervision are to be modified, with greater detail on
both the investigative process and the criteria on which the
investigation is based. The draft directive adheres to the principle
of maximum harmonisation, and aims to establish widespread
convergence of the national supervisory regimes.

The key points of the draft directive involve establishing a
conclusive list of criteria to be used to investigate the suitability of
potential buyers of a holding, shortening the investigation period
and regulating collaboration of supervisory authorities in relation to
the assessment of potential purchasers of holdings.

Investment funds

In January 2006, CESR made recommendations to the European
Commission to clarify which assets may be acquired for funds that
conform to the provisions of the UCITS Directive. These
recommendations formed the basis of an implementing directive
that was adopted in March 2007. The directive aims to clarify the
uncertainties experienced previously by the Member States in
deciding whether or not a specific asset may b