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President‘s Statement

An integrated financial supervisory authority like BaFin is
truly faced with quite a few challenges in the course
of one year, including some unpleasant surprises.
However, the sub-prime crisis, which struck in the
middle of 2007, eclipsed all previous crises. Clever
financial engineers used the gaps in national
and international supervisory regulations, they
circumvented Basel I, the body of rules and
regulations for banks, and they staged a wide-
scale regulation arbitrage, from which the
financial markets are still suffering serious
consequences. Banks were able to load up
with risks unchecked since they did not have to
back this with equity. The profit machinery kept
revving ever more until it completely overheated
and almost brought the international financial
system to a standstill.

Bavarian comedian Karl Valentin once said, “Hopefully
it won't be as bad as it is,” as if he divined today’s
discussion on the valuation of burning structured papers.
Here, experiences of financial supervisors are clear: of the fears
we have due to our profession, the worst case scenario almost always
comes to pass. However, since the future has too many unknowns,
we are almost never able to predict what that worst case will be the
next time. Sherlock Holmes’ successful business model of knowing
what others do not is beyond the means of financial supervisors.

We did not know about the dangerous goings-on that were happening
across the Atlantic over the past years. Specifically, this involved US
mortgage financers, who were more or less unsupervised, granting
more and more loans to individuals unworthy of credit. The extremely
great risk resulting from that situation was then mostly passed on,
using complex securitisation transactions, to other financial actors
who, when purchasing the securities, relied on the ratings given by
the rating agencies.

The banks, which had taken on too many of these papers, were in
dire straits, and major efforts were needed to save them. In such
situations, it is the supervisor’s duty to help organise emergency
efforts and that has always worked, especially in Germany. Now the
lessons need to be learned from this serious financial crisis and the
international supervisory regime needs to be rebuilt; this is certainly
no small feat. However, financial supervisors are a tough breed and
one of their characteristics is the belief that problems can be solved.
We know that serious work needs to be done to make the global
financial system more stable.



In this regard, the Financial Stability Forum’s Draghi Report, which
received broad political support, put forth convincing, extensive
blue prints. No one should disparage it as being an ill-conceived
overregulation.

The Draghi Report’s recommendations must be implemented in

the coming months, and that will require an enormous effort. The
international community of supervisors is highly motivated to report
success as swiftly as possible. Because even though supervisors have
nerves of steel, one thing is clear: we do not want to face this kind of
crisis again.

Bonn and Frankfurt am Main | April 2008

Nmim

Jochen Sanio
President
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I Highlights

Sub-prime crisis

Severe turbulence developed on the global financial markets in
2007, which posed a serious threat to financial stability. The
international financial crisis also gripped Germany, and kept
BaFin in suspense. Two German credit institutions fell into
serious difficulties and could only be stabilised by a concerted
effort with the active participation of BaFin. Moreover, the
entire German financial sector suffered from the consequences

of this crisis, which demonstrated the fully developed

networking of the global financial system in the way it emerged
and then spread.

. Defaults in second-class U.S. This financial crisis originated in the United States. The market
mortgage loans trigger shockwaves. there indulged in unsustainable excesses in the granting of

mortgage loans to private households with a poor credit rating
(sub-prime mortgages). As the short-term interest rates climbed
in the course of monetary streamlining and house prices fell at the
same time, the number of loan defaults in the bloated sub-prime
segment became more and more frequent, triggering a
shockwave that flowed around the globe and gripped the financial
systems almost all over the world. The crisis was able to spread so
quickly because the individual credit risks were bundled and passed
on to the international capital markets through mass securitisation
in the form of innovative, structured financial products. Although
this credit risk transfer distributed the risks more widely, it also
promoted damaging incentive mechanisms, which ultimately led to
loans not being checked and monitored with the necessary level of
care by the banks. In a climate of low interest rates, this unleashed
a storm of demand for this type of relatively high-risk securities,
which then required a constant supply of individual loans.

. Sub-prime crisis encroaches on to In the summer, the ever worsening news from the U.S. housing
credit markets. market and the increasing number of defaults of mortgage loans

fed the general misgivings about the lasting value of the complex
and often unclearly structured products, so that the sub-prime crisis
overlapped on to the general credit markets. The risk tolerance
suddenly fell, and the risk premiums climbed rapidly. In many
market segments, the liquidity dried up. At that time, a particular
hotbed came to the fore: several banks had created special-purpose
companies with a business model whereby earnings are generated
from maturity transformation through interest arbitrage off the
balance sheet, and so with little burden on the equity capital. These
vehicles purchased high-yield, long-term assets such as asset-
backed securities (ABS) and collateralised debt obligations (CDO)
- often in relation to U.S. sub-prime loans - and refinanced them-
selves in the short term by issuing commercial papers. The initiating
banks provided liquidity pledges or acted as “sponsors” in order to
gain an excellent rating for the money-market programmes
supporting the refinancing. German banks were extremely active in
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. Loss of trust between banks.

. Sub-prime crisis is putting
regulations to the test.

. New regulations involve more risk-
sensitive equity requirements.

this business area. As the follow-up financing began to falter
because of the dubious quality of the assets, which were often
linked to U.S. sub-prime loans, the banks had to fulfil their pledges
or intervene to protect their reputations. Some institutions clearly
underestimated the liquidity risks. However, it was possible to
correct certain precarious situations within the German banking
system.

The uncertainty about the actual risk content in the individual
bank balance sheets and about the proper valuation of structured
products in phases of lacking market liquidity triggered a serious
loss of trust between the banks. Refinancing became much more
difficult. The banks began to stockpile liquidity. As a result,

there were massive disruptions on the inter-bank market. The
leading central banks had to intervene and to administer liquidity
injections in high doses to the market in several, at times concerted
campaigns. Complete transparency about the actual risks of the
individual institutions will be a prerequisite for restoring the lost
trust between banks. Easily comprehensible, unified standards
for evaluating structured financial products will be indispensable.
BaFin is monitoring the international efforts in this area extremely
intensively.

The consequences of the sub-prime crisis have also made it clear
that the regulations governing banking supervision need to be
reviewed, both internationally - in Basle and at EU level - and here
in Germany. From the point of view of BaFin, this begs the question
of whether certain exemptions from banking supervisory
requirements can still be justified: for instance, the preferential
conversion factors that apply to qualified securitisation liquidity
facilities. Another example is that the ordinance governing Large
Exposures and Loans (GroBkredit- und Millionen-Kreditverordnung
- GroMiKV) makes it easier to extend loan commitments: any loan
commitments that have not yet been exercised and with an original
term of up to one year must thereby only be considered (as yet) up
to 50% (section 27 (3) GroMiKV).

Moreover, the supervisory authorities are considering which lessons
can be learned from the sub-prime crisis for the further
development of banking supervision standards and guidelines. They
are paying particular attention to the future requirements for stress
tests for the institutions and the disclosure obligations regarding the
transfer of risk and the characteristics of complex products. Another
area under discussion is the issue of how to handle concentration
risks, the work of the rating agencies and the question of how to
evaluate illiquid and complex products.

At the beginning of 2007, the Basle equity regulations (Basle II)
and the related EU specifications were implemented in German
law; this was the most significant change in bank-supervision law
since the 1980s. The new regulations are characterised primarily
by more risk-sensitive equity requirements and a set of regulations
for risk management that are more oriented towards quality. Their
new, principle-based approach to supervision will at the same
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. New regulations have been binding
only since the beginning of 2008.

. Insurance sector is hardly
suffering at all from the sub-prime
crisis.

time create a valid foundation for risk-oriented practice in terms

of supervision and auditing. For instance, the Solvency Ordinance
(Solvabilitéatsverordnung - SolvV) contains specific requirements

for taking securitisation risks into account - including risks arising
from securitisation liquidity facilities. As BaFin will now be taking
the internal risk-measurement procedures of the various institutions
more stringently into account, it will also create the incentive for the
institutions to enhance their risk-management systems.

External credit-rating assessments by recognised rating agencies
may also be integrated into the calculation of the minimum

equity requirements as a further risk-differentiating element. The
new regulations have already taken into account that the credit
rating for securitisation tranches should be assessed differently than
for government or corporate bonds. The minimum requirements for
risk management (MaRisk) have also established qualitative
requirements for liquidity risk management for the first time.

However, most institutions used transitional regulations for the year
2007; they have therefore only been applying the new rules since
January 1, 2008. This also applies insofar as the new equity
regulations affect the stipulations concerning large exposures and
million loans. It is therefore scarcely possible to answer the question
whether the new regulations have proven effective in the sub-prime
crisis. However, the experiences of the year 2007 emphasise the
fact that the previous regulations were not suitable for restricting
risks effectively. One point was particularly damaging: namely, that
credit lines with an original term of less than one year and that were
not exercised did not have to be supported by equity.

Not even insurers as significant institutional investors have been
able to escape entirely from the market turbulences of the
sub-prime crisis. However, it turned out that the financial effects of
the sub-prime crisis were limited for German insurers and reinsurers
as of the end of the reporting year.

This assessment is based on an intensive audit of the capital-asset
risks and on several surveys of primary insurers and reinsurers
since summer 2007. Insurers that have invested more than 3% of
their capital assets in credit-risk transfer products also had to
submit their internal stress tests, which they have to carry out
every quarter, to BaFin in October 2007. All the insurers passed the
test.

The probable reasons for the limited effects on the insurance
sector are primarily the restricted business purpose of the insurers
and also the supervisory ban on carrying out certain transactions.
For instance, the insurers are not allowed to supply liquidity lines
for structured investment vehicles (SIVs) or special refinancing
structures such as conduits. In Germany, there are also strict
requirements in terms of supervisory law for the capital invest-
ments of restricted assets: for instance, insurers may only invest a
maximum of 7.5% of the entire financial assets in credit-risk
transfer products. Moreover, the insurers were far from exploiting
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. New trend: loans from private
parties to private parties.

@ rRUG and InvAndG.

this quota in full. In 2007, the average quota was 1.6% of the total
capital assets of the industry.

Credit brokerage via the internet

In 2007, credit-brokerage platforms on the internet enjoyed
increasing popularity. These platforms, which were familiar above all
in the Anglo-American region, are now also offering to broker loans
from private investors to private persons or companies here in
Germany. Most of the recently set-up platforms followed the
principle of bringing borrowers and lenders together without
involving a credit institution. Although no banking authorisation is
required for the exclusive brokerage of loans - and so the credit-
brokerage platforms basically do not come under the auspices of
BaFin — BaFin does check in individual cases whether the operators
or the users of the credit-brokerage platform do in fact base their
investment on an obligation to hold an authorisation in terms of
banking supervision law. Anyone who runs banking operations such
as credit or deposit transactions for commercial purposes or to the
extent of being a business requires an authorisation from BaFin.

BaFin has been and is in contact with several potential operators of
online credit-brokerage platforms. In this area, BaFin sets
particularly great store by the fact that the operators must take
contractual and technical measures to exclude the running of illicit
banking transactions via their platform. If there is a lack of
convincing measures, BaFin is entitled according to the German
Banking Act (Kreditwesengesetz - KWG) to determine itself whether
the users or suppliers of the platform are running or are involved in
transactions that require an authorisation. Should this be the case,
BaFin may bar illicitly operated transactions and decree that they
are settled immediately.

New legislation 2007

On November 1, 2007, the Act Implementing the Markets in
Financial Instruments Directive (Finanzmarktrichtlinie-Umsetzungs-
gesetz - FRUG) came into force. It transposes the EU Financial
Markets Directive — "MiFID"” for short — and parts of the related
Implementing Directive into German law. The MIFID is the most
significant directive in capital-market law of recent times and is also
referred to as the “new basic European law for securities

trading”. The new regulations are correspondingly extensive - the
national implementation act FRUG covered 60 pages in the Federal
Law Gazette: the changes primarily affect the Securities Trading
Act (Wertpapierhandelsgesetz - WpHG) and the Stock Exchange
Act (Borsengesetz — BorsG), and to a lesser extent the Banking Act
(Kreditwesengesetz - KWG). The FRUG is primarily extending the
catalogue of financial services that require an authorisation and the
rules of conduct for investment services enterprises. Moreover, it
implements the regulations for the authorisation and operation of
trading platforms which were specified by the MiFID. Two newly
passed statutory ordinances and changes to existing statutory
ordinances in accordance with the WpHG define the legal
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specifications of the FRUG in greater detail. The same also applies
to the EU MiIFID Implementing Regulation, which can be applied
directly without being transposed into national law.

The Act Amending the German Investment Act (Investmentdnde-
rungsgesetz - InvAndG), which came into force on December 28,
2007, modernises and simplifies the regulations that German asset
management companies have to comply with when setting up funds
in Germany. The objective of the law is to increase the international
competitiveness of the German fund industry, without neglecting
investor protection. The InvAndG will help to reduce the
bureaucracy in the financial sector: the complexity of the
regulations will be cut back to the European harmonisation
provisions, and some disclosure obligations will be suspended or
simplified. Moreover, two new asset classes will be created and the
general conditions for open-ended real-estate funds will also be
improved. In addition, the InvAndG will further enhance investor
protection and corporate governance.
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Crisis escalates.

Origins in the uncontrolled growth
of the US sub-prime market.

Detrimental incentives in the
securitisation process at banks ...

II Economic environment 15

II Economic environment

1 Financial system in servere
endurance test

After several quiet years with favourable financial markets and
steady growth of the world economy, dark clouds built up over
the international financial system in 2007, emanating from the US
mortgage market, which developed into a hurricane-like storm
during the rest of the year. The constantly growing tensions
posed a serious test for global financial stability. There was no
comprehensive improvement by the end of the year. The after-
shocks will therefore still be clearly felt in 2008. There is even a
risk that the financial crisis may even break through to the real
economy in an even more acute form and more severely than
first expected. In this scenario, there would be a fear of additional
negative feedback effects reaching the financial system via the
general economy.

The distortions originated in the uncontrolled award of residential
real-estate loans to low-income private persons in the United
States. This “sub-prime” segment was still virtually insignificant
just a few years ago. In 2001, just 2.6% of all outstanding US
residential building loans were allocated to borrowers with a poor
credit rating. Yet, after that, an extraordinarily dynamic growth
phase began to build up momentum. The weighting had already
increased to 14% by 2007. Two long-term developments stimulated
the financing of residential properties through mortgage loans,
which often featured variable interest rates. On the one hand, the
short-term interest rates were extremely low for a relatively long
period due to an expansive financial policy and, on the other hand,
there was a consistent increase in housing prices over several
years. However, the decisive driver was the securitisation business.

Securitisation allowed the mortgage financers to pass the credit
risks quickly on to the capital market. Investment banks collected
the individual loans, bundled them and sold them as bond-

like, structured financial products such as Residential Mortgage
Backed Securities (RMBS) or newly packaged as Collateralised
Debt Obligations (CDO) to investors all over the world. As the

risks disappeared very quickly from the banks’ balance sheets,
the credit institutions no longer had any incentive to place strict
requirements on the credit rating of their customers when granting
loans or to consistently monitor the loans through to maturity. On
the contrary, in order to satisfy the continually growing demand
from investment banks for material that could be securitised, they
opened up new customer groups and granted mortgage loans

to persons whose credit-worthiness would generally have been
deemed insufficient in the past. In the heat of intense competition,
many institutions ignored the usual standards for the prudent
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... and rating agencies.

Carefree investors on the hunt for
good returns.

Increasing short-term interest rates
and slow-down on the US housing
market as triggers of the crisis.

II Economic environment

granting of loans. In order to acquire new business, the mortgage
financers created more and more exotic credit variants such as
“interest-only mortgages” with a payment-free grace period or
“payment option loans” with negative amortisation, which attracted
customers with low initial monthly instalments but were difficult
to understand because of their complexity. Moreover, loans were
often granted without any proof of income. Borrowers who lacked
equity were often able to close the gap easily with an additional,
subordinate loan. Not even the investment banks were urgently
concerned about a high credit quality, because their business
model is aimed at passing on the credit risks and generating the
majority of their earnings from commission income for structuring
innovative financial products. They therefore abetted the lax
lending practice of the mortgage banks.

A good rating was a prerequisite for the smooth sale of the
securities, because many investors were bound to special
investment regulations in order to avoid concentrations of risk. In
actual fact, the majority of the structured products possessed a
good to excellent rating, although most of the tranches possessed
an appreciable proportion of second-class sub-prime loans. The
rating agencies were confronted with the problem that they could
not build their models on sufficiently reliable data from the past,
because mass securitisation is still a recent phenomenon. In
addition, they were exposed to serious conflicts of interest. As they
are paid for rating structured products not by the investors but
by the investment banks, they have an incentive to supply rating
structures desired by the customer that will allow a quick sale of
the securities on the market.

In an environment of unusually low interest rates in historical
terms, investors spurred on the securitisation activities in the
search for extra returns. Secure government bonds no longer
offered sufficient interest to satisfy the demanding income
expectations of the market participants. It was only possible to
keep the securitisation machine running at such high speed for so
long by increasing the demand for investments with a striking yield
mark-up. In view of the essentially favourable macro-economic
conditions, the investors became negligent and often blindly
trusted the judgment of the rating agencies and did not carry out
sufficient self-assessments of the basic quality of the structured
securities.

The roots for the escalation of the crisis had therefore already
developed. When the short-term interest rates increased
considerably during the course of the tightening of the monetary
policy in the USA since 2004 and the fundamental constitution

of the housing market deteriorated significantly, the weak points
in the securitisation system were brought to light. The financial
position of the US borrowers was therefore trapped in a pincer-like
grip from two sides at once: firstly, low-income borrowers without
any relatively large reserves in particular were no longer able to
pay their mortgages and had to give up their houses. The payment
default rates in the sub-prime segment increased dramatically



Sub-prime crisis spreads to credit
markets.

Price collapse on the securitisation
market.
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and at the end of the year in 2007 even clearly surpassed the last
record high just after the recession year of 2001. At the same
time, adjustable rate mortgages (sub-prime ARMs) were affected
particularly severely by this push because of the striking interest
adjustment shock. The number of foreclosures also leaped upwards
at a dramatic rate during 2007.

Figure 1
Payment default rates in US residential real-estate loans

Non-performing loans*
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* With at least 30 days’ payment arrears.
Sources: Mortgage Bankers Association, Bloomberg

At first, it was primarily US mortgage banks that suffered from
the increasing number of loan defaults in the sub-prime area, as
they had to take struggling loans back from the investment banks
due to contractual agreements and the actually rejected risks
therefore landed back on their own books. Many were not able to
cope with this situation, became insolvent and ceased trading or
were taken over by other banks. As the terrible news from the US
residential real-estate market built up in the summer and the credit
quality became worse and worse, doubts about the lasting value
of structured products became more widespread — especially any
products relating to US sub-prime mortgage loans. The turbulence
that had previously been restricted to the US mortgage market
reached over to the credit markets and so entered an entirely new
dimension.

A first wave of sales started on the securitisation market in July.
Initially, this only affected the relatively poorly advised tranches,
but the price losses subsequently extended like a cascade to

the other tranches of the RMBS structures. Following an interim
stabilisation, the persistently negative reports from the US housing
market triggered another price slide. The ABX.Home Equity index
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Abrupt swing in the risk tendency.

Rating agencies heighten the
nervousness of the market
participants.

II Economic environment

as a benchmark for the structured products based on underlying
US sub-prime loans collapsed dramatically again and fell to new
lows in November that had not even been considered possible in
the past.

Figure 2
Sell-outs on the securitisation market
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As the US sub-prime problems overlapped on to the credit markets,
the risk premiums shot upwards. Opaque structured products
were suddenly no longer in demand, because the experts realized
that it was not possible to assess the risks reliably. Entire market
segments dried up, so it became almost impossible to determine
meaningful prices for this type of financial products. High-risk,
leveraged financing such as leveraged buy-outs (LBO) started to
falter and could not be passed on to the capital market as easily
as before. The investment banks operating in this sector found
themselves exposed to so-called “warehouse” risks because they
had to retain the financing plans in their own books much longer
than planned. A whole series of LBO transactions were deferred,
restructured at new rates less favourable for the banks or even
abandoned entirely.

The rating agencies helped to intensify the crisis with their

initially hesitant behaviour. Although the number of defaults in
sub-prime loans was building up, they clung for a long time to
their originally awarded high ratings. Over the course of time,

it became clearer and clearer that the applied rating models

were not able to accurately depict the default probabilities of the
sub-prime mortgage loans. These methodological flaws fuelled
long-term doubts in the reliability of the rating judgments for
structured financial products. It was only when the public pressure



Risks strike back against bank
balance sheets due to off-balance-
sheet special-purpose companies.

Crisis of confidence paralyses the
inter-banking market.

II Economic environment 19

became stronger that the agencies performed an about-turn and
downgraded securities with notable sub-prime components on a
broader and, in some cases, radical basis. Some RMBS tranches
even fell in a single step from the highest quality grade (AAA) to
categories below the investment-grade range. This response by the
rating agencies, which was more aggressive than ever before, only
served to irritate the market participants even more.

In the summer, a trouble spot developed that shook the German
banking sector in particular. By founding off-balance-sheet
special-purpose companies and through the creative design of
their contractual relations, the banks had found a way to avoid
supervision and participate in the interest income from structured
products, without having to maintain any regulatory equity.

These special-purpose companies are “conduits” that refinance
themselves in the short term through the issue of asset-backed
commercial papers (ABCP) and also structured investment vehicles
(SIV) where the refinancing structure tends to be aimed at the
medium term through the additional issue of medium-term notes
(MTN). In order to guarantee the smooth sale of the commercial
papers and favourable subsequent financing, the initiating banks
granted the conduits liquidity facilities for emergency situations
and acted as “sponsors” for the SIVs, so that the programmes
were given an excellent rating. The investment vehicles primarily
purchased long-term asset-backed securities and CDOs with the
accrued funds - often also with a link to the US sub-prime market.
The business model is therefore essentially aimed at generating
income from the difference between long-term and short-term
interest rates. As long as the quality of the acquired assets is in
order and the yield curve is not inversed, this is a virtually risk-free
transaction. However, as the sustained value of assets with a US
sub-prime component came into question, the investors refused to
retain the mature commercial papers in their portfolios. The sale
of money market securities collapsed within just a few weeks. The
sponsor banks had to honour their liquidity pledges or take large
portions of the assets of the special-purpose companies that could
no longer be refinanced via the market on to their own books,
partly in order to avoid damage to their reputation. The supposedly
outsourced risks struck back with full strength against the bank
balance sheets. The liquidity management of most of the credit
institutions operating in this area, including several in Germany,
was not prepared for such an extreme scenario. Two medium-sized
German institutions with a relatively low earning dynamic from
their operating business had built up excessively large positions

in these special-purpose companies in relation to their size and
risk capacity and found themselves in an existence-threatening
situation after externalising the pledged liquidity lines, and they
were only saved from collapse by support measures from the
German banking system.

The unexpected need for liquidity resulting from the investments
via ABCP conduits and SIVs led to bottlenecks on the inter-banking
market, where banks lend funds to each other in the short term.
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The dramatic and continued loss of value of US mortgage liabilities
also aroused fears that some banks could slip into insolvency
problems. As many institutions were not able or did not wish to
disclose the positions that they had taken up on the US sub-prime
mortgage market, this led to a serious crisis of confidence which
almost completely paralysed the inter-banking market. Banks
that still possessed liquidity preferred to hoard their
liquid assets as they could not reliably assess the
counterparty risk due to the lack of transparency
of the sub-prime investments of their potential
business partners. Moreover, they began
planning extremely carefully in this uncertain
environment so that, in an emergency, they
would be able to manage any unexpected
refinancing needs from their own sub-prime
exposure. At times, the market-controlled
liquidity compensation between banks was
severely disturbed, so that the leading central
banks all over the world were obliged to intervene
on several occasions and to inject central-bank
funds into the market.

@ Difficult valuation issues as a factor The financial and confidence crisis also proved to be so obdurate
that intensified the crisis. and troublesome because of valuation problems. According to

the international accounting regulations (IFRS), the point of
reference must always be market prices, in order to determine a
“fair value” ("mark-to-market”). However, as broad sections of the
securitisation market had collapsed, there were often hardly any
reliable market prices available for the illiquid structured products,
so the banks had to turn to substitute solutions (“mark-to-matrix”).
Although the IFRS specifications permit model-based valuation
approaches (“mark-to-model”) in the case of markets disrupted in
the long term, they should only be applied extremely restrictively.
For instance, both national and international accounting forums
pointed out the need for a near-market valuation, even in the
context of the difficult market situation. In view of the extreme
market situation, it was also questionable whether these institution-
specific models are in a position to calculate realistic values.
Moreover, the models are not standardised, which makes it much
more difficult to compare their application between the individual
banks. Financial institutions with strong earnings power and large
equity cushions clearly tended to adjust their balance sheets quickly
and to form large value adjustments in order to quickly establish
a level of clarity. Weaker banks, on the other hand, acted more
hesitantly to gain time and to fend off fears of solvency problems
for as long as possible or to avoid them completely, because they
hoped that the markets would recover in the meantime. All in all,
it is virtually impossible for external market participants to assess
with sufficient accuracy the lasting value of any investment portfolio
including structured financial products in difficult market phases.
This considerably worsened the lack of transparency and the
uncertainty about the genuine risk of individual banks.



Massive value adjustments.

2008 will again be a difficult year.
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Many major international banks had to carry out drastic value
adjustments on their sub-prime investment in the second half
of the year. The lion’s share was allocated to the major US
institutions, but many European banks were also affected.
Insurance companies and hedge funds — with a few exceptions -
escaped extremely lightly. To a large extent, it had been unclear
beforehand exactly where the risks transferred via the capital
market ultimately landed. However, the uncertainty had not
subsided even by the end of 2007, because many parties predicted
a considerable and not yet realised need for depreciation in light
of the continuing intensification of the crisis and many financial
intermediaries still lagged behind the market developments with
the merciless disclosure of their actual risk positions.

The start of the year 2008 was extremely turbulent. The prices

for structured financial products, which are based on US sub-
prime mortgages, could not find any support and fell to new
record lows. The value adjustments of numerous major banks on
their ABS portfolios increased at times considerably during the
first quarter. With the collapse of a US investment bank and its
hurriedly organised emergency sale to a competitor, the financial
crisis reached a new climax. The turbulences expanded further
and gripped not only the banks but also other financial sectors
more severely than before. The world’s largest insurance group,
for instance, had to carry out a high level of depreciation on its
credit default swaps (CDS). Hedge funds are increasingly coming
under pressure, because the “prime brokers” as financing banks
are being confronted by higher liabilities for subsequent payments.
The drastic increase in the refinancing costs also affected the
commercial real-estate markets, especially in the United States and
Great Britain. The issue of commercial mortgage-backed securities
(CMBS) came to a virtual standstill, and the subsequent financing
of large-scale projects also faltered. As a consequence, the prices
came under pressure and the credit quality began to deteriorate in
this market segment, too.

So far in 2008, the signs that the sub-prime crisis is gradually
transferring to the real economy have started to multiply. The
confidence of US consumers has collapsed dramatically in recent
months. The falling house prices have crushed assets, so that
private households have had to restrict their consumption. In
spring 2008, the US economy was faced by an imminent recession.
The depth and duration of this economic slowdown will essentially
depend on the extent to which the global economy and the credit
cycle in the international corporate sector are also dragged down.

Against this background, the German financial system will also
face considerable challenges in 2008. The financial crisis will

only be able to subside when the fundamental situation at the
epicentre, the US housing market, calms down. There was little
sign of that, even most recently; the fall in the housing prices was
even continuing to accelerate. It will therefore take a considerable
amount of time until the huge imbalances on the US housing
market have been evened out.
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Sub-prime crisis: a chronology of important events in 2007

February
HSBC publishes the first profit warning of its company history. This

was due to losses for its subsidiaries operating in the US mortgage
business.

23 US mortgage financers register — in some cases, massive -
losses.

March

A far higher risk aversion is registered for the first time: bonds
register price gains, while international equity markets show a
weaker tendency and CDS spreads become more widespread.

April
New Century Financial, one of the largest US mortgage financers,
applies for insolvency.

May
UBS closes a hedge fund that was invested in structured financial
products with sub-prime underlyings.

June

Several agencies downgrade the rating of hundreds of MBS, mostly
involving relatively low tranches with a sub-prime underlying. The
volume of affected papers amounts to approx. $17 billion. The
spreads at European addresses with a relatively poor credit rating
increased noticeably. The flight to secure investment products
accelerates with the dramatic increase in risk premiums and the
growth of the Bund-Future.

Bear Stearns and Goldman Sachs disclose heavily burdened
quarterly results.

Two hedge funds at Bear Stearns slide into difficulties due to sales
problems with CDOs. Bear Stearns announces that the two funds
are practically worthless.

July
Reports about the difficulties of originators and hedge funds,

as well as rating downgrades of CDOs with Alt-A mortgage
underlyings, become more and more common. Significant LBO
transactions begin to falter. The market liquidity for structured
products falls extremely quickly, and tranches with better ratings
and structured products with other forms of collateral are also
affected.

The strong risk aversion causes markets to dry up, and this leads
to considerable sales problems for ABCPs.

Banks cancel credit lines for Rhineland Funding that are managed
off the balance sheet by the IKB. The Reconstruction Loan
Corporation (KfW) takes on IKB obligations worth €8.1 billion. At a
crisis meeting, the KfW and the German banking industry decided
to set up an additional risk screen in the amount of €3.5 billion.

Money market funds with a link to structured products, such as
funds of BNP and Sentinel, come under pressure. As a result,
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several money market and ABS funds (especially funds set up in
Luxembourg and France) suspend redemptions. The high levels of
uncertainty also lead to a shortage of liquidity in this segment. The
money market rates climb rapidly. The major central banks make
considerable liquidity available for the money markets at short
notice.

August

The US mortgage bank American Home Mortgage Investment can
no longer serve its creditors. By this time, about 50 US mortgage
financers have slipped into precarious situations.

WestLB announces that it has invested €1.2 billion in the US
mortgage market. Shortly afterwards, it places the majority of its
ABS from mature ABCP that can no longer be positioned on to its
books (volume by year-end approx. €21 billion).

Goldman Sachs is obliged to support a hedge fund with $2 billion,
and the largest US mortgage financer, Countrywide, confirms
financial shortages.

The Sparkassen-Finanzgruppe has to support the precariously

positioned Ormond Quay fund of SachsenlLB with a credit line
worth€17.3 billion. LBBW subsequently takes over SachsenLB.

Rhinebridge, which belongs to the IKB, is the first conventional SIV
to begin liquidating its assets. Over 160 US mortgage financers are
already reported to be in serious difficulties.

September

The fifth-largest British mortgage financer, Northern Rock,
encounters difficulties. Panicking customers withdraw deposits of
approx. €2.9 billion. The share price crashes by about 30%. The
Bank of England steps in with an emergency loan for the first time
in decades.

The US Federal Reserve lowers the key interest rate and the
discount rate by 50 basis points; the stock exchange reacts
euphorically.

October

Numerous institutions announce serious debts and necessary
depreciations, including Merrill Lynch with $7.9 billion, UBS with
$3.6 billion and Deutsche Bank with €2.2 billion.

Citigroup, Bank of America and JP Morgan plan a rescue fund

of $75 billion to buy securities from investment vehicles. In the
meantime, difficulties in the valuation of illiquid assets begin to
shape the discussions.

The US Federal Reserve pumps massive amounts of liquidity into
the money market.

November

More companies announce the need for serious depreciations,
including HSBC with $12 billion, Citigroup with $11 billion, Morgan
Stanley with $3.7 billion and AIG with $2.7 billion. Fanny Mae
announces a collapse in profits, and Freddie Mac completes the

third quarter with a loss of $2 billion.

The losses due to foreclosures (because of sub-prime) in the USA
will total up to $300 billion, according to an OECD study.



24

II Economic environment

Various major issues of covered bonds are postponed by the banks,
and the risk premiums increase dramatically.

HSBC takes its two SIVs (Cullinan and Asscher) on to its own books
and takes over liquidity guarantees of $35 billion.

The central banks announce further injections of liquidity worth
billions.

The risk shield of the IKB is increased by €0.3 billion to €3.8 billion.
The internal KfW risk provision for IKB risks now totals €4.95 billion
due to the revaluation and the recent stocking up.

December

Further serious depreciations are announced, including UBS with
$10 billion, Morgan Stanley with $9.4 billion and Merrill Lynch with
$8 — 11.5 billion. Since October, more than ten American banks and
funds have supported their money market funds with a total of $3
billion. Many banks place the assets of SIVs on their own books (for
example, Citigroup, $49 billion).

WestLB supports its non-balance-sheet special-purpose companies
(Harrier Finance and Kestrel) with a credit line of approx. $11
billion.

The US government and leading mortgage banks have agreed

a five-year interest moratorium for sub-prime loans with
progressively increasing interest rates. According to the
specification of the depositor’s guarantee fund, 1.7 million contracts
with a volume of $367 billion will be affected by this in the next two
years alone.

The parties reach an agreement in the planned takeover of
SachsenlLB by LBBW.

In a concerted action, international central banks intend to counter
the liquidity shortages on the inter-banking market. Later, the

US Federal Reserve pumps a further $20 billion into the money
market.

The most significant central banks inject further liquidity into the
inter-banking market in a concerted campaign. The European
Central Bank provides the highest amount so far in its history.

The government fund Temasek from Singapore acquires shares in
Merrill Lynch for $4.4 billion (14 % reduction), while the investment
company Davis Selected Advisors purchases shares for $1.2 billion.

The foundation of the planned rescue fund in the USA is cancelled.

The Canadian investment bank Coventree (largest sponsor for
ABCP) is on the brink of bankruptcy.



Tension due to the combination of
growth and the financial crisis.

Equity markets show two faces.
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2 Financial markets

Although the positive growth prospects for the global economy
had inspired the international financial markets in the first half

of 2007, the onset of the sub-prime crisis on a broad scale led

to considerable price losses. The market volatility also increased
considerably. The spreading of the real-estate market crisis to
large parts of the capital markets hit the credit and bond markets
in particular. There were increasing numbers of defaults on the
corporate-bond markets during the financial crisis. The spreads
climbed strongly in the second half of the year, although they had
only lingered at a low level with only slight movements in the first
six-month period. Overall, however, the sustained general trend
towards growth was able in 2007 to counter the negative effects
from the financial crisis, so that the German financial sector in
general and the banking sector in particular were able to withstand
the immense pressure.

A positive economic outlook, low interest rates, a high appetite

for risk among investors combined with good quarterly corporate
results led to considerable gains on the international stock indices
in the first half of 2007. Positive economic data from the emerging
markets and the peaceful tendency in the Middle East also
contributed to the rising prices. Negative reports from the Chinese
equity market in the first quarter only interrupted the growth trend
of the indices temporarily. From the middle of 2007 onwards, the
sub-prime crisis, increasing interest rates, the high oil price, more
conservative growth forecasts and negative economic reports from
the USA led to considerable price losses. However, the reduction

in the US key interest rate by 25 basis points in December and the
rescue plan for sub-prime creditors passed by the US government
pushed prices strongly back upwards in the final month of the year.
Overall, the international stock indices - with the exception of the
Nikkei - registered a positive result again in 2007. Even so, against
the background of the still smouldering financial crisis, the markets
were gripped by latent uncertainty despite the new highs at the end
of the year, and this provided an early indicator of the price declines
at the beginning of 2008.
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Germany ‘s positive economic
data inspires DAX.

Yield curve in Germany is at times
slightly inverted.
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Figure 3
Equity markets 2007 - a comparison
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The German stock index DAX performed in a similar way to the
international indices, although its figures overall were significantly
more positive. Although the DAX, too, suffered from the effects

of the financial crisis and the economic difficulties in the USA,

it benefited at the same time from the positive economic
developments in Germany. The German economy grew by 2.9% in
2006 and by 2.5% in 2007 despite the financial crisis. In June, July,
October and December 2007, the DAX repeatedly surpassed the 8
000-point barrier, which was last reached at the beginning of 2000.
During the course of the sub-prime crisis, the volatility index VDAX
rose strongly towards the middle of the year and reached its high in
August. However, after that the index fell back again, presumably
partly due to the strength of the economic situation in Germany.

The currently flat and, at times, slightly inverse yield curve gives
cause for concern, especially in view of the financial crisis and

the receding possibilities of maturity transformation for German
banks. The already extremely flat trend of 2006 continued in the
early stages of 2007. At the beginning of the financial crisis, the
problems of confidence at the banks led to steep hikes in the short-
term interest rates on the money market. From October 2007, this
caused a slightly inverse trend in the yield curve in the segment
of up to one year. The interest difference between short-term
(3-month Euribor) and long-term interest (ten-year federal bond)
stood at about -38 basis points at year-end. In the USA, the yield
curve has already been inverted since 2006. This inverse trend
was made even more acute in the USA by the sub-prime crisis. By



Financial crisis leads to cuts in US
key interest rate and to central-

bank activities on money markets.

Yield advantage of the USA
in long-term governmentbonds
lost by the end of the year.
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the end of 2007, the interest difference in the USA was extremely
negative at -66 basis points.

Figure 4
Yield curve of German bond market*
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Due to the positive European economy and growing inflationary
tendencies, the European Central Bank (ECB) raised the key
interest rate in the first half of the year in two steps from 3.5% to
4% and maintained it at that level until year-end. The US Federal
Reserve kept the key interest rate constant at 5.25% for a long
time, and it was only during the course of the financial crisis that
the Fed reduced it in several steps to its final level of 4.25% in
December. As the call-money rates on the inter-banking market
increasingly reached new record highs of almost up to 5%,
numerous central banks, including the ECB and the US Federal
Reserve, provided liquidity for the markets on several occasions
through money market activities. This was designed to counter the
liquidity shortages that arose after the beginning of the sub-prime
crisis due to loss of confidence in the banks and also, from the
point of view of the Federal Reserve, to re-energise the slowing
economy in the USA.

The yields of long-term government bonds in the USA and Germany
tended to perform in a similar fashion up to the end of the third
quarter 2007. The strong economic growth and expectations of
inflation, which were fed by the climbing oil price, pushed the yields
up strongly up to the middle of the year. The sub-prime crisis that
began at that time led to a strong increase in the demand for safe
securities, and especially relatively long-term government bonds,
so their yield fell back. Moreover, the imminent economic slowdown
in the USA that was also due to the financial crisis dampened
relatively long-term yields. In spite of this financial crisis, the
economic outlook for Europe and for Germany in particular
remained extremely stable against the fears of recession in the
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Continuous gains in value for the
euro.
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USA, and at the end of the year this meant that the USA lost its
yield advantage and for the first time in many years was exposed
to a yield advantage for Germany of approx. 20 basis points. Up to
the end of November, the yield advantage of the USA had still been
between 40 and 60 basis points on average.

Figure 5
Comparison of capital market returns in USA and Germany
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In 2007, the euro registered a continuous upward trend against the
US dollar. It started the year at $1.30 and ended it at $1.47. This
strong gain in value was primarily due to the excellent economic
performance in Europe and the sustained fears of recession in

the USA. Moreover, there was also considerable restructuring of
portfolios — for example, by Chinese investors — towards euro-
denominated investments. The US dollar recovered slightly at the
end of the year, as no further cuts in the key interest rate were
expected in the near future in the USA because of inflationary
fears.



Dramatic growth in derivative
products due to negligent risk
estimates.

Sudden growth of spreads.
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Figure 6
Exchange rate development
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The risk premiums for corporate and emerging-market bonds
were still extremely low at the start of the year, and this further
encouraged investments in complex risk products. The derivative
markets also experienced considerable growth in 2007. Investors
seem to have invested considerable amounts in risky product
areas in an increasingly carefree way and without any detailed
considerations of the risk, especially either directly or indirectly in
derivative, subordinately hedged mortgage bonds in the US real-
estate sector. This ultimately led to the outbreak of the financial
crisis, which will continue to show its effects even in 2008. This is
no longer purely a mortgage crisis, but it has also gripped other
areas such as consumer credit.

Towards the end of June, the credit spreads in the company sector
and in emerging-market bonds increased strongly due to the
economic crisis, and even the German financial sector was affected
directly. For a long time, such a connection to the US mortgage
market seemed beyond the realm of the possible. However, the two
cases of the IKB and SachsenLB were particularly significant and
provided a stern test for the German banking and financial system.
In 2008, too, numerous bond defaults and rating downgrades

of derivative products are to be feared. Moreover, in the case

of a recession, the US economy could pull the German financial
economy down with it. The global imbalances, especially due to
the still high level of the US trade deficit and the trade surpluses
of Asian countries, have not yet been significantly resolved and
they bring with them the danger that sudden adjustments could
shake the financial markets even more. The tense situation on
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Market indicators clearly show
tensions on the credit markets.
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the financial markets as a result of the turbulence on the credit
markets will probably continue to test all the participants in the
financial markets, including both financial institutions and the
supervisory authorities, to the full in 2008.

Figure 7
Development of spreads in the corporate sector
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3 Banks

In particular from the second half of 2007, the market indicators
clearly show the tensions on the credit markets as a result of the
sub-prime crisis and also indicate an evident worsening of the
situation for the German banking sector as well. As a complement
to the mandatory reporting for regulatory purposes, market
indicators provide an up-to-date reflection — generally long before
the balance-sheet key figures - of sentiment among market
participants regarding the future development of a company, thus
providing valuable additional information for the regulators.

Up to the beginning of June, the stock index of the German banks
climbed by approx. 17%, primarily due to high revenues from

the volatile trading business. The index therefore climbed more
strongly than the European banking index and the stock index of
German insurers. Strong losses and/or uncertainties relating to
the sub-prime crisis interrupted this above-average performance,
because bank equities had to suffer severe setbacks because of
the heightened need for depreciation and the increased risks.
During the course of 207, the banking-industry index suffered
losses of about 9%, which is relatively severe in historical terms.
The insurance index ended 2007 in much better shape, although it
only repeated the level of the previous year after a similarly volatile
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performance. Only the DAX, which was strong on the international
level, closed with an appreciation of 22% at 8,067 points, which
was close to its all-time high of 8,151 points.

Figure 8
German financial-sector stock indices
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The credit default swap spreads (CDS spreads) of German banks
reached a historical low of under 10 basis points by the middle of
2007. In other words, in June 2007 a figure of less than €10,000
was sufficient to hedge debts of €10 million. This state of affairs
changed abruptly within a month at the beginning of the sub-prime
crisis; with CDS values at times reaching over 60 basis points, the
spreads climbed in some cases to between six and ten times their
previous lows. They therefore exceeded the CDS highs of the year
2004 by 50 to 100%. The CDS values of international competitors,
especially in the USA, climbed in some cases even more strongly
than the German ones. For example, it was necessary at times

to pay a risk mark-up of over 160 basis points for CDS of certain
American investment banks.
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Stabilisation of earnings situation.
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Figure 9
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
and 2006. In 2007, the rating agencies confirmed these estimates
from the previous years for most banks. Certain individual banks
were even able to improve their classification slightly. A small
number of ratings were downgraded, in particular because of losses
arising from special non-balance-sheet investment constructs
(conduits) as a result of the sub-prime crisis. Nevertheless,

a couple of exceptions aside and despite the progress made,
German banks still receive poorer ratings than their international
competitors.

Thanks largely to higher trading results and the improved state

of the economy as a whole, the aggregated earnings situation

of the German banking sector stabilised further in the first six
months of 2007. Nevertheless, there was a strong divergence
even during this period between rapidly improving institutions and
those that only improved slightly or even performed worse. As a
result of the volatile market environment and the sub-prime crisis
in the summer, the second half of the year saw severe earnings
fluctuations or even losses, especially in the major banks and the
Landesbanks. To cite an example: following a profit of over

€4 billion in the second quarter, the aggregated trading result of
the major banks in the third quarter was a loss of approx.

€400 million. Business volumes that increased again in 2007 hardly
generated higher interest earnings, and only partially resulted in
higher levels of net commission income.
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A growing volume of consumer credits supported higher interest
earnings at times in the private customer business. However,
depending on the competitive situation, these have either been
eroded again by lower margins, or were in any case vital within
the context of risk-oriented pricing due to the growth in consumer
insolvencies. In addition to strengthened offerings from direct
banks, the arrival of various foreign banks on the market also had
a sustained negative impact on margins and thus on the earnings
of domestic institutions.

Moreover, the flat yield curve caused the previously high earnings
for many credit institutions from maturity transformation to fall
further — especially in the case of savings banks and cooperative
banks (Genossenschaftsbanken). For instance, the difference
between the yields of one-year and ten-year German federal
securities stood at just 39 basis points at the end of 2007.
Moreover, one- to three-month interest rates increased unusually
rapidly in the second half of the year in the course of the liquidity
shortages. With customer deposits tending to be shorter term and
loan commitments longer term, this situation led to a considerable
drop in earnings.

In the case of German credit institutions, and of many of their
international competitors, the year 2007 showed that certain sub-
areas of risk measurement and/or control had been neglected when
opening up new sources of revenue. For example, some banks
appear to have relaxed their lending standards in the securitisation
of loans and advances due to the diversification of risk, without
simultaneously taking into account the new concentrations of risk
arising from the purchase of such products or from guarantees for
special-purpose companies.

Alongside the traditionally strong focus of the savings banks and
cooperative banks (Volksbanken) on retail business, the major
banks are also striving to expand their activities further
in this sector. One proof of this was the great interest
of the private banks in the sale of the Berliner
Landesbank, where ultimately the German Savings
Banks Association (DSGV) won out with the highest
bid. For foreign competitors, too, who continued
to force their way into the German market with
new financial products, the German retail market
appears to be attractive.

In terms of costs, the potential for savings is
increasingly small following years of restructuring.
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, it is hardly

possible to reduce the risk provision any further, because corporate

insolvencies have reached their lowest level for six years and
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higher defaults are forecast because of the sub-prime crisis and the
anticipated lower growth rates worldwide.

Change in number of insolvency cases

The number of corporate insolvencies tended to fall slightly again
in 2007. 29,160 companies failed — around 15% fewer than the
previous year. The insolvency frequency therefore fell to the level
of the year 2000, although the higher figures for the fourth quarter
give cause for concern that the trend may already have reversed.
The associated probable claims of creditors for 2007 fell by almost
19% to around €18.1 billion. Nevertheless, lower growth rates are
to be anticipated for the entire economy in 2008 due to the credit
crisis; they could ultimately also lead to higher insolvency figures
and so to a negative development for the banks.

Figure 10
Number of insolvencies
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In contrast to corporate insolvencies, the number of consumer
insolvencies continued to increase because of the growing debt

of private households. Alongside personal problems such as
unemployment and divorce, the constantly more concerted

selling of consumer credit is probably an additional factor in this
development. In 2007, there was a total of 105,238 consumer
insolvencies (+9% compared to the previous year), a new negative
record. The probable claims also climbed by 5% to the current
level of €6.2 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.

Figure 11
Volume of claims
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4 Insurers

The German insurance industry managed to further strengthen its
earnings strength, its capital base and so also its solvency during
the year under review. Nevertheless, the second half of the year
was characterised by uncertainties connected to the sub-prime
crisis. Thanks at least in part to the strict supervisory regulations
for investment activities, however, the risks from the sub-prime
crisis remained limited for German insurers. Various market
indicators underline this overall positive assessment of the sector
from a supervisory point of view.

Apart from a temporary downturn affecting the DAX in general
in March, the stock index of the insurance industry performed
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extremely positively up to just before the end of the second quarter,
but then collapsed at the start of the sub-prime crisis. Towards the
end of the year, the insurance index returned approximately to the
value at the start of the year.! During the course of the year, the
performance was therefore considerably worse than that of the
DAX, but far more favourable than the figures of the banking index.

The credit default swap spreads for insurers climbed slightly at first
from March onwards on the basis of historically low values, and then
extremely rapidly from mid-July as the sub-prime crisis took effect.
At times in August and November, the risk premiums reached levels
not seen since 2003. Towards the end of the year, the figures varied
between 35 and 55 basis points. In spite of this increase, German
insurers’ risk premiums were largely lower than those of their
international competitors during 2007. The market obviously views
the default risk of German insurers as advantageous by international
comparisons, even in a difficult financial-market environment. In the
final months of the year, which were marked by the financial crisis,
the market participants regarded German companies as no worse
than comparable international competitors, and in certain cases the
assessment was far better.

Figure 12
Credit default swap spreads of selected insurers
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t See Figure 8, German financial-sector stock indices.
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. Positive assessment by the
rating agencies.

. Earnings position of German
insurance undertakings remains
solid.

. Equity ratio hardly changed.

After the large number of downgrades in the years following
the capital market crisis at the beginning of the decade,
the financial strength ratings since 2004 point to
a positive change in the assessment of German
insurance companies by rating agencies. The trend
towards upgrades continued in 2007. Although
the total of upgrades was more modest than in
the previous year, they were not offset by any
downgrades. The ratings outlook for German
primary insurers and reinsurers is still mainly
stable or positive, with just a very low number of
low forecasts. The outlooks of the rating agencies for
the respective segments were also largely stable.

In 2006, the earnings position of German insurance
undertakings remained solid. The results of the life insurers
remained at the same level as the previous year, while the
property and casualty insurers improved their profitability slightly.
Compared to the costly damage events in the autumn of 2005,
2006 was a year with a tendentially below-average volume of
hurricanes. This had an extremely positive effect on the profits
recorded by the reinsurers. In terms of the sector average, the
reinsurers’ return on equity in 2006 was the second-best result in
the last decade (behind 2002). The year 2007 is likely to be less
favourable. This is primarily due to the damage caused by the
unusually persistent winter storm Kyrill, which struck large areas of
north-western Europe, and especially Germany, in January 2007.

Figure 13
Profitability of German insurance companies by sector
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In 2007, total capital investment by all German insurance
companies increased slightly by 3.3% to €1,288 billion over the
previous year. The largest investment block remains fixed-income
investments, that is, loans, Pfandbriefe, municipal bonds and other
bonds from credit institutions. The equity ratio of the primary
insurers stood at between 8.6% and 10.3% of the restricted
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assets, compared to 9% to 10.4% in the previous year. In the life
insurance sector, the equity ratio was between 8.3% and 9.9%, and
so was virtually identical to the previous year (from 8.3% to 9.7%).
Therefore, the risk arising from a sudden fall in share prices is still
relatively limited for these companies. A similar pattern can be
seen in the hedge-fund investments of German insurers, the rate
of which was significantly lower than the regulatory maximum level
of 5%. The total investment by German primary insurers in hedge
funds was around €4.2 billion at the end of 2007, which represents
about 0.4% of their total capital investments.

At the end of 2007, the yield from ten-year government bonds
stood at 4.46%, about 50 basis points higher than during the
previous year. This scenario had a positive effect on the earnings
of life insurers from new investment in fixed-income securities. The
interest level was even higher in the middle of the year, but then
fell back again in the course of the sub-prime crisis.

The business performance of the property and casualty insurers
was satisfactory overall in 2007, although the technical profit
remained behind that of the previous year. The premiums in

direct insurance business stagnated. This was partly due to

the developments in motor insurance, where the strong price
competition led to cuts in premiums. On the other hand, the claims
expenditure climbed, so that the ratio of claim costs increased by
about four percentage points to 93.0%. Although the reinsurers
were spared any major disasters in 2007, more small and medium-
scale natural disasters occurred than in any year since records
began in 1974. This led to a notable increase in the claims
expenditure compared to the previous year. Despite this high
claims expenditure, the rating agencies paid tribute to the sector's
efforts to improve its risk management techniques and confirmed
the stabilisation of its financial strength. The rating outlook for the
global industry remained stable.
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Table 1
Economy and financial sectors overview for Germany*)
Selected economic data Units 2001 2002 2003 2004 2005 2006 2007
GDP growth
Global economy % 2.4 3.0 4.1 5.3 4.8 5.4 4.9
USA % 0.8 1.6 2.5 3.9 3.2 2.9 2.2
Euro area % iz 0.9 0.8 2.1 i3 2.7 2.6
Germany % 1.2 0.1 -0.2 1.2 0.9 2.9 2.5
Company insolvencies number 32,278 37,579 39,320 39,213 36,843 34,137 29,160
DAX (end of 1987=1,000) & points 5,160 2,893 3,965 4,256 5,408 6,597 8,067
Interest rate money market rate 2 % .26 .32 .33 11 .19 3.73 4.69
Interest rate capital market * % 4.86 4.81 4.08 4.04 3.36 3.95 4.31
Exchange rate of the € 1€=..% 0.90 0.95 1.13 1.24 1.24 1.32 1.47
Gross sale of fixed income securities 4 € bn. 688 819 959 990 989 926 1,022
Credit institutions
Credit institutions 2 number 2,697 2,593 2,466 2,400 2,349 2,301 2,277
Branches number 54,089 50,868 47,244 45,467 47,333 40,332 39,838
Credit loans 2 © € bn. 2,236 2,241 2,242 2,224 2,227 2,242 2,289
Net interest margin 7 % 1.12 1.20 1.16 1.18 1.17 1.15
Commission income surplus € bn. 25.3 24.3 24.4 25.3 27.8 29.9
Operational costs € bn. 81.0 78.3 77.3 75.8 78.8 81.4
Risk provisioning € bn. 19.6 31.2 21.8 17.2 14.1 14.0
Cost-income ratio ® % 71.4 67.2 66.5 65.5 61.0 62.3
ROE 9 % 6.2 4.5 0.7 4.2 12.7 9.3
Solvency ratio 2 10 2 % 12.1 12.8 13.4 jlISHS] 13.1 jES] 12.5
Private banks
Credit loans 2 © € bn. 605 594 579 575 580 587 627
Net interest received 7 % 1.15 1n34 1.17 1.25 1.27 %33
Cost-income ratio ® % 80.4 74.2 74.0 73.5 59.7 66.0
ROE % 4.7 1.0 -6.2 -0.4 21.8 11.2
Solvency ratio @ 10 % 13.6 144 AR5, 13.7 12.7 13.7 11.8
Savings banks
Credit loans 2 © € bn. 563 572 577 573 574 576 578
Net interest received 7 % 2.28 2.38 2.40 2.35 2.29 2.19 2.03
Cost-income ratio ® % 69.9 66.5 66.4 64.9 65.8 63.1 65.4
ROE 2 % 9.2 8.2 10.9 9.7 10.5 9.2 7.5
Solvency ratio @ 10 % 10.8 11.2 11.5 12.1 12.6 1350 13.2
Credit unions
Credit loans 2 © € bn. 331 335 338 342 348 353 360
Net interest received 7 % 2.41 2.49 2.51 2.51 2.46 2.30 2.13
Cost-income ratio ® 2 % 76.7 73.1 69.6 68.7 69.9 64.4 76.3
ROE 9 % 7.5 9.7 10.6 10.3 13.9 10.9 7.9
Solvency ratio @ 10 % 11.1 11.0 11.7 12.1 12.2 12.2 13.1
Insurance companies
Life insurance companies
Hidden reserves in investment portfolio (IP) 11 € bn. 31.3 6.2 14.9 35.6 44.0 34.9 13.6
as % of IP book value % 5.5 1.1 2.4 5.5 6.5 5.0 2.0
Ratio of fund units in IP 12 % 22.5 23.0 23.3 22.0 23.3 23.4 23.8
Ratio of borrower’s notes and loans in IP 2 % 17.1 18.1 19.3 22.0 21.9 22.2
Net rate of return on IP 3 % 6.0 4.4 5.0 4.8 5.0 5.4
Net technical provision € bn. 476.4 502.8 520.6 536.2 551.2 566.5
as % of balance sheet totals % 83.7 83.8 79.4 78.8 78.1 77.3
Surplus € bn. 13.4 5.1 9.2 9.7 14.2 14.1
as % of gross premiums earned % 21.5 7.9 13.6 14.1 19.5 18.8
Eligible own funds (A+B+C) € bn. 44.2 39.8 42.3 43.9 49.1 54.6
Solvency margin 5 € bn. 22.2 23.3 24.0 24.8 25.9 26.8
Coverage of solvency margin 1© % 199.0 170.4 176.2 177.4 190.0 203.8
Return on net worth 17 % 7.0 3.4 5.7 5.8 9.7 OS]
Property and casualty insurance companies
Hidden reserves in IP € bn. 31.7 22.3 26.0 26.6 27.7 28.5 21.4
as % of IP book value % 31.4 21.3 23.8 22.6 22.2 21.4 16.4
Ratio of fund units in IP 2 % 25.3 27.0 27.3 26.5 29.7 30.9 32.0
Ratio of borrower’s notes and loans in IP 12 % 13.2 13.2 14.1 16.6 17.7 19.2
Net combined ratio ' % 100.2 103.2 94.7 92.2 92.6 90.6
Eligible own funds (A+B) € bn. 24.4 25.0 7.8 8.4 8.8 8.8
Solvency margin ' € bn. 7.1 7.4 7.8 8.4 8.8 8.8
Coverage of solvency margin 1© % 342.7 336.9 346.0 286.3 255.3 310.7
Return on net worth 17 % 8.9 2.8 4.2 3.0 4.5 4.6
Reinsurance companies
Hidden reserves in IP 11 € bn. 89.2 35.8 34.3 37.2 49.9 57.7 61.8
as % of book value % 54.2 18.5 15.6 17.2 22.0 26.4 30.0
Net combined ratio '® % 115.3 101.6 92.8 93.5 93.8 89.2
Gross technical provisions € bn. 122.3 130.6 135.8 140.8 154.4 143.1
as % of gross premium income % 278.6 244 264.4 298.5 340.0 330.3
Net profit for the year 1 € bn. 0.3 5.4 1.4 3.4 1.8 73
Available capital 29 € bn. 31.5 40.2 51.4 55.1 57.6 66.3
Return on net worth 7 % 1.0 13.3 2.7 6.1 3.1 11.0

Sources: BaFin, Deutsche Bundesbank, Eurostat, IMF

*)  Annual totals or averages, unless otherwise specified.
a Year-end level.
Year-on-year change in real GDP.
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).
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.14 form 2 RechVersV.
20) Total capital - unpaid capital contributions.

21) The cost-income ratio in 2007 totalled 76.3% in 2007 compared to 75.6% for the previous year due to the fiscal special items
in 2006 only in the partial operating result including the results from financial and commodity business.

22) Following the implementation of Basel II in the KWG, or rather in the SolvV, on 1 January 2007, the solvency reporting
system was also revised. The previouslr rty)orted solvency ratio is no longer calculated (pursuant to Principle I). However,
the institutions still obliged to report all indicators that represent the relationship between all underlying risk positions and
own funds. The average total indicators at individual institution level came to 12.5% as of 31 December 2007.
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1 International harmonisation

Figure 14
International institutions and committees?
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reasons for the sub-prime crisis.
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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. The abbreviation
CESR stands for Committee of European Securities
Regulators. CEBS is the acronym for Committee
of European Banking Supervisors. CEIOPS is the
shortened version of 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.

The Interim Working Committee on Financial Conglomerates
(IWCFC) is a new addition. The IWCFC is a committee of European
banking and insurance supervisors that was founded in 2006 and
is responsible for financial conglomerates. It is not a separate body
but rather a joint committee of CEBS and CEIOPS. CESR and the
European Central Bank are observers.

International bodies

The abbreviation IAIS stands for International Association of
Insurance Supervisors. The IAIS develops international principles
for exercising effective supervision of insurance companies and
verifies compliance with these principles at regular intervals.
I0SCO stands for International Organization of Securities
Commissions and it develops international supervisory standards
for supervising securities and derivatives markets.

1.1 Financial stability and market transparency
Financial stability

In the autumn, the Financial Stability Forum (FSF) focused its
work on the latest market turbulences as a result of the sub-
prime crisis. There were discussions as to what steps need to be
undertaken to strengthen financial stability. At the initiative of the
G7, the FSF decided to set up a new working group. This working
group prepared a report diagnosing the causes of the events

in the financial markets in the context of the sub-prime crisis,
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identifying hitherto existing weaknesses and addressing them to
the international standard setters (e.g. IAIS, IOSCO, BCBS, IASB).
Specific recommended actions to increase market discipline and
strengthen financial markets will also be provided in the report.

The FSF sees itself as a coordinating body that collaborates closely
with the initiatives of the other bodies. Accordingly, in creating

the report, the working group draws on the activities of other
international organizations (such as IOSCO, BCBS, Joint Forum) in
order to avoid duplication of work. It focussed on examining the
role of the rating agencies in the area of structured financing, on
risk management procedures of the institutes and on accounting
practices, particularly the valuation methods for structured
products. In addition, it dealt with core questions relating to
supervision after the start of the crisis. The final report was
published in April 2008 within the context of the G7 summit in
Washington and contains over 60 suggestions for strengthening the
global financial architecture.

European supervisory architecture

The review of the Lamfalussy process was on the European agenda
in 2007. The EU institutions commissioned the Inter-Institutional
Monitoring Group (IIMG), a group of high-level representatives

of the European financial sector, to review this four-level process
designed to make European financial market regulation faster

and better. The IIMG turned particular attention to the 3Level3
committees (3L3) CEBS, CEIOPS and CESR; these bodies are
responsible for advising the Commission in the enactment of
European financial market rules and for supporting the convergent
implementation of these rules in the individual Member States.

The IIMG's findings regarding the work of the Level 3 committees
(L3) were positive overall: the provision of advice to the
Commission by the L3 committees was particularly praised. The
European Commission and the Council endorsed the good overall
impression of the IIMG in their statements.

However, there was also some criticism and suggestions for
improvement: it was found that the decision making of the L3
committees was sometimes too cumbersome due to the principle
of consensus. CESR, CEBS and CEIOPS should therefore in the
future be increasingly able to make decisions based on qualified
majority. Furthermore, closer links are to be established between
the L3 committees and the European institutions. To this end, the
L3 committees will present the drafts of their work programmes to
the Commission, the Council and the European Parliament and will
report annually on their progress. Collaboration and information
exchange between state supervisors in the supervision of cross-
border banking and insurance groups is also to be intensified. In
this context, it will be examined whether the cooperation with other
supervisory authorities as well as the convergence of supervisory
practice will be included as objectives in the mandates of national
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supervisors. In addition, a common European supervisory

culture is to be promoted through joint training events and
employee exchanges. The discussion on the European supervisory
architecture will also be continued in 2008.

Financial conglomerates and group supervision

In 2007, the IWCFC, a joint committee of European banking

and insurance supervisors, continued its work on supervision in
accordance with the Financial Conglomerates Directive. The IWCFC
hopes to contribute to the uniform and full implementation of the
Directive in the Member States; the specifications of the Directive
are currently being used for the supervision of 68 European
financial conglomerates.

On behalf of the Commission, the IWCFC is examining the effects
of capital regulations on the supervision of financial conglomerates,
in which both banks and insurance companies are involved, and
whether it is useful to align the sectoral regulations. The basis

for the review is a 2006 report by the IWCFC on a comparison of
the capital components that can be used as capital resources in
banking and insurance supervisory legislation. This work is still
ongoing.

A joint CEBS and IWCFC group examined whether the supervision
of banking groups and financial conglomerates carried out in the
USA and Switzerland corresponds to the European supervisory
standard. If the standards are equivalent, an otherwise necessary
additional supervision of the banking group or of the financial
conglomerate by the Member States concerned could be dispensed
with. The Financial Conglomerates Directive provides for such a
possibility for groups whose parent company has its headquarters
outside of the European Community (in so-called third states). At
the beginning of 2008, the working group, in its recommendation
submitted to the Commission, concluded that the consolidated
banking and financial-conglomerate supervision of the Swiss and
US supervisory authorities largely corresponds to the European
standards. However, final statements for the US supervisory
authority will not be possible until the Basle II Accord has been
implemented.

The supervision of insurance groups is a major issue not only

at European level in view of the draft EU Solvency II framework
directive but also internationally. A working group in the IAIS is
formulating principles for the supervision of insurance groups.
The principles are to form a basis for internationally recognised
supervision at group level and to ensure that this supervision

is appropriate, uniform, consistent, efficient and effective. It is
intended that these principles will be adopted in 2008. The working
group wants to build further on this. According to the current
status of discussion, the IAIS principles for supervision at group
level make provisions for the following.
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The supervisory authority assesses whether there are sufficient
capital resources available; it assesses the technical suitability
and reliability of the board and of executive staff as well as the
reliability of holders of significant shareholdings. In addition,
the supervisory authority evaluates the establishment of an
appropriate risk management system and the internal control
system. The supervisory authorities must have the technical know-
how and the legal authority to exercise the group supervision.
Lastly, all legal requirements and agreements must be in place
to ensure an effective and efficient supervision through active
cooperation and information exchange between the supervisory
authorities involved.

There is no intention to reduce the significance of the supervision
of individual companies or to in any way replace the role of

the supervisor of individual companies. The IAIS principles

for supervision at group level should in fact complement the
supervision of individual companies.

Opportunities and risks of the insurance group

In many significant global insurance markets, the insurance
companies are often part of an insurance group. Belonging to an
insurance group can have both positive and negative effects on
the financial situation and the risk profile of an individual insurance
company. The insurers that are members of the group are often
closely integrated into the structures and processes of the group
with regard to company policy, corporate management and risk
management; the risk-bearing capacity of these companies can
then also benefit from group membership.

On the other hand, the risk of cross contamination between

the companies increases primarily due to interlocking capital
arrangements and group-internal business relations. Sufficient
capitalisation of the group overall and the technical suitability
and reliability of the responsible persons are therefore of decisive
importance for protecting the interests of the insurance holders
and for achieving financial stability.

Handling data

In 2007, the most important task of the MiFID markets group

at CESR was to create a functional database to improve market
transparency for the start date of MiFID. The database contains
information on all shares that are admitted to trading on a
regulated market in the European Economic Area.? On the one
hand, it helps market participants to recognise significant “liquid
shares” within the scope of the systematic internalisation in
accordance with MIFID. On the other hand, the database also allows
threshold values to be determined for an exception to pre-trade
transparency and for delayed post-trade transparency.

3 Available at www.mifiddatabase.cesr.eu.
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In the future, all data will be updated once yearly on April 1.
Continuous updates will be performed during the year with regard
to new issues and delistings. Other ad hoc changes can be made
if a change in relation to the shares or the issuers considerably
influences the calculations on an ongoing basis. CESR has
simultaneously set up a web service, which allows the data to

be accessed automatically via an XML feed. Lists of systematic
internalisers, regulated markets, multilateral trading systems and
central counterparties are available in the database. At the turn
of the year, the market was consulted regarding proposals for
additional functions to be included in the database and these were
implemented during the periodic change on April 1, 2008.

Since November 2007, MiFID requires the anonymous publication
of data on share transactions. In February 2007, CESR already
published guidelines and recommendations on the publication of
pre-trade and post-trade transparency data for shares and on the
consolidation of market data to make it easier to understand the
practical application of the level 2 Regulation Implementing the
MiIFID in this area. Parallel to this, BaFin entered into an intensive
dialogue with market participants at national level particularly in
order to clarify in good time questions relating to the practical
application of the new post-trade transparency in OTC trading.

In this way, it was ensured that the entry into force of the new
regulations was as smooth as possible.

On behalf of the European Commission, CESR examined whether
there is a need to extend the pre- and post-trade transparency
of MIFID to the bond market. In its July 2007 report - which
does not take the later sub-prime crisis into account - CESR
arrived at the conclusion, following extensive consultation with
the market participants, that there is no obvious market failure
in the transparency of the bond market and that professional
market participants in particular were satisfied with the market
environment. The review is based on specifications in MiFID,
whereby the need for an extension of the pre- and post-trade
transparency introduced for shares was to be investigated for other
financial instruments.

New rules on the reporting of transactions in securities and
derivatives entered into force on January 1, 2008. While up to
then all companies that are allowed to trade on a German stock
exchange had to submit their reports to BaFin, the strict country
of origin principle now applies. In order to ensure that other
supervisory authorities beyond the addressee of the report can
obtain access to the data in question, an EU Commission regulation
from September 2006 sets out which data must be exchanged
between the supervisory authorities and how the supervisory
authorities are to obtain information from one another. With
substantial support from the European supervisory authorities,
CESR achieved the technical requirements and the requirements
in respect of content for the defined data exchange. The exchange
system that was thereby developed for reported data started on
November 1, 2007. However, the transfer of derivative instruments
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is currently excluded from the exchange. The reason for the delay
in the data exchange for derivatives was the industry’s request to
use a different identification of these instruments compared to the
original specification. An alternative identification was therefore
worked out together with representatives of European associations,
the Federation of European Securities Exchanges (FESE) and
individual representatives of the industry. Although this solution
spares the stock exchanges and the industry from making extensive
changes in their systems, it calls for a considerable customisation
requirement on the part of the supervisory authorities and CESR.
This changeover will be implemented in the course of 2008.

In October 2007 and based on CESR proposals from the previous
year, the EU Commission issued a recommendation for an
electronic network of national storage mechanisms for capital
market information in accordance with the Transparency Directive.
On the one hand, the non legally binding recommendation
formulated minimum standards for the national storage systems,
which control the access to saved data and also data security.
On the other hand, the recommendation concerns the electronic
networking of national storage systems. CESR is therefore to
take on the task of developing an administration agreement for
the electronic network with the inclusion of the national storage
systems. By the end of September 2010, CESR is to draw up
guidelines for the further development of the electronic network.

CESR set up a new expert group in October 2007 as a reaction

to a consultation with the market participants on the necessity of
level 3 work on the Transparency Directive. As the Transparency
Directive is devised as a minimum harmonisation directive, the
Member States can go beyond the standards of the directive when
implementing it. In order to make the application easier, the expert
group is therefore to publish comparative information on the
implementation of important areas of the Transparency Directive

in the Member States; in addition, it is to find common solution
proposals for practical questions on the Transparency Directive
and its Implementing Directive. The expert group is also the
correct contact for questions by the Member States regarding the
Commission recommendation on the storage of capital market data
as well as on the setting up of a network of storage mechanisms.

The CESR members set up the Post-Trading Expert Group (PTEG)
in 2007. “Post-trading” means the steps that are necessary to
ensure the exchange of financial instruments for money is actually
carried out following the conclusion of a business transaction

on the stock exchange. The group is to serve as a platform with
the help of which the CESR members can exchange information
and knowledge in this area and discuss regulatory questions that
arise for individual projects. The Code of Conduct for Clearing

and Settlement is currently an important project in the post-
trading area. This is a commitment by the major organisations
and companies in the area of clearing and settlement to establish
cost transparency, interoperability and mutual access as well as
to unbundle services. A project of the European System of Central
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Banks is another important initiative in the post-trading area.

This project, with the participation of the PTEG, aims at creating

a standardised technical platform for the processing of securities
transactions in Europe (Target 2 Securities — T2S project). The
representatives of the industries affected by the projects are being
intensively involved in the dialogue; in 2007 two consultations were
held with association representatives. Work on the projects will be
continued in 2008.

Secondary markets

The IOSCO committee concerned with regulating secondary
markets is chaired by BaFin. In 2007, it prepared a report on
information requirements amongst the supervisory authorities for
supervisory purposes. The report concludes with recommendations
to the supervisory authorities on how the information can be
exchanged effectively and in real time. Information requests should
also be subject to a prior cost-benefit analysis. Furthermore, in
2007 the working group examined to what extent licensed traders
can provide their customers with direct electronic access to the
market. The resulting findings on the risks and benefits are to be
included in a report.

Consumer protection

The OECD Insurance Committee with the participation of German
bodies (BaFin, the Federal Ministry of Finance (BMF), consumer
protection organisations) produced a paper on the risks associated
with insurance products. In autumn 2007, the paper was submitted
for consultation to industry representatives, associations and other
stakeholders and will be published once it has been passed by the
OECD Council, which is expected to be in the first half of 2008. It
highlights in particular the importance of education, information
and dissemination of knowledge on the risks associated with
insurance products. Those taking out insurance should therefore
not only receive comprehensive and comprehensible advice from
participants in the insurance industry but the education work
should already start in schools and other educational institutions.
Making consumers aware should be part of an overall culture of
responsibility for the personal protection of the consumer.

Market abuse

In July 2007, following public consultation, CESR published the
second set of guidance and information as a practical guide and
interpretation aid to the Market Abuse Directive. This set of
guidance aims to provide market participants with guidelines on
the expectations of the supervisory authorities with regard to what
constitutes insider information - in particular the classification

of customer orders as insider information. It also describes how

to proceed in the event of a legitimate postponement of ad-hoc
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publications and the requirements with regard to insider lists for
multiple listings. The reaction of the market participants that were
consulted with regard to the degree of regulation was positive and
in some areas there was a desire for even more guidance. CESR
therefore took on further work on the Market Abuse Directive in
relation to, among other things, the code of practice for reporting
suspected abuse, the stabilisation rules and the differentiation
between the ways the term insider information is viewed in a
preventive and in a repressive context.

In November 2007, CESR provided the EU Commission with a list
of the market abuse sanctions that are available to the individual
jurisdictions in the EU. CESR published this list on its website to
create transparency regarding the sanction systems that are under
national law.

Prospectus legislation

The operational expert group on prospectuses that was set up by
CESR in January 2006 updated the catalogue of joint positions for
the uniform application of prospectus legislation that was published
for the first time in June 2006. The last time the catalogue was
updated in December 2007, a total of 56 joint positions had been
published up to then on questions frequently posed in relation to
the prospectus legislation. BaFin regularly exchanges information
bilaterally with other supervisory authorities in Europe on matters
related to prospectus legislation.

In June 2007, the CESR expert group published a report that deals
with the acceptance in practice of the Prospectus Directive and
the Prospectus Regulation two years after their implementation.
The report contains an analysis of the results of a market survey
that was conducted at the beginning of 2007. According to this
survey, the new prospectus legislation is essentially being received
positively by the market. In addition, the report outlines the
measures that, from CESR'’s point of view, are necessary to resolve
the problems described by the market participants in applying the
prospectus legislation. The market participants are in particular
critical of the notification procedure, which to date has not run
smoothly due the various administration practices on a national
level, and of national particularities in the interpretation of the EU
prospectus legislation.

Investment funds

At the initiative of the EU Commission, CESR revised the concept of the
simplified sales prospectus — which in the future is to be "Document
with important information”. CESR summarised the result of this work
in a recommendation to the EU Commission. The document should
highlight the essential information for the investment decision in a
simplified manner. In 2008, the EU Commission will test whether
private investors understand this information correctly.
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In March 2007, the EU Commission published initial proposals for
the revision of the UCITS Directive and held a public hearing on
this in April 2007. The proposals aim to simplify the cross-border
notification procedure, fund mergers and the pooling of assets.
Furthermore, it should then also be possible to invest funds
across borders in another Member State. On the basis of the
consultations, the EU Commission is creating a draft directive that
is to be brought to the Council in 2008.

Also in March, the EU Commission enacted the UCITS
Implementing Directive on the acquisition of financial instruments
for investment funds. The CESR guidelines on this, which were
published in March and July 2007, contain additional information on
uniform use by the supervisory authorities.

In November 2007, the IOSCO Technical Committee adopted
recommendations for the appropriate valuation of hedge fund
assets. The recommendations are intended to make an important
contribution to investor protection. They are aimed first and
foremost at the hedge funds themselves, which are largely
unregulated internationally, and they describe the techniques
that are to ensure control, supervision and independence in the
valuation process. The recommendations cover a broad spectrum
of hedge funds with regard to their size, organisational form

and supervisory environment. Particular attention is paid to the
implementation and regular checking of internal, written rules for
a consistent valuation procedure and coherent valuation concept.
However, aspects of accounting and technical questions on actual
valuation models are ignored.

Furthermore, IOSCO is planning international standards for the
supervision of funds of hedge funds. To this end, IOSCO firstly
sought the opinion of market participants on the procedure for
selecting the funds in which a fund of hedge funds is to invest
and on the duty of care of the fund manager. An inventory of the
supervisory frameworks of the Member States was also taken.
Further work will focus on the due diligence processes in the
selection of funds of hedge funds and on the liquidity of the funds
of hedge funds.

Private equity

With the participation of BaFin, an IOSCO working group examined
whether significant risks for the securities markets are emanating
from the markets for private equity. The background to this was
the increasing influence of private equity on the capital markets
taking into account the growing proportion of leveraged buyouts
(LBO), which also initially increased strongly in the first half of
2007. The outcome was that the working group advocated that

a survey be conducted on the complexity and degree of outside
financing of capital structures such as those used in LBO. In
addition, the working group recommends an analysis of the
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conflicts of interest that can occur among the parties during the
course of private equity transactions as well as an analysis of the
corresponding control mechanisms that can be applied to protect
investors.

1.2  Organisational requirements and rules of
conduct

Intermediaries

With its adoption of various recommendations and protocols at
level 3 of the Lamfalussy process, CESR laid the foundation for the
smooth practical functioning of the European passport scheme for
investment firms, as regulated by MiFID.

The recommendations of MIFID with regard to the EU passport
concern a series of practical questions on the cross-border
provision of financial services as well as on the establishment

and operation of EU branches. In this way, it was possible to
standardize and accelerate the notification procedure for the
issuing of the EU passport in accordance with MiFID. The paper
also brought clarity in respect of numerous open issues from areas
such as the registration of associated agents, the granting of cross-
border market access and the changeover of existing EU passports.

The protocol on notifications of the EU passport regulates in detail
the behaviour of the supervisory authorities in the issuing of the
European passport for investment firms. It also contains forms
that are used by all supervisory authorities in Europe. In this way,
the market participants encounter the same conditions throughout
Europe, a fact that reduces supervisory costs and promotes cross-
border competition.

The protocol on supervision via branches in accordance with MiFID
dramatically extends the current tools available for cross-border
supervisory cooperation. This was successful because according
to the new requirements of MIFID for investment firms throughout
Europe, only the organisational rules of the investment firm'’s
home country apply. However, in the case of codes of conduct,

the law of the host country applies to some extent in order to be
able to better accommodate investor protection. Home-country
and host-country supervisors therefore need to cooperate closely
in supervising using branches in order to jointly ensure the

most efficient supervision possible. Therefore, in addition to the
traditional information exchange, the framework protocol adopted
in October 2007 makes provisions for two new forms of cooperation
for securities supervision:

Home-country and host-country supervisors can thereby agree
a supervision from a single source. They coordinate their most
important regulatory measures between themselves in order to
achieve a sensible division of labour. In principle, each supervisory
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authority applies its own law. However, the degree of
harmonisation achieved with MiFID and a certain flexibility

- » inthe interpretation of national law largely save the

institutes from having to apply multiple bodies of rules
and regulations in parallel.

In addition, the supervisors can delegate individual
) sub-areas of the supervisory tasks to the home-
) country or host-country supervisor, depending
—_ = on the situation. As a consequence, tasks that,
for example, the home-country supervisor is
responsible for performing are in fact carried
out by the host-country supervisor. The latter
fundamentally applies its own law. However, in
individual cases, the authorities can also agree
otherwise in order to emphasize individual provisions
? of the law of the delegating authority. This is important
2 so that, for example, customers in the institute’s home
country benefit from supervision that is as uniform as
possible, irrespective of the location in which the actual
service is provided.

In May 2007, CESR published guidelines on best execution in
accordance with MIFID. The paper explains numerous issues that
needed clarification, including issues with regard to the quality
criteria for the execution, the obligations of companies, the
forwarding of customer orders to other companies for execution
(so called execution chains) as well as the monitoring of execution
principles. The requirements of MIiFID with regard to best execution
are designed to ensure that customer orders for the purchase or
sale of securities are executed at the trading centre, where the
best result for the customer is to be attained. The implementation
of these requirements demands a high level of investment from
the institutes. It was therefore a matter of concern to CESR

to establish legal certainty through guidelines at level 3 of the
Lamfalussy process.

CESR published recommendations on the subject of inducements
from and to investment firms. These recommendations provide
information on the interpretation of the relevant requirements
of the MIFID Implementing Directive and they explain these
using examples. In 2008, CESR will investigate whether there is
additional need for action, for example with regard to material
inducements and tie-in sales.

On the subject of obligations relating to record-keeping, CESR
published a list of minimum requirements for the institutes. This list
is intended to promote the Europe-wide convergence of the record-
keeping obligations of the institutes.

Record-keeping obligations are also a current topic at IOSCO.

The various record-keeping obligations applicable in the different
jurisdictions and the associated technological demands are currently
being reviewed. The final report on this is expected in 2008.
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In addition, at the initiative and under the patronage of

BaFin, IOSCO has, since the end of 2006, been examining the
various supervisory practices of the Member States regarding

the supervision of compliance with the rules of conduct for
intermediaries. The final report is to be prepared during the course
of 2008. Furthermore, a report on the handling of conflicts of
interest affecting intermediaries in relation to the issue of bonds
was completed at the end of 2007. Conflicts of interest 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. Following a public consultation, the report was
placed on the IOSCO website.

Corporate Governance

In the past few years, questions of corporate governance have
gained in significance in the further development of supervisory
standards. In reaction to the major financial scandals of the past
few years, particularly Enron, WorldCom and Parmalat, IOSCO
has also dedicated more of its resources to this issue. This applies
not only for governance problems in investment companies but
also for general questions of good corporate management. The
objective of these efforts is to uncover possible weaknesses in
corporate governance rules, as such weaknesses increase the risk
of fraudulent company collapses. As a first step in this direction,
I0SCO published a report in March 2007 on the independence

of the administrative bodies of companies listed on the stock
exchange. The paper, which was authored in close cooperation
with the OECD, presents a legal comparison of the rules on the
independence of members of supervisory bodies and values these
rules highly. In the medium term, this could have an effect on the
interpretation and further development of relevant OECD corporate
governance principles, which also give impetus to EU legislation

in corporate law. As a second step, IOSCO will conduct a similarly
broad study on the protection of minority shareholders.

The Corporate Governance Task Force, which was set up by the
IAIS in February 2007, successfully completed its work in October
2007 and presented its recommendations internally within the
IAIS. Its mandate included taking an inventory of the work on

the subject of corporate governance that already exists within

the IAIS and other institutions (such as the OECD, the Basel
Committee and CEIOPS) as well as presenting the main elements
of a comprehensive corporate governance framework, including
insurance-specific elements. BaFin, which was represented in the
task force, ensured that the German two-tier board system (board
of directors and supervisory board) will be given appropriate
consideration in the context of the future creation of a framework
for corporate governance, as proposals on corporate governance
that already exist internationally are largely geared towards a one-
tier system (board of directors).
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The work of the task force will be continued by the newly set up
Governance and Compliance Subcommittee. This subcommittee

is to develop a framework for corporate governance for the
insurance industry and insurance supervision as well as practical
support measures. In addition, the insurance core principles will be
examined with a view to corporate governance and an assessment
of industry practice is to be carried out with the support of the
World Bank.

1.3  Occupational pension schemes

In March 2008, CEIOPS approved a report on the implementation
of the Pension Fund Directive in the individual EU Member States as
well as in the EEA signatory states. The report is to be presented
to the EU Commission, which announced a revision of the Pension
Fund Directive for 2008, and is to be published on the CEIOPS
website. The objective is to promote common understanding and
supervisory convergence within the EU and the EEA. The report
focuses on capital investment, calculation and cover of technical
provisions, reporting obligations with respect to supervisory
authorities, duty of disclosure with respect to candidates for
benefits and benefit recipients, asset management and custody
of assets, protection schemes in the event of insolvency of the
employer, meaning of ring-fencing, use of subordinated loans and
cross-border activity of occupational pension schemes.

The report highlights the points of the Pension Fund Directive

that require clarification due to their varied interpretation or
implementation. This concerns in particular the definition of cross-
border activity as well as the calculation and cover of technical
provisions, use of subordinated loans, meaning of ring-fencing and
capital investment.

Also in March 2008, CEIOPS approved a report on the calculation
and cover of technical provisions and on various security
mechanisms for occupational pension schemes. The report

builds on the report on the implementation of the Pension Fund
Directive. The analysis of the security levels should lead to the
further development of the solvency rules for occupational pension
schemes. The report is therefore also to form the basis of a
consultation on solvency issues planned by the EU Commission in
the area of occupational pension schemes. CEIOPS published the
report in April 2008.

In a joint project with the involvement of BaFin, the OECD and
IOPS are drawing up international guidelines on supervisory
requirements for the approval of occupational pension schemes.
These guidelines, which are of relevance for Pensionskassen and
pension funds, are designed to create an internationally recognised
framework for a convergent approval procedure. In this way, the
working group wants to gain the trust of the market participants
and to also contribute to supervisory convergence. The guidelines
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are based on selected studies from countries such as Germany,
Ireland and South Korea as well as on IAIS guidelines that have
already been drawn up in respect of the approval of insurance
companies. IOPS has already adopted the guidelines.

In August 2007, IOPS published a report on the core elements of
a risk-based supervision of occupational pension schemes. The
report, in which BaFin was involved, was created in cooperation
with the World Bank. The report goes along with the general
trend towards risk-based supervision of insurers and financial
services institutions. In the report, IOPS uses selected studies
from different countries to describe the various experiences

and challenges of risk-based supervision. This was intended

to demonstrate risk-based supervision to other supervisory
authorities and to simplify its introduction. In order to define the
core elements of risk-based supervision, the report also went into
the various elements for a quantitative and qualitative analysis
of financial and operational risks for the various existing pension
systems.

1.4 Risk management and capital

Liquidity

At the start of 2007, that is to say still some time before the first
turbulences on the various financial markets started to emerge
around the globe, the Basel Committee and CEBS began analysing
various supervisory rules for liquidity in a concerted action. Both
bodies found a high degree of similarity in the aims, definitions and
components of effective liquidity management in the respective
liquidity regimes that were examined. However, as this area had up
to then remained untouched by the harmonisation of supervisory
legislation, a lot of differences were also identified: the individual
states organised their supervisory rules for liquidity in accordance
with national characteristics, in particular in relation to the role of
deposit protection systems and the central bank in its capacity as
lender of last resort. Accordingly, both bodies found differences

in the requirements for quantitative and qualitative liquidity risk
management in respect of the reporting of key figures and the
collateral accepted by the central banks. The more detailed the
description of the regime, the greater the differences in practice of
the countries.

The US sub-prime crisis caused a liquidity crisis in the international
banking sector. The task is therefore to provide answers to the
market turbulences that are still persisting. The Working Group

on Liquidity (WGL) of the Basel Committee (BCBS) is conducting

a liquidity risk management analysis of banks. An interim report
by the group was approved by the BCBS and published. According
to this report, both supervision of liquidity risks and liquidity risk
management in banks should be improved. To this end, the WGL
will revise the BCBS guidelines on liquidity management (Sound
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Practises for Managing Liquidity in Banking Organisations). One
area to which the WGL is likely to pay a lot of attention is the
liquidity risks arising from non-balance sheet special-purpose
entities.

Likewise, further interdisciplinary cause analyses are to be
conducted. Therefore, under the auspices of the FSF, the following
will be examined in considerably more depth for their systemic
significance: the effects of complex products, their valuation in the
trading and investment book and as non-balance sheet items, the
extension of stress testing to include events such as those from
2007 and the examination of liquidity management as part of the
overall risk management. The results of these analyses are still
outstanding.

The US sub-prime crisis also threw another light on Basel II:
under the new rules, non-balance sheet items, liquidity risks and
special products such as asset-backed commercial papers would
be particularly observed by banks' risk measurement and control
procedures. Nevertheless, the BCBS announced that it would also
adapt the Basel framework, if required. In addition, on a European
level, the EU Commission will incorporate the experiences from
the market turbulences in the revision of the Capital Requirements
Directive (CRD) planned for 2008.

Equity

Proposals from CEBS on the In March 2007, CEBS published a quantitative study on hybrid
ir:sctori'::;‘:t‘;’f hybrid core capital core capital instruments (i.e. those combining the characteristics
of equity capital and liabilities). This was the third CEBS
contribution to the examination of the definition of equity by the
EU Commission. The study represents an empirical snapshot of
the characteristics of hybrid core capital instruments, which were
recognised as supervisory equity capital in the EEA. To this

end, CEBS analysed data from a representative sample of
credit institutions from EEA countries from 2006 in which
these financial instruments can be recognised as equity
capital components.

In the view of the EU Commission, the study reveals
sometimes considerable differences between the
Member States in the recognition of hybrid capital as
core capital. Therefore, in April 2007, it called upon
CEBS to pursue greater harmonisation of supervisory
practices in view of the lack of an EU-wide regulation
in this area. In detail, CEBS is to develop general
principles to be taken into account by supervisory
authorities when assessing the recognisability of hybrid
capital instruments. The principles particularly concern
the three main features of hybrid capital instruments:
durability, loss participation and full decision-making authority
of the institute with regard to distributions. In addition, a proposal
is to be worked out for the harmonisation of the currently different
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upper limits for the assessment of innovative and non-innovative
financial instruments in core capital as well as for a possible
grandfather clause. The proposals drawn up by CEBS in this
regard were published in December 2007. Once the opinions of the
interested public have been taken into account, the paper will be
sent to the EU Commission. In the meantime, the EU Commission
has announced that it aims to make an amendment to the relevant
Directive so as to achieve greater convergence in this area, on the
basis of the proposals from CEBS.

Parallel to this, a BCBS working group is conducting a study on
the implementation of the Basel Accord of 1988 in the various
signatory states. The working group presented the result to the
BCBS in March 2008.

Commodity derivatives

CEBS and CESR are working on behalf of the EU Commission on
regulating the trading of commodity derivatives and other exotic
derivatives: two European directives, MiFID and the Capital
Requirements Directive (CRD), contain exemptions for trading

in these derivatives and these need to be examined. Due to the
exemptions, the trading transactions and traders in question have
to date been partially excluded from the scope of application of the
directives. In Germany, trading in derivatives primarily concerns
energy and CO2 certificates. CEBS concluded its work in October
2007 with a report that discusses the risks of commodity trading
and its systemic potential. CESR carried out an examination in

the individual EU Member States of the regulation of commodity
derivatives trading as well as of the rules of conduct applicable for
the market players. Moreover, it is a question of better realising the
freedom of energy traders (which as an institute do not require any
authorisation) to provide services throughout Europe.

CESR and CEBS received a joint assignment from the EU
Commission for 2008. The committees are to draw up specific
proposals for future regulations and these proposals are to build

on the reports of the two committees to date. With this joint
assignment, BaFin has reached its objective of dovetailing the work
of the two committees as closely as possible.

In parallel to the joint assignment with CEBS, CESR together with
the European Regulators’ Group for Electricity and Gas (ERGEG)
received an additional mandate from the EU Commission: CESR
and ERGEG are to deal with questions on the future regulation

of the documentation of transactions and on transparency in
electricity and gas trading. As an integrated supervisor, BaFin is
optimally positioned to take into consideration the cross references
of the joint CESR and CEBS working group.
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Large exposure regime

In December 2007, CEBS published a document on some technical
aspects of the revision of large-exposure rules. Following
consultation with the interested public, the paper will be sent to
the EU Commission in response to their consulting assignment of
January 2007. In November 2007, CEBS had already replied to the
EU Commission on some of the issues in the assignment. At the
request of the EU Commission, CEBS dealt very thoroughly with
the large exposure regime in its answers and explained, among
other things, the whole purpose of the regime, the effectiveness
and appropriateness of the limits, questions regarding the possible
taking into account of the credit quality and the calculation of the
credit values. In the further course of the work, the handling of
intergroup and interbank loans as well as “affiliated customers”
was discussed. Measures in the event of a breach of the limits and
the reporting system were also focussed on. Overall the CEBS
views the existence of counterparty default risk on the basis of
unforeseen events as a justification for the continuance of the
large exposure regime that has been in existence since the 1980s,
as these risks would not be covered by Basel II. The committee
advocates retaining the regulations as a limits-based “back-

stop” regime - although in an improved form. The improvements
could involve, among other things, the recognition of credit risk
minimisation techniques or the calculation of credit values for
which, under certain circumstances, methods of the European
Banking Directive, which was revised against the background of
Basel II, could be applied.

1.5 Rating agencies

Due to the turbulences in the international financial markets, the
work of the rating agencies has come under more scrutiny by
the public. In order to sell individual mortgage loans bundled in
the form of bond-like structured financial products to investors,
good ratings of the financial products by the rating agencies
were required. When the number of overdue receivables
increased starkly in mid-2007, particularly for sub-prime loans,
investors increasingly questioned the quality of the ratings

of structured financial products such as Residential Mortgage
Backed Securities (RMBS) or Collateralised Debt Obligations
(CDO). The doubt surrounding the quality of the ratings and
therefore also the integrity of the rating process contributed to
the international financial crisis known as the sub-prime crisis. In
the second half of the year under review, a CESR working group
therefore focussed its activities on the examination of the role
of rating agencies in structured financing. In September 2007,
EU Commissioner McCreevy extended and further specified

the European Commission’s mandate of May 2007. The quality
assurance processes of ratings awarded for structured financing
and the ongoing review of the transactions were in particular to be
examined in more detail. In May 2008, CESR will submit a report
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to the EU Commission with proposals for the further regulatory
treatment of rating agencies.

The CESR working group therefore surveyed both rating agencies
and market participants in the summer in order to gain an exact
picture of the situation. After they had evaluated the survey, CESR
met with the following international rating agencies: Moody’s
Investor Service, S&P Rating Service, Fitch Ratings and Dominion
Bond Rating Service. The objective of this meeting was to discuss
the findings of the survey. The meeting also addressed the
distortions in the market for structured financing that had arisen

in the meantime as a result of the US sub-prime crisis. The rating
agencies were given the opportunity to explain their involvement
in the structuring of financing, an involvement which had often
come under criticism from various sides. The agencies were, at

the same time, able to give their view on the background to the
distortions as well as suggest possible measures to strengthen
trust in the market. At the end of February 2008, the CESR working
group released the final report for consultation and will process the
results before finally submitting it to the Commission in May 2008.

As early as the start of 2007, the CESR working group on
rating agencies published its report on the examination of the
implementation of the IOSCO Code of Conduct by the rating
agencies. CESR found that, on the whole, the rating agencies
satisfactorily implemented the IOSCO Code of Conduct when
creating their own codes of conduct but it also found room for
improvement.

Rating agencies are also a current topic on an international

level. At the start of 2007, an IOSCO working group published

(for consultation) a report on the adaptation of the IOSCO code

of conduct to market conditions. This report covered both the
implementation of the IOSCO Code by the rating agencies and the
potential changes to the Code. However, due to the distortions on
the US financial market, the working group’s own findings were
themselves called into question and the examination process was
extended. A particular focus was then placed on examining the
internal controls of the rating agencies, the market’s understanding
of what the ratings mean and the lack of transparency for
structured products. In September 2007, the IOSCO working group
also met with the seven NRSRO-certified (Nationally Recognised
Statistical Rating Organisation) rating agencies and briefed itself
on their role in the structuring of products. I0SCo will prepare a
report with recommended actions to be submitted to the Technical
Committee of the FSF.
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2 Solvency Il

On July 10, 2007, the EU Commission published the draft of a
framework directive on Solvency I1.* The draft combines 13
existing insurance directives and sets out the fundamental
principles for the new supervisory system. It is expected that the
Council and Parliament will adopt the framework directive at the
start of 2009 and that it will be implemented in the Member States
by 2012.

In the draft, the EU Commission largely followed the proposals of
the Committee of European Insurance and Occupational Pensions
Supervisors (CEIOPS).

It is particularly where the Commission did not follow the
recommendations of CEIOPS that a need for discussion and
revision arose. There is therefore dispute as to how extensive the
powers of the group supervisor should be for cross-border groups.

Until now, group aspects were considered as only supplementary to
individual supervision. The draft framework directive fundamentally
changes this way of viewing things, as from now on, a single
supervisory authority is to be responsible for the supervision of
the group with regard to solvency, risk management and internal
controls. In this way, the group supervisor would finally be granted
decision rights that restrict national intervention rights.

Implementing measures

The directive will empower the EU Commission to enact certain
implementing measures. These are intended to define the
principles of the directive more precisely in order to achieve
greater harmonization and standardization of supervision in
Europe. The Commission therefore assigned CEIOPS the task of
drawing up proposals for the implementing measures in 2008 and
2009. The Commission wants to then enact the provisions by mid-
2010 - 18 months before the application of the new regulations.

The Commission is expecting proposals from CEIOPS in May

2008 for the design of the proportionality principle and the group
supervision so that it can start developing the implementing
measures. The focus in this task is on technical questions related to
capital allocation within groups and the handling of diversification
effects, cooperation between the supervisory authorities, design

of a group-wide risk management system as well as corresponding
publication obligations for capital allocation

In October 2009, CEIOPS will submit to the Commission detailed
plans on the valuation of assets and liabilities, on the calibration of

the solvency capital requirement (SCR) and of the minimum capital

4 www.ec.europa.eu/internal_market/insurance/solvency/index_de.htm.
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requirement (MCR) but will also submit plans on simplifications for
certain companies in the application of the proportionality principle.

CEIOPS will also submit reports on the use of company-specific
parameters in determining technical provisions, on the application
and approval process of internal models and partial models as well
as recommendations on the second and third pillars of Solvency
II. In this area, CEIOPS will give its opinion on the requirements
made of corporate management, on reporting to the supervisor
and on the use of capital add-ons. In doing so, it must take into
account the findings of the impact studies (QIS 3 and QIS 4) as
well as international developments in insurance supervision and
accounting.

In its members’ meeting of June 2007, CEIOPS decided to
rearrange the working groups to take account of the new tasks
- drawing up of proposals for the implementing measures and
instructions for the supervisory authorities.

The Financial Requirements Expert Group deals with Pillar 1
issues and QIS. The Internal Governance, Supervisory Review
and Reporting Expert Group focuses on the issues of Pillars 2
and 3. In addition, the Insurance Group Supervision Committee
is responsible for all group issues and the newly set up Internal
Models Expert Group is drawing up the requirements for internal
models for the company-specific calculation of the SCR.

Impact studies

Quantitative Impact Studies (QIS) play an important role
throughout the entire Solvency II project. CEIOPS uses these
studies to examine the impact of the Solvency II proposals on
insurers and whether the planned regulations are suitable for
implementation in practice.

In mid-2007, CEIOPS conducted the third quantitative impact
study (QIS) with regard to Solvency II. CEIOPS then submitted the
results to the Commission in November 2007.

While constructing the standard formula was the focus in QIS 2,
the purpose of QIS 3 was to fine-tune individual risk modules as
well as to collect initial findings on the application of the standard
formula at group level, on the application of internal models as well
as on the qualitative effects of operational risks. QIS 3 focussed
not only on the qualitative and quantitative effects on the insurance
industry as a whole, but also on special segments such as small
and medium-sized companies, groups, insurance associations and
national markets.

Approximately 1,000 insurers throughout Europe participated in
the study and 840 of these were small and medium-sized insurance
companies. The number of participating German insurers increased
compared to the second impact study and stood at 179 -
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an excellent participation level compared to the rest of Europe.

BaFin conducted the study for the German market. The test results
showed that the German insurance industry is well equipped for
Solvency II. On average, all sectors showed higher coverage ratios
compared to Solvency I.

The reason for this is that equity increased more strongly than
capital requirements according t