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Foreword

2009 will go down as one of the most memorable and
eventful years in the history of financial supervision -
but that is unfortunately no different from the
previous few years. 2009 was year one following
the insolvency of Lehman investment bank, a
dramatic breaking point for the international
financial markets. And worse still - 2009 was the
year in which the financial crisis became a global
economic crisis, and the “great recession” cast
its dark shadow over the world economy.

Hard times for financial supervisors, not least in
Germany. As for the banks - we were prepared for
the worst, in the hope of being pleasantly surprised. So
on balance, 2009 was a mixed bag. There was no major

banking crisis. The feared mass loan default never materialised
as there was only a moderate increase in the number of corporate
insolvencies. So a lot of banks actually enjoyed better annual
results, although for most, this involved assuming higher interest
rate risks or was due to valuation gains in their securities portfolios.
Nevertheless, a small number of major banks did encounter serious
financial distress; the government had to bail them out with
taxpayers' money. These spectacular cases clearly highlight the
structural problems of the German banking industry - for which no
solution is yet in sight.

What is the outlook for 2010? There are enough dangers still
lurking in the international financial system to turn the world upside
down - and worse still, in corners where hardly anybody would
expect major risks to be. Greece’s debt crisis has demonstrated
how quickly a seemingly stable situation can deteriorate
dangerously. There do not seem to be many safe havens left to
provide shelter from the storms over the international financial
markets.

This cannot be good news for conservative investors such as
German insurers. They may have survived the financial crisis thus
far without major damage - which is also thanks to the strict
German investment regulations that have often been criticised in
good times. However, the extremely low interest rates are
becoming an increasing challenge for life insurers, putting a great
strain on them in meeting their promised returns. They too must be
wishing for a return to normality as soon as possible. But there is
no sign of that yet.

We are all going to have to work hard for normality — and that
includes us, the regulators, as we are also on the front line. The
financial markets will only regain their previous functionality if a
new regulatory framework to curb excessive systemic risks is
introduced. 2008 and 2009 were the years of groundbreaking



political proclamations at the G20 summits. 2010 has to be the
year in which the promises are kept and sustainable rules adopted
for the international financial markets. A lot of essential questions
still have to be answered. We must not let the difficulty of providing
convincing answers to these questions lead us to avoid making
important decisions. We must not go on with life as if the crisis had
never happened. Whoever chooses not to act now — or worse still,
intends to prevent any action being taken - will be responsible for
the damage caused by the next crisis.

Bonn and Frankfurt am Main | April 2010

Jochen Sanio
President
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. New challenges facing bank and
insurance undertaking remuneration
systems.

I Introduction

Governments, central banks and supervisory
authorities around the world were still working
through the consequences of the financial crisis
in 2009, which began with the closure of the
Lehman Brothers investment bank in 2008.

The financial system seemed much more

stable at the end of 2009 than in the previous

year, but a lot of banks are still very

vulnerable and dependent on government

support measures for survival. In addition, the
world economy was in a severe recession at the
beginning of the reporting year. A strong and
swiftly introduced government impetus was able to
cushion the slump, but the economic upswing
remains fragile and we should be prepared for setbacks.
The news at the end of the year that the Greek budget deficit was
getting out of hand sent shockwaves through the financial markets
and brought country risk back into the limelight. The nervous
market reactions are an indication of how serious the consequences
for worldwide financial stability of a bankrupt country could be.

—
~

-

The G20 states have declared it their aim to close the gaps in the
worldwide regulatory system, improve the exchange of information
between supervisory bodies and establish new rules, such as for
banks’ capital base. They formulated key parameters for this
purpose at the world finance summits in London, Pittsburgh und St.
Andrews last year. The former Financial Stability Forum (FSF) now
upgraded to Financial Stability Board (FSB) is accompanying the
implementation of these new standards; BaFin, the Federal Ministry
of Finance and the Bundesbank are actively involved in this process
for Germany.

Numerous regulatory corrections - some fundamental - were made
during the year under review in the light of the financial crisis. For
example, BaFin formulated new requirements for the remuneration
systems of banks and insurance undertakings in two circulars at the
end of 2009. The new rules for remuneration systems are based on
the principles developed by the FSB at the request of the G20. The
German legislature will set these rules down in regulations during
the course of this year. Another new rule states that rating agencies
active in Europe must be registered in order to continue providing
ratings for regulatory purposes. This is provided by an EU
regulation which came into force last December. The work of rating
agencies is viewed as a contributing factor to the financial crisis.
Registered agencies are subject to strict rules governing conduct
and organisation; the respective national supervisory authorities
are responsible for registration and supervision.

At an international level, the consensus is largely that bank risk
management must be improved and risk buffers strengthened in
order to increase the resilience of the financial system as a whole.
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. Basel Committee revises capital
requirements.

. BaFin assesses achievability of
interest rate guarantees by life
insurers.

Legislature reinforces investor
protection.

One way of achieving this is through stricter quantitative and
qualitative capital and liquidity requirements. BaFin included the
extended international provisions for risk management in the
amendment to its Minimum Requirements for Risk Management for
banks (Mindestanforderungen an das Risikomanagement — MaRisk)
published last summer, which also contains experience from its own
supervisory and assessment practice.

As recommended by the G20, the Basel Committee for Banking
Supervision is working to raise the quality of the capital base,
particularly tier 1 capital, and to simplify the definition of capital. It
is currently conducting an impact study, the results of which will be
considered in the formulation of the final version of the regulations
scheduled for the end of this year. The Basel approach initially
planned to permit common equity at public limited companies to
comprise only subscribed capital and disclosed reserves. However,
the German representatives in the Basel Committee succeeded in
ensuring that allowances are made for the special requirements of
non-public limited companies, such as cooperative banks or savings
banks. This means that the respective capital contributions of silent
partners in partnerships continue to be counted as common equity.

At the peak of the crisis in September 2008, BaFin prohibited naked
short sales for eleven financial stocks (covered short sales were not
included). The ban was lifted at the end of January 2010; however,
it prompted a transparency obligation for net short-selling positions
in ten selected financial stocks in March 2010.

There was no end in sight for the low interest phase in the
reporting year. For this reason, BaFin collected data in the autumn
for the first time to specifically examine the long-term achievability
of the interest rate guarantees provided by life insurers. At the
moment, companies have to ensure an average annual return of
3.4%. BaFin’s forecast statements showed that the insurance sector
would be able to survive financially even if the pessimistic scenarios
materialised. BaFin's study has been the subject of much interest
among European supervisory authorities.

Investor protection improved a lot last year. The Act Revising the
Legal Relationship under Tranches of Debt Issues and Improvement
of Enforceability of Investor Claims in the event of False Advice
(Gesetz zur Neuregelung der Rechtsverhaltnisse bei
Schuldverschreibungen aus Gesamtemissionen und zur
verbesserten Durchsetzbarkeit von Anspriichen von Anlegern aus
Falschberatung) has been in force since August. It gives investors
two important advantages: Firstly, the three-year statutory period
of limitation for claiming damages due to false advice now applies
from the date on which the damage was recognised, not from the
contract conclusion date as was previously the case. The maximum
period of limitation is ten years from the time the false advice was
given. Secondly, as of 1 January 2010, investment services
enterprises are obliged to provide their clients with a written record
of any investment advice. The new documentation obligation is
designed to help reveal misunderstandings between advisor and
client and make it easier for investors to prove the content of their
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. EU resolves new financial
supervision system for Europe.

consultations in the event of dispute. BaFin is currently examining
the changes institutions are implementing in their business models
in reaction to the new regulations on recording investment advice.

BaFin is also examining how institutions are implementing these
investor protection rules in another case: Standards have been in
place since 2007 regarding all information made available by
investment service providers to their clients or prospective clients.
Since the statutory regulations came into force, BaFin has been
closely observing whether and how institutions have been following
them, and has identified those regulations which are generally not
applied correctly. In its official interpretation of February 2010,
BaFin provides institutions with an interpretation guideline to help
them implement the statutory regulations in as uniform a manner
as possible.

The EU resolved in September last year to restructure financial
supervision in Europe. The amendments are due to be implemented
at the beginning of 2011. In accordance with the first regulation
drafts from Brussels for a new European supervisory architecture,
supervision will in future be based on two cornerstones:
Macroprudential supervision by the European Systemic Risk Board
(ESRB), and microprudential supervision by the European System
of Financial Supervisors (ESFS). The ESFS will comprise three new
European Supervisory Authorities (ESAs) in addition to the national
supervisory authorities. These ESAs will be created by turning CEBS
into the European Banking Authority (EBA), CEIOPS into the
European Insurance and Occupational Pensions Authority (EIOPA)
and CESR into the European Securities and Markets Authority
(ESMA).
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II Economic environment

1 Enroute to more stability

. Meltdown of the financial <
system averted. —1 In the wake of the failure of the US investment bank
£ - Lehman Brothers in autumn 2008, the
; international financial system was on the brink

((T——— i of collapse. It was only thanks to the wide-

' \ scale implementation of emergency fiscal and
monetary policy measures that confidence
could be restored and that a systemic
meltdown with unforeseeable consequences
for economic activity and prosperity could be
avoided. Although the global economy slipped

into a deep recession at the beginning of 2009,

the speed and decisiveness with which

governments responded helped both cushion the
fall and reduce its impact. Indeed, the economy
recovered noticeably in early summer. At the same time,

investors began to regain their appetite for risk. Premiums for
high-risk assets fell to such an extent that, for certain asset
classes, they reached levels as low as those seen prior to the onset
of the financial crisis.

The clean-up operation began in earnest once the rescue packages
that were hurriedly put together took effect. The financial industry
endeavoured to clean up its balance sheets, to reduce risks
incurred to a manageable level and to raise capital in order to
compensate for accrued losses. In many instances, institutions
were dependent on state support. Moreover, an improvement in the
earnings situation has been spurred on by key factors such as the
low cost of refinancing due to an expansive monetary policy, and
the fact that the situation on the financial market has improved. In
particular, the large investment banks profited from the favourable
conditions and the considerable need of companies, financial
institutions and governments to raise capital, thus compensating in
many cases for the write-downs of toxic securities, which remained
high. At the end of 2009, the financial system was considerably
more stable than was the case a year before, when the overall risk-
bearing capacity of institutions was nowhere near a comfortable

level.
‘ The international financial system on In view of this situation, the early support provided by governments
government life support. had to be kept in place throughout the entire year. Governments

around the world provided badly hit financial institutions with
comprehensive guarantees for non-performing securities and
recapitalisation funds. Although a number of international banks,
which had already returned to profit, were able to acquire capital
from private sources to repay state capital injections and free
themselves from the clutches of state control in the second half of
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Country risk returned to the
spotlight at the end of 2009.

the year, many institutions would still not be able to survive on
their own without state support. As a result, the financial system is
still fragile and susceptible to further setbacks.

The scope of economic stimulus packages and support provided to
the financial industry stretched government budgets in many parts
of the world to breaking point. Sovereign debt rose sharply and, in
a number of extreme cases, sowed doubt on capital markets about
the long-term solvency of the states concerned. The announcement
of a Dubai state holding company that it would suspend debt
payments, coupled with the ballooning budget deficit in Greece,
sent brief shock waves throughout the financial markets at the end
of 2009. In view of the events, the issue of country risk returned to
the spotlight. The sensitive and nervous way in which the market
reacted underlines just how serious an impact a possible sovereign
default could have on international financial stability.

Country risks in Central and (South-)Eastern Europe

Following the support measures implemented by many
governments to stabilise the economy, country risk around the
globe rose considerably in 2009 in view of the swollen level of
sovereign debt. Moreover, emerging markets were further affected
by the associated outflow of foreign capital. In Europe, not just
emerging markets in Eastern Europe found themselves in a
precarious situation in terms of liquidity, but also EU member states
such as Latvia and Hungary, and euro zone members such as
Greece. The International Monetary Fund (IMF) had to provide
credit lines in order to shore up the solvency of these states.
Similarly, the heavily indebted state holding company Dubai World
had to be rescued by its neighbouring emirate, Abu Dhabi, in 2009
with a multi-billion dollar loan. Dubai World had previously
requested a six-month suspension of payments to settle its debts,
triggering concerns on financial markets around the world of a
second financial crisis wave. Rating agencies responded to the
deteriorating liquidity situation of states by either downgrading
ratings or issuing negative outlooks (Greece, Portugal, and Spain).
Prime borrowers such as the USA and the UK were also told to
consolidate their state finances to avoid the risk of losing their
prized AAA rating.

German banks’ lending exposure to Central and (South-)Eastern
Europe has increased considerably over the past few years in view
of the estimated growth potential of countries in this region.
Countries which even before the financial crisis were suffering from
budget and current account deficits and which had a high level of
foreign currency debt were particularly affected by developments
on the financial markets and in the real economy. In October 2009,
the European Commission forecast a deficit quota of 12.2% for
Greece, for example, despite the fact that this was just 3.7% in
2007. In the same period of time, it is expected that Greece’s debt
quota will rise from 95.6% to 124.9%. In response to the
unacceptable state of Greece’s finances, the European Commission
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has imposed strict requirements to consolidate Greek finances. The
objective here is to reduce Greece’s budget deficit to 2.8% by
2012, returning it a level below the maximum of 3% as defined in
the EU Stability and Growth Pact. The following image illustrates
the development of risk premiums for Greece, Poland and Russia.

Figure 1
5-year CDS spreads for Greece, Poland and Russia
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After CDS spreads rose sharply at the end of 2008, risk premiums
dropped considerably towards the end of the first quarter in 2009.
This trend went in step with the stock market recovery and
illustrates the rising appetite for risk of market actors at this time.
The IMF support measures, the economic recovery and the return
of capital inflows in emerging markets were the main drivers behind
the positive trend in the following months. However, the situation
remained delicate, particularly in heavily indebted countries such as
Greece, a fact which is reflected in the recent steady rises of CDS
spreads. At the beginning of 2010, the 5-year CDS spread for
Greece was at times at a level of over 400 basis points. It is
interesting to note that, at the beginning of February 2010, the
Greek CDS spread curve was clearly inverse — premiums were
significantly higher to insure debt in the short term than was the
case for longer periods of time. This underlines the seriousness of
the situation in Greece as such trends are usually only observed in
the case of borrowers that are on the brink of insolvency. The
Greek government’s concession that its sovereign debt is
considerably higher than previously claimed is to be seen in this
context. In 2010, it is forecast that Greece will have to take on an
additional €50 billion of sovereign debt just to be able to service
existing debt and to plug its budget deficit for the current year. In
view of the deteriorating economic situation in Greece, the EU
placed the Greek budget under supervision at the beginning of
February 2010 and began infringement proceedings. Furthermore,
euro zone members announced that financial stability in the
monetary union would be safeguarded by a range of support
measures should Greece become insolvent.
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As many banks reported a strong increase in lending exposure to
Central and (South-)Eastern Europe and countries in this region are
suffering from an increasingly precarious liquidity situation, BaFin
surveyed German banks on their exposure to this region in 2009.

. Strategies needed for an orderly end In order to avoid placing too much strain on the confidence of the
to state support. financial markets, it is important for governments to begin setting
a credible course for consolidation and gradually reducing the
high level of debt. However, this also means that there
are only very limited funds available in most countries
to afford additional expenditure programmes and
support measures for the finance industry. Difficult
decisions must also be taken concerning monetary
policy. If central banks continue to pursue a very
loose monetary policy necessitated by the crisis for
too long, they risk either stoking inflation or
creating asset bubbles, which may be tantamount
to sowing the seeds for the next financial crisis. On
the other hand, tightening both fiscal and monetary
policy prematurely could provoke withdrawal
symptoms in financial institutions and severely test the
resilience of the financial system.

The global recession which hit hard at the beginning of 2009
. Recession increasingly impacts the weakened the financial position of companies and private

financial system. households. Economic activity fell at a speed and to an extent
which was unprecedented in post-war history, spreading throughout
regions simultaneously. Banks which were already suffering from
the effects of the financial crisis were hit additionally by
deteriorating credit quality, and they will face further problems in
connection with loans granted to corporate and private clients. In a
similar vein, insurers are also suffering from the rising level of
corporate insolvencies and unemployment. The results are lower
premium income, rising claims expenditure and higher cancellation
rates. However, the main effect of the economic slump on the
balance sheets of financial institutions will only begin to show once
the credit cycle has reached its low point. Experience from similar
economic phases in the past shows that this process is just
beginning and that credit quality will probably continue to
deteriorate over an extended period of time even though economic
activity has since begun to pick up noticeably again. However,
economic recovery remains fragile. A self-supporting recovery did
not take hold in 2009, meaning that setbacks to economic growth
must be expected.

The upcoming wave of refinancing is particular cause for concern.
. Follow-up financing drying up. Over the coming years, an increased amount of debt will mature,
which was issued under rather lax conditions during the boom years
before the crisis began and which will now require follow-up
financing. However, the value of collateral has, in many cases, been
eroded so heavily in the course of the financial crisis that
established credit clauses are being breached. Thus, banks are
requiring a higher level of equity or additional collateral from
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‘ Banks attempt to avoid distress
sales of commercial property.

‘ Regulatory lessons from the crisis
become clearer.

borrowers before the loan is extended. If borrowers are unable to
provide the required funds, they may face forced liquidation.

Financing commercial property is currently classified as particularly
crucial, although Germany, with its conservative financing structure
and only moderate overheating in several segments of the market,
is less affected than other countries that are more heavily centred
on the capital market with considerable securitisation activities,
which gave impetus to excessive lending because of their harmful
incentive mechanisms. In the majority of these countries, the
commercial real estate market had been the stage for the growth of
a significant asset bubble, which subsequently burst almost
everywhere during the financial crisis in 2008 and 2009. Banks are
still trying to avoid distress sales and to sit out this difficult
economic phase, otherwise they would be forced into realising
losses immediately, which would trigger a vicious cycle of falling
property prices and rising loan defaults as a result of the extra
supply of property coming on to the market. It is, however, doubtful
if it is possible to sustain this strategy of sitting tight and looking
forward to better times.

Pursuant to the political requirements set out by the G20 states,
the responses of supervisors to the financial crisis are being
coordinated internationally under the auspices of the Financial
Stability Board (FSB). After a number of initial difficulties, the
shape of regulatory and supervisory reform emerged with
increasing clarity during 2009. The primary objective is to make the
financial system more stable, to plug regulatory loopholes and to
develop further international cooperation between supervisory
authorities. All financial markets, financial products and market
actors are to be supervised and regulated. Much has already been
started. Examples of particularly successful measures include
setting up of cross-border supervisory colleges for large, cross-
border financial institutions, defining the rules for remuneration
systems, supervising rating agencies and making it mandatory to
use central counterparties when trading in over-the-counter
derivatives.

At an international level, the consensus is largely that bank risk
management must be improved and risk buffers strengthened in
order to increase the resilience of the financial system as a whole.
Stronger quantitative and qualitative capital and liquidity
requirements are essential to limiting excessive leverage and risk
taking, as well as guaranteeing the solvency of the financial
institutions at all times. Considerable progress was also made here
in the regulation process in 2009. However, there are still a number
of specific questions that have to be addressed. The supervisory
authorities are faced with a big challenge. One the one hand,
regulation must be tight enough to prevent future financial crises;
on the other, there is the risk that, in light of the instability of
current market conditions, excessive regulation will trigger a credit
crunch which, in turn, will have a negative impact on the recovery
of the financial system and the economy. As a consequence, it is
absolutely vital to be prudent and carefully consider the advantages
and disadvantages of any intended regulatory amendments.
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The Financial Crisis: A summary of the key events in 2009

January

Commerzbank is partly nationalised. SoFFin, the German
government'’s rescue fund, buys a stake of 25% plus one share for
€1.8 billion and provides another €8.2 billion in the form of a silent
participation (stille Einlage).

Several major international banks, including Deutsche Bank,
report losses totalling billions of euros in the fourth quarter of 2008.

DZ-Bank is forced to raise fresh capital in order to cover losses.

Bank of America must be bailed out once again, receiving $20
billion from the US government and guarantees for bad securities to
the amount of $118 billion.

The German federal government agrees on a second economic
stimulus package for 2009 and 2010 to the tune of €50 billion.

The British government announces a second comprehensive
banking bail-out in order to jump-start the issuing of credit.

February

The states of Hamburg and Schleswig-Holstein inject €3 billion of
fresh capital into HSH Nordbank and provide guarantees to the
tune of €10 billion.

US Treasury Secretary Timothy Geithner presents the key aspects
of a package worth $1.5 billion to stabilise the financial system
(Private-Public Investment Program).

Following protracted political debate, US President Barack Obama
signs the bill for an economic stimulus plan worth almost $790
billion.

March

SoFFin provides HSH Nordbank with guarantees to the amount of
€30 billion.

The Federal Reserve announces plans to buy up to $300 billion in
US Treasury bonds and to boost its purchase of non-performing
mortgage securities by $750 billion.

Following a catastrophic final quarter, the struggling US insurer AIG
records losses reaching almost $100 billion in 2008.

April

An action plan to thwart the financial crisis is agreed on at the G20
summit in London. The centrepiece of this plan is to design a new
architecture for international finance.

German Finance Minister Peer Steinbriick presents plans to create a
bad bank, onto which German banks can offload their toxic
securities.

Several large US banks comfortably returned to profitability in the
first quarter of 2009, not least because of relaxed accounting rules.
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May
BaFin extends the ban on naked short selling.

The ECB strengthens the market for covered bank bonds by
implementing a purchase programme totalling €60 billion and
aggressively pursues an accommodative monetary policy. Following
the fourth interest rate cut this year, the key interest rate is just
1%.

Stress tests on the 19 largest US banks ordered by the
government reveal additional capital requirements for ten credit
institutions totalling $74.6 billion.

June

Following a takeover bid and capital increase, the state banking
rescue fund SoFFin holds a 90% stake in Hypo Real Estate.

The first major US banks begin to repay the billions of dollars of
state support.

July
SoFFin approves a further €7 billion in guarantees for IKB.
The Bundestag enacts the German Bad Bank Act.

Investment banking and securities trading drive profits for the
major international banks in the second quarter of 2009. In
contrast, Morgan Stanley and Wells Fargo suffer punishing
write-downs on their exposure to commercial real estate.

August

West LB is the first German credit institution to make plans to set
up a bad bank.

September

Further steps to tighten regulation of international financial markets
are agreed at the G20 summit in Pittsburgh.

Following examples in the USA, several banks in Europe release
themselves from state influence.

Ireland extends a comprehensive safety net beneath the five
largest banks in the country. The state will buy mortgages and
securities from these banks with a nominal value of €77 billion at a
discount of at least 30% until the middle of 2010.

October

Shareholders of Hypo Real Estate agree to fully nationalise the
bank at the AGM.

The private bank Sal. Oppenheim is taken over by Deutsche
Bank.

The US real estate financier Capmark goes bankrupt.



20

II Economic environment

Fannie Mae and Freddie Mac, the two US mortgage lenders
currently under conservatorship, require additional billion-dollar
capital injections.

The Dutch financial services group ING announces plans to split up.

November

Following negotiations between the federal government and
WestLB owners on how to share the burden, the path is clear to
set up a bad bank under the auspices of SoFFin.

The key US SME finance company CIT files for Chapter 11
bankruptcy protection.

The British government announces a second bailout for the partly
nationalised banks Royal Bank of Scotland and Lloyds Banking
Group.

The emirate of Dubai announces the suspension of debt payments
by the holding company Dubai World, sending shock waves
throughout international financial markets.

December

EU finance ministers agree on a new framework for European
financial markets. The committees responsible for supervising
banks, insurers and securities - CEBS, CEIOPS and CESR - are to
be upgraded and given the status of EU authorities.

The price of gold surpasses $1,200 per troy ounce, an all-time
high.

A downgrade of Greece’s credit rating puts strain on financial
markets.

The Austrian BayernLB subsidiary Hypo Group Alpe Adria is
nationalised.

The last remaining US banks still reliant on government support,
Bank of America, Citigroup and Wells Fargo, announce their
intention to repay this support promptly.

BaFin publishes a circular on the requirements for remuneration
systems.
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. Recovery in a tense environment
with uncertain prospects.

. Stock markets plumb new depths in
March.

2 Financial Markets

After the financial crisis spread to the real economy at the end of
2008, uncertainty and risk aversion of financial market actors
overshadowed the first quarter of 2009. It was only in the second
quarter that the effects of measures implemented by governments
and central banks throughout both industrialised and emerging
markets began to take hold. The interbank market began to thaw
and the medium-term outlook for economic growth improved,
leading to a rise in the relevant business climate indicators and
blowing wind into the sails of stock markets. Although it was not
possible for government stimulus plans to prevent an economic
slump in 2009, leading economic research institutes repeatedly
revised their forecasts upwards for gross domestic product growth
in the course of 2009. Overall, financial markets have recovered
considerably but are still filled with uncertainty given the still-fragile
nature of long-term economic growth prospects. In particular,
delayed effects could still cause disruption in financial markets.

While the dramatic events of the previous year continued to put
pressure on the stock markets until the end of the first quarter and
the MSCI World Index fell to its lowest level since September 1995
with 688 points, an improved outlook for economic growth in the
following two quarters resulted in significant gains on the stock
markets. The positive outlook was encouraged especially by
government economic stimulus plans being implemented around
the globe, which above all involved supporting the automobile and
construction industries. Many governments also introduced direct
tax breaks in order to stimulate demand in private households.
Additionally, the lower cost of raw materials also had a positive
effect. Overall, at the end of the year the MSCI World Index has
risen by 27% over its level at the start of the year. The Dow Jones
Index grew by 18.8% in a year-on-year comparison.

Figure 2
Stock markets in comparison 2009
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‘ DAX performs positively throughout
the year.

. Steepening yield curve.

. Monetary policy: unconventional
strategies.

Over the course of the year, the DAX virtually mirrored the
development of the S&P 500 Index. Although at the beginning of
March it fell to its lowest level since September 2004 with 3,666
points, it made significant gains in the last three quarters of the
year. In contrast to this, the Nikkei, which is largely comprised of
export companies, slumped significantly in the fourth quarter as the
US dollar weakened against the Japanese yen. This means that the
Nikkei underperformed the DAX over the year.

The yield curve, which shifted downwards considerably in the
previous year and steepened, became particularly steep in 2009.
While maturities extending beyond five years were subject to
relatively few changes, the curve for shorter maturities was
significantly impacted by the monetary policy of central banks,
which had successively cut their key interest rates and drastically
increased liquidity. The increased attractiveness of higher yield
securities due to the lower risk perception of market participants
and high volume of newly issued government bonds led to
moderate rises in interest rates at the upper end of the yield curve.

Figure 3
Yield curve for the German bond market*
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While monetary policies being pursued by central banks in the
preceding year were largely marked by rate cuts, a range of
unconventional measures were implemented in 2009. Once large
central banks such as the Federal Reserve, the Bank of England or
the Bank of Japan had fully exhausted the potential to cut key
interest rates, they began to support specific markets by buying up
securities such as government bonds or commercial papers. The
European System of Central Banks also launched a programme to
purchase covered bonds, reaching a volume of almost €30 billion at
the end of 2009 and enabling expenses of a total of €60 billion by
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. Yields of long-term government
bonds stabilised in the course of the
year.

. Spreads of European corporate
bonds improve considerably.

30 June 2010. Not only did the measures stimulate the securities
markets, but they also had a significant impact on liquidity and
refinancing potential in the banking sector. The large central banks
also granted each other swap lines, which enable a central bank to
borrow liquidity in a foreign currency from another central bank
quickly and easily. This helped to safeguard the supply of foreign
currency loans to credit institutions.

Having fallen sharply at the end of the preceding year, ten-year
government bond yields stabilised once again above 3% during
2009. Yields of US Treasuries and German government bonds
trended in a similar fashion during the second half of the year.
Growth in yields was primarily fuelled by higher inflation
expectations and the lower tendency of investors to seek safe
havens.

Figure 4
US and German capital market rates in comparison
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Overall, risk premiums once again fell noticeably on the financial
markets. For instance, risk premiums in the European corporate
sector, which had risen sharply due to poor economic growth
forecasts, fell equally sharply in the last three quarters of 2009. As
a result, credit spreads of corporate bonds with an AAA rating, for
example, were comfortably back below 100 basis points at the end
of the year. This was primarily due to the fact that business
confidence picked up. Furthermore, yields of government bonds
serving as a basis for comparison increased. Increased M&A activity
was also testimony to lower risk perception among investors.
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‘ US dollar weakens.

Figure 5
Corporate spreads
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After having gained significantly in value at the end of 2008 in
fulfilling its traditional role as a crisis currency, the US dollar lost
much of this ground in 2009. Reasons for this include the lower key
interest rate compared to the euro zone and the fact that investors
consider risk to be higher due to the US government deficit. In
addition, the dollar weakness was fuelled by speculative carry
trades with investors borrowing low-yielding currencies to invest in
high-yielding currencies.

Figure 6
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. Mixed picture in the aftermath of the
financial crisis.

. Bank shares boost the DAX.

3 Banks

The banking sector continued to feel the effect of the subprime
crisis and the resulting global financial and economic crisis. In
contrast to the preceding year, there was a more significant gap
between the winners and losers of the crisis. Winners were
primarily banks that had been able to limit losses thanks to
comparatively good risk management during the crisis and were
therefore best placed to profit from the recovery in the majority of
asset classes from the second quarter of 2009. This effect was
amplified to a certain extent by the disappearance of a number of
key competitors from the market. By the same token, classic retail
banks benefited thanks to an increase in their business volume due
to the increased risk aversion of their clients. These banks
simultaneously generated additional income from maturity
transformation thanks to the steep yield curve. In contrast, the
situation worsened for a number of banks that were already forced
to avail themselves of government bail-out in 2008 or at the
beginning of 2009 due to heavy write-downs on securitisation
structures. They were only able to profit to a limited extent from
the market recovery in 2009.

In 2009, the situation on the stock market was the complete
reverse of the preceding year. While bank shares (-70%) were a
drag on performance of the DAX (-38%) in 2008, the sector index
of German banks recovered markedly in 2009 with a rise of almost
70%, helping the DAX on its way to an annual growth of
approximately 29%. The sector index of German insurers trended
in step with the DAX.

Figure 7
Share indices for the German financial sector
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‘ Volatile CDS spreads.

In the first quarter, the DAX fell considerably on the back of as yet
undefinable risks from the global financial and economic crisis,
reaching a low of 3,589 points on 9 March 2009 (intraday). Its
fortunes then changed as it trended almost consistently upwards to
reach 5,957 points at the end of the year. In addition to positive
expectations and subsequent favourable economic data,
intervention by governments and central banks helped to stabilise
the stock market. Bank shares profited to a greater degree than the
rest of the market as confidence in the German banking sector was
restored, coupled with significant earnings growth thanks to
favourable refinancing conditions and high earnings contributions
from investment banking. However, the share price rally in the
banking sector must be taken in context, having experienced a
greater downward trend in 2008 compared to the rest of the
market. Although further economic decline could be prevented and
stability in the financial system partly restored, the situation at the
end of the year is still marked by an air of fragility.

The continuing uncertainty hanging in the air in financial markets is
reflected in the volatile premiums of credit default swaps.! After
having risen from an all-time low of below ten basis points to 60
basis points in 2007, CDS spreads of key German banks fluctuated
between 60 and 160 basis points in both 2008 and 2009. CDS
spreads then trended downwards from the second quarter of 2009.
This reflected both increasingly favourable expectations for
economic growth and the effect of government bail-outs. In
contrast to this, CDS spreads for several Landesbanks improved to
a much lesser extent than those of competitors in the course of the
year. It is interesting to note how sensitively CDS spreads reacted
to a renewed increase in risk. This meant that uncertainty
associated with the somewhat regionally concentrated debt crisis in
Dubai at the end of the year entailed significant spread rises of
almost 20 basis points. CDS premiums for key international
competitors followed a similar course, with the majority falling
below 100 basis points by the end of 2009. However, CDS spreads
for UBS and a number of US financial institutions were trading at
over 300 basis points at the end of March at the height of gloomy
expectations of economic growth.

1 CDS spreads are OTC market prices to assume the risk of default on a loan by a
company (only the risk is traded and not the entire loan.) They are traditionally
quoted in basis points. A premium of 120 basis points means that for a contract in
the amount of €100 million, a premium of €1.2 million per year is to be paid (1.2%
of €100 million). The greater the risk, the higher the premium.
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‘ A thawing interbank market.

Figure 8
Credit default swap spreads for major German banks
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While the interbank market virtually dried up at the end of 2008,
the decisive action taken by central banks in 2009 led to a
significant recovery in the supply of liquidity. Central money market
indicators such as the O/N lending rate or the three-month LIBOR
money market rate have fallen considerably from record levels seen
in the fourth quarter of 2008 and are now at a level of 0.25% and
0.7% respectively (euro money market rates). This trend is
highlighted in the following chart of LIBOR-OIS spreads?.

Figure 9
Interbank market indicators — 3M LIBOR-OIS spreads
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2 The LIBOR-OIS spread is the difference between the ‘London Interbank Offered Rate’
and the ‘Overnight Indexed Swap Rate’. Given the fact that the margin in basis
points represents the risk premium to paid on the difference between the three-
month LIBOR and the three-month revolving overnight index swap rate, the spread
between the two rates is considered to be a measure of the health of the banking
system.
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In light of the improved financing conditions on the money market,
the European Central Bank announced plans to partially phase out
liquidity support measures in the course of 2009. At the end of
year, however, expectations remained that the ECB would not yet
increase its key interest rate as the situation on the interbank
market may well have stabilised but remains fragile.

‘ Reduction in measures to tighten On the back of gloomy prospects for economic growth and debtors
lending standards. in financial difficulties, European banks further tightened lending

standards for corporate clients in the course of 2009 albeit with
considerably less vigour, according to the Bank Lending Survey
carried out by the European Central Bank (as at: January 2010). In
contrast to the expectations of European credit institutions, a
balanced survey value is expected in Germany for the first quarter
of 2010. The improved liquidity situation and increasingly
accommodating financing conditions accorded by banks on the
money and capital markets are the first signs of a possible
loosening of lending standards in the future. Credit margins for
companies in the euro area continued to rise at a slowing pace in
step with lending standards. A higher number of banks in Germany
increased the credit margin for average loans compared to the euro
area. An identical trend could also be observed for riskier loans in
the third quarter of 2009. German credit institutions rolled back the
credit margin increases to a significant extent in the fourth quarter
of 2009. German survey values are now in line with the European
average. Corporate borrowing demand in Germany continued to
rise while borrowing demand in the euro area saw a generally
negative yet weakening trend. The rise in demand for loans in
Germany is primarily due to demand by small and medium-sized
companies brought on by market share gains. Additional driving
factors include debt restructuring and the tighter lending standards
of other banks.

@ Further consolidation in banks There will be further takeovers in the German banking sector over

expected.

the medium term, in spite of the associated risks. The takeover of

Dresdner Bank by Commerzbank in 2009 was of particular

significance. The financial crisis enabled relatively strong market
players to take over weakened competitors, provided their capital

base permitted this. The most important example of this

in Germany was the takeover of Sal. Oppenheim by

Deutsche Bank. Potential losses in the lending
business are likely to spur takeovers of regional

retail banks particularly from 2010.

Despite considerable economic difficulties,
there was no consolidation in the
Landesbanks sector in 2009 contrary to
statements made to this effect by the federal
states concerned. This is largely due to the
bailouts already made by the owners, in
addition to a high degree of valuation
uncertainty. It is currently unknown the extent to
which requirements made by the EU Commission in
several state aid cases may in fact lead to mergers or
sales of Landesbanks.
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Insolvency trend

In 2009, the number of corporate insolvencies rose again for the
first time since 2003. Insolvencies rose by 12% over the preceding
year to 32,687. The related estimated outstanding debt rose more
than threefold in a year-on-year comparison; it increased by 230%
to approx. €73.1 billion. The main reason for this was a number of
large insolvencies, notably that of Arcandor, which had outstanding
debt totalling €19 billion. The trend for 2010 is difficult to estimate.
Despite an expected gentle upturn in economic growth, the number
of corporate insolvencies may well increase as a lagging indicator of
economic performance.

Figure 10
Number of insolvencies
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‘ Financial and economic crisis also

took its toll on insurers.

Risk premiums for German insurers
fell last year.

In contrast to this, the number of private insolvencies and the
associated outstanding debt increased only slightly during 2009 to
101,102 and €5.8 billion respectively. Besides tightened lending
standards, a further increase may have been prevented primarily
thanks to generous regulations on short-time work (Kurzarbeit).
The result of this may be a higher rate of private insolvencies once
these regulations expire in 2010.

Figure 11
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4 Insurers

In view of their conservative investment policies, German insurance
undertakings were hardly exposed to subprime risk and were
therefore significantly less affected than banks at the start of the
financial crisis. However, insurers were not able to shield
themselves from developments on the capital markets and the
consequences for the real economy. Business performance in the
German insurance industry was affected by both low interest rates
and the difficult economic climate. Nevertheless, the impact of the
crisis on the insurance industry in 2009 was manageable.

The share index of the insurance sector slightly trailed the DAX and
its performance was considerably poorer than that of the banking
sector. This was due in part to the fact that the share index of the
insurance sector in 2008 was considerably less impacted than that
of the banking sector.

After having risen sharply during the global financial and economic
crisis, CDS spreads for insurance undertakings fell considerably in

2009. Although they soared in the second quarter of 2009 following
a recovery in the first quarter of 2009, this was only temporary and
the recovery then continued during the remainder of the year. Thus
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. Rating agencies assessments rather
negative in 2009.

. Low interest rates cut future
earnings potential.

. Losses from natural disasters fell
considerably in 2009.

the market assessed the creditworthiness of German insurers in
2009 as being more favourable across the board than the European
average.

Figure 12
CDS spreads of selected insurers
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As a result of the financial and economic crisis, several German
insurance undertakings already suffered downgrades of their
financial strength ratings in 2008. This trend continued in 2009.
Once again the number of downgrades exceeded the number of
upgrades. Additionally, the outlook for several German insurers is
negative. Just how much these negative outlooks will actually
translate into future downgrades largely depends on the further
impact of the financial and economic crisis.

Ten-year government bond yields at the end of 2009 were around
45 basis points higher than at the end of the preceding year at
3.4%. Despite this increase, interest rates are historically low and
therefore are having an impact on the earnings of life insurers from
new investment in fixed-income securities. The guaranteed rate
was last lowered to the current level of 2.25% in 2007. However,
this reduction only applies to new policies and will therefore have a
delayed impact on the rate to be earned by life insurers.

The losses incurred in 2009 resulting from natural disasters such as
earthquakes, hurricanes and floods fell considerably in a year-on-
year comparison. There were virtually no large-scale disasters.
Although there were a number of small-to-medium natural disasters,
insured losses were limited and were significantly lower than those of
the preceding year. This should have a positive impact on the
financial situation of reinsurers. In 2009, the financial situation of the
global reinsurance industry was probably less impacted by insured
losses than by the financial and economic crisis.
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Table 1
Economy and financial sector overview for Germany*

Selected economic data Units 2000 2001 2002 2003 2004 2005 2006 2007
GDP growth
Global economy % 4.8 Pas) 2.9 3.6 4.9 4.4 5.0 5]
USA % 4.1 1l 1.8 205) 3.6 Sl 27/ 21l
Euro area % ) 1.9 0.9 0.8 2.1 1.7 3.0 2.7
Germany % 3.2 il,2) 0.0 0 o2 0.8 3.2 25

2
320 39,213 36,843 34,137 29,160

Corporate insolvencies number 28,235 32,278 37,579 39,
DAX (end of 1987=1000) » points 6,434 5,160 2,893 3,965 4,256 5,408 6,597 8,067
Money market rate % 4.39 4.26 3.32 .33 2.11 2.19 3.08 4.28
Capital market rate 2 % 5.28 4.86 4.81 4.08 4.04 3.36 3.78 4.27
Exchange rate of the € 1€=.$ 0.92 0.90 0.95 1.13 1.24 1.24 1.25 1.37
Gross sale of fixed-income securities 4 €bn 659 688 819 959 990 989 926 1,022
Credit institutions
Single institutions number 2,912 2,697 2,593 2,466 2,400 2,349 2,301 2,276
Branches 2 % number 56,936 54,089 50,868 47,244 45,467 47,333 40,332 39,817
Lending volume 2 ©) €bn 2,187 2,236 2,241 2,242 2,224 2,227 2,242 2,289
Net interest margin 7 % 1.14 1.12 1.20 1.16 1.18 1.17 1.15 1.12
Net commission income €bn 28.1 25,5 24.3 24.4 2588 27.8 29.9 31.7
Administrative expenses €bn 77.7 81.0 78.3 77 75.8 78.8 81.5 81.6
Risk provisioning €bn {1559 19.6 Silo2 21.8 1§71 14.1 14.0 23.6
Cost-income ratio ® % 68.4 71.4 67.2 66.5 65.5 61.0 62.3 64.9
Return on equity (RoE) 9 % 9.3 6.2 4.5 0.7 4.2 13.0 9.4 6.6
Solvency ratio 10 % 11.7 12.1 12.8 13.4 18,8 iLg il 1.8, 12,
Private banks
Lending volume 2 &) €bn 600 605 594 579 575 580 587 627
Net interest margin 7 % 1.17 1.15 1.34 1.17 1.25 1.27 15558 1.3
Cost-income ratio & % 75.4 80.4 74.2 74.0 78,5 59.8 66.0 65.5
Return on equity (RoE) % 8.2 4.7 1.0 -6.2 -0.4 21.8 ililo2 i)l
Solvency ratio 10 % 13.0 13.6 14.4 14.5 13.7 12.7 13.7 11.8
Savings banks
Lending volume 2 &) €bn 545 563 572 577 578 574 576 578
Net interest margin 7 % 255 2.28 2.38 2.40 B85 2.30 2228 2.06
Cost-income ratio ® % 68.9 69.9 66.5 66.4 64.9 66.0 65.8 69.5
Return on equity (RoE) 9 % 13.4 9.2 8,2 10.9 9.7 10.4 8.9 7.2
Solvency ratio 10 % 10.7 10.8 11.2 11.5 12.1 12.6 13.1 13.1
Cooperative banks
Lending volume 2 &) €bn 327 331 335 338 342 348 353 360
Net interest margin 7 % 2.45 2.41 2.49 2.51 ZoDil 2.46 2.30 2.15
Cost-income ratio ® % 74.5 76.7 73.1 69.6 68.7 70.0 64.3 70.5
Return on equity (RoE) % 8.6 7> 97 10.6 10.3 13.8 11.0 8.1
Solvency ratio 10 % 11.2 11.1 11.0 11.7 12.1 12.2 12.2 12.8

Insurance undertakings
Life insurers

Hidden reserves in the investment portfolio (IP) 'V €bn 62.9 31.3 6.2 14.9 35.6 44.0 35.2 14.7
as a percentage of IP book value % 11.4 5.5 1.1 2.4 585 6.5 5.3 2.0
Ratio of fund untis in IP 12 % 21.4 22.5 23.0 23.3 22.0 23.2 23.1 22.7
Ratio of borrower's notes and loans in IP 12 % 16.6 17.1 18.1 ie).3) 22.0 22.2 23 21.9
Net rate of return on IP 3 % 7.4 6.0 4.4 5.0 4.8 5.0 5.4 4.5
Premium reserve €bn 445.5 476.4 502.8 520.6 536.2 551.2 566.5 586.1
as a pecentage of balance sheet totals % 83.7 83.7 83.8 79.4 78.8 78.1 77.3 77.6
Surplus #) €bn 20.3 13.4 5.1 9.2 9.7 14.2 14.1 13.5
as a pecentage of gross premiums earned % 33.1 21.5 7.9 13.6 14.1 19.5 18.8 17.8
Eligible own funds (A+B+C) €bn 42.9 44.2 39.8 42.3 43.9 49.1 54.6 575
Solvency margin 1) €bn 20.5 22.2 28,8 24.0 24.8 25.9 26.8 27.8
Coverage of solvency margin 16 % 209.5 199.0 170.4 176.2 177.4 190.0 203.8 206.8
Return on equity 17 % 1125 7.0 3.4 507/ 5.8 )7/ 9.5 8.8
Property and casualty insurers
Hidden reserves in the investment portfolio (IP) 1 €bn 37.1 31.7 22.3 26.0 26.6 27.7 29.8 28.9
as a percentage of IP book value % 38.1 31.4 21.3 23.8 22.6 22.2 22.4 20.7
Ratio of fund units in IP 12 % 25,5 25,8 27.0 2708 2685 29.8 30.5 31.0
Ratio of borrower's notes and loans in IP 12 % 13.3 13.2 13.2 14.1 16.6 18.3 15.6 19.4
Net combined ratio ® % 101.0 100.2 103.2 94.7 92.2 92.6 90.6 92.7
Eligible own funds (A+B) €bn 20.7 24.4 25.0 27.1 24.1 22.5 27.4 28.3
Solvency margin %) €bn 7.5 7.1 7.4 7.8 8.4 8.8 8.8 8.8
Coverage of solvency margin 1© % 277.1 342.7 336.9 346.0 286.3 255.3 310.7 321.6
Return on equity 17 % 8.7 8.9 2.8 4.2 3.0 4.5 4.6 4.1
Reinsurers
Hidden reserves in the investment portfolio (IP) €bn 101,8 89,2 35.8 34.3 ST/l 49.9 577/ 63.6
as a percentage of book value % 75,9 54,2 18.5 15.6 17.2 22.0 26.4 27.6
Net combined ratio 1® % 103,8 115,3 101.6 92.8 93.5 93.8 89.2 94.1
Eligible own funds (A+B) €bn = = = = = = = 66.3
Solvency margin €bn = = = = = = = 1,146.3
Gross technical provisions €bn 104.5 122.3 130.6 135.8 140.8 154.4 143.1 131.1
as a percentage of gross premium income % 265.7 278.6 244 264.4 298.5 340.0 330.3 329.7
Net profit for the year 1 €bn 2.2 0.3 5.4 1.4 3.4 1.8 7.3 8.0
Available regulatory capital 2 €bn 251! Sl 40.2 51.4 558! 57.6 66.3 71.0
Available regulatory capital 17 % 8.6 1.0 13.3 2.7 6.1 3.1 11.0 11.2

Sources: BaFin, Deutsche Bundesbank, Federal Statistical Office, Eurostat, IMF

* Annual totals or average values, unless stated otherwise.
a) As of year end.
1) Change in real GDP y-o-y.
2) 3-month Euribor.
3) Ten-year government bond yields.
4) Domestic issuers.
5) Pursuant to section 1 (1) KWG (including Postbank, investment companies and all branches of foreign banks), preliminary figures for 2009.
6) Loans to domestic enterprises and households.
7) Net interest income as a percentage of balance sheet totals.
8) Administrative expenses as a percentage of earnings from operations.
9) Net profit for the year before tax as a percentage of the average equity.
10) Liable capital in relation to risk-weighted assets (solvency ratio according to Principle I, Grundsatz I).
11) Fair values - book values of investments (IP).
12) As a percentage of total IP excluding deposits with ceding undertakings.
13) (Income from IP - expenses for IP) / arithmetical mean of IP (beginning/end of year).
14) Net profit for the year + gross expenses for premium refunds.
15) Minimum own funds free of forseeable liabilities.
16) Eligible own funds / solvency margin.
17) Net profit for the year / equity.
18) Net claims and operating expenditure / net premiums earned.
19) Corresponds to item II.14 on form 2 RechVersV.
20) Total capital less outstanding capital contributions.
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International focus

The financial crisis and its impact continued to be the overriding
theme of the work of European and international supervisory bodies
in 2009. The peak of the financial crisis in 2008 was signalled by
the failure of the investment bank Lehman Brothers, from which
point governments, central banks and supervisory authorities have
continued to grapple with the task of stabilising the global financial
system.

Key efforts to underpin international cooperation here were the
decisions made by the G20 at the global financial summits in
London, Pittsburgh and St. Andrews. These decisions covered a
range of issues such as closing regulatory loopholes, improving the
way in which information between supervisory authorities is shared,
introducing new capital requirements for banks, new rules for
executive pay, harmonising accounting standards and ensuring that
every market player or product is subject to supervision.

The Financial Stability Forum (FSF) was replaced by the FSB
(Financial Stability Board). The latter has seen its remit broadened
immensely with a view to ensuring that international standard
setters such as IOSCO, IAIS and the Basel Committee, work
together with national governments, central banks and supervisory
authorities on developing and adhering to universally applicable
standards. German involvement in this process is assured by BaFin,
the Federal Ministry of Finance and the Bundesbank, with the level
3 committees CESR, CEBS and CEIOPS performing this task at a
European level.3

1 Financial stability

Impact of the G20 resolutions on global and European
bodies

Established in 1999, the Group of Twenty Finance Ministers
and Central Bank Governors (G20) is an informal group
comprising 19 countries plus the European Union. It is a forum for
cooperation and consultation with the objective of promoting
international financial stability. Representatives from the
International Monetary Fund (IMF) and the World Bank also attend
G20 summits.

The financial crisis was top of the agenda at the G20 summits in
London, Pittsburgh and St. Andrews, held in April, September and

3 The documents cited in the annual report text can be found on the websites of the
respective organisations (www.bafin.de » BaFin » International cooperation).
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November respectively. The general course of action to
be taken was already agreed upon in London in
April, with the G20 drawing up far-reaching
resolutions to reform financial supervision.
These were then substantiated during the
subsequent summits and their implementation
evaluated. The overriding objective of the
reforms is to strengthen both the financial
markets and the regulatory framework in
which they operate in order to avoid future
crises. Among other issues, the summit in
London focused on the shape and structure of
the financial markets, together with reforms of
international financial institutions: In future, there
should be no financial market, actor or product that is
not subject to supervision or regulation.

Furthermore the G20 agreed on the following:

e Foundation of the Financial Stability Board (FSB) to replace the
Financial Stability Forum (FSF) with a wider remit to promote
financial stability

e FSB cooperation with the IMF to conduct early warning exercises
for macroeconomic and financial risks

e Reform of the supervisory system, in particular extending
supervisory activities to incorporate any systemically relevant
companies including hedge funds

e Development of stricter rules for executive remuneration

e Harmonisation of the definition of capital

e Taking action against non-cooperative jurisdictions

e Drafting a single set of accounting standards and

e Registration of rating agencies.

At its summits in Pittsburgh and St. Andrews, the G20 reiterated
how critical it was to implement the financial market regulation
measures agreed on at the previous summits and the importance of
establishing a level playing field. Moreover, a number of resolutions
were substantiated, including decisions made by the G20 in
Pittsburgh on setting out standards for sound remuneration
practices, building on the principles agreed on in London and which
are the reasons for efforts to draft regulations on remuneration
systems in Germany.

The Financial Stability Board (FSB) is a global body comprising
high-ranking representatives of ministries of finance, central banks
and supervisory authorities from the G20 countries and Spain as
well as representatives of the European Commission, international
standard setters (including BCBS, IAIS, IOSCO) and major financial
institutions (e.g. IMF, World Bank, BIS, ECB). Based in Basel, the
forum originally known as the Financial Stability Forum (FSF) was
set up in 1999 largely in response to the Asian crisis and was
succeeded by the FSB in April 2009. Its task — to promote stability
in the financial system through supervision and the exchange of
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information - is performed by the Plenary, a Steering Committee,
three Standing Committees and various working groups. The FSB
discusses issues of fundamental systemic importance to financial
stability. These issues are not necessarily directly relevant to
supervision; they might only have an indirect impact. The body
serves to coordinate the work of national supervisory authorities
and international standard setters. In 2009, the crisis in the
financial markets was the main focus of the FSB’s work.

In 2009, the FSB drafted a number of progress reports on the
implementation of the G20 recommendations for the G20 summits.
According to these reports, the rules and principles required of FSB
member states in various areas will be implemented.

Important issues in the progress reports were:

e Building high quality capital and mitigating procyclicality

e Strengthening accounting standards

e Reforming remuneration systems for managers

e Cooperation between supervisory authorities for companies
active in cross-border business

e Assessing the importance of systemically relevant companies.

A further task of the FSB is to verify that member states are
observing the various international standards. This is done by
carrying out peer and thematic reviews. A preliminary thematic
review of executive remuneration was initiated in 2009 and brought
to a conclusion in March 2010. According to this review, Germany is
one of the leading countries worldwide in implementing the
standards. Furthermore, every FSB member state has agreed to
allow examination of its observation of standards set out by the
BCBS, IAIS, IOSCO, IMF and the World Bank in the course of the
coming years.

Founded in 1996, the Joint Forum is a joint committee of the
International Association of Insurance Supervisors (IAIS), the
International Organization of Securities Commissions (I0SCO) and
the Basel Committee on Banking Supervision (BCBS). The Joint
Forum comprises supervisors from 13 countries who deal with
cross-sectoral supervisory issues with the idea of improving
supervisor understanding of the other sectors.

The FSB commissioned the Joint Forum to examine the nature and
scope of financial regulation in the three sectors. The key objective
of the analysis was to identify systemic risks which are not
sufficiently covered by existing regulatory frameworks, as well as to
develop corresponding suggestions for improvement. As a result,
the Joint Forum first undertook a comparison of the various
international regulatory frameworks in the banking, insurance and
securities sectors which, on the one hand, highlighted desirable and
understandable differences but, on the other, revealed some that
were open to regulatory arbitrage. To remedy these issues, the
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Joint Forum has recommended introducing international standards
governing minimum capital requirements in the three sectors, as
well as creating common cross-sectoral principles which will lead to
comparable rules for similar activities, thereby preventing arbitrage.

By the same token, the methods used to supervise and regulate
financial groups were also identified as a source of systemic risks in
the financial crisis, meaning that they constituted another focus of
the analyses. The Joint Forum noticed that the particular challenge
of group supervision was mainly in keeping track of all the activities
and risks of a financial group for supervisory purposes. It is for this
reason that the Joint Forum has recommended that policymakers
and international standard setters revise the principles that have,
up to now, governed group supervision, and improve cooperation in
supervisory colleges.

Introducing minimum supervisory standards is the Joint Forum’s
response to the question of how much regulation is required for
hedge funds, credit risk transfer products (CDS), monoliners and
the origination of mortgages. There should be a minimum set of
rules on managing risk appropriately for hedge funds and specific
reporting requirements for hedge fund operators to supervisors.
With regards to CDS transactions, there should be appropriate
regulatory capital requirements. In the case of monoliners, the
Joint Forum has recommended setting minimum capital, solvency
and liquidity requirements. The three parent committees of the
Joint Forum - the Basel Committee, IAIS and I0OSCO - approved
the report at the end of 2009 for it to be presented to the FSB.

The IAIS is developing a guidance paper on the subject of
unregulated entities. In so doing, the IAIS is honouring a request
made by the G20 that, in future, every financial market player
should be subject to supervision or regulation. In the paper, the
IAIS concentrates primarily on non-operating holding companies
and unregulated operating entities. The latter played a particularly
important role in the case of American International Group (AIG),
as they were responsible for bringing the company to the verge of
collapse. The paper is set to be approved in spring 2010.

Following a period of lengthy discussion, the IAIS gave the go-
ahead for the creation of a Common Framework for the Supervision
of Internationally Active Insurance Groups (ComFrame) with
binding solvency regulation at the beginning of 2010. The project is
in response to the financial crisis and may well take a similar course
to that of Basel II in the area of banking regulation. In June 2010,
the IAIS intends to start work on developing a concept paper, which
should then be used as a basis for deciding how to develop
ComFrame further. The concept paper should be ready by the
middle of 2011. In total, the setting up of ComFrame is expected to
take three years, although the calibration phase can only begin
after these three years have passed.

One of the key lessons resulting from the economic and financial
crisis is that, to ensure financial stability, additional support in the
form of macroprudential supervision must be provided.
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Thus, the IAIS will in future perform a higher number of
macroprudential analyses, which it will then submit to the FSB.

To this end, the IAIS set up a working group which was then given
formal status in October 2009 under the title of the Financial
Stability Committee (IAIS FSC). The IAIS FSC deals with IAIS policy
in the areas of macroprudential tools, macroprudential reporting
and systemically relevant financial institutions, and is therefore
playing a key role in shaping future financial supervision.
Macroprudential analyses are also increasingly becoming the focus
of supervisory reform at a European level. A draft EU regulation
provides for setting up a European System Risk Board (ESRB)
which will monitor macroprudential and systemic risks within a new
European supervisory structure.

At a European level, supervisors work in the three so-called
Lamfalussy committees. In its position as a provider of integrated
financial supervision, BaFin is represented in the Committee of
European Securities Regulators (CESR), the Committee of
European Banking Supervisors (CEBS) and the Committee of
European Insurance and Occupational Pensions Supervisors
(CEIOPS). The oldest of the three committees is the Committee of
European Securities Regulators (CESR) based in Paris, which was
established in June 2001. Following this example, the subsequent
Commission’s Decision of November 2003 established the
Commission of European Banking Supervisors (CEBS) based in
London and the Committee of European Insurance and
Occupational Pensions Supervisors (CEIOPS) in Frankfurt. The three
committees have a dual function: On the one hand, they provide
advice to European bodies, such as the Commission, as part of the
European legislative procedure; on the other hand, they ensure
that the supervisory practices in their respective sector are uniform
across Europe.

CEIOPS has been providing the EU with successive insights into
how the crisis has affected the insurance industry. Six-monthly
financial stability reports represent a key tool used to provide this
information, with the quality and relevance of the data contained in
these reports having been improved further. In addition, special
requests for information from the largest European insurance
groups bolster routinely gathered figures and serve to supplement
the reports. Moreover, CEIOPS was able to deliver information on
current events in a timely fashion by carrying out and evaluating
individual ad-hoc surveys. An example of this was the ad-hoc
survey for information on the European insurance industry’s
exposure to the Madoff case carried out by CEIOPS at the beginning
of January 2009.

In order to test the resilience of the European banking and
insurance sectors, stress tests were top of the agenda for the
European banking and insurance supervisors CEBS and CEIOPS.

Under the aegis of CEBS, national supervisory authorities
performed the first EU-wide stress tests on credit institutions in
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summer 2009. The 22 banks which took part in the
test represented approximately 60% of the total
assets of the European banking sector. The Ecofin
Council, composed of the Economics and
Finance Ministers of the EU member states,
commissioned CEBS to perform this EU-wide
exercise. However, the final report only
provided the Ecofin Council with aggregate
results. Furthermore, it was agreed from the
outset that even these summarised findings
would not be made public. The scenario-based
assessments in the stress tests cover both 2009
and 2010. CEBS took two different scenarios as a
basis for simulating the profit and losses during the
two years. In a somewhat more lenient baseline
scenario, CEBS assumed that gross domestic product in
the EU would shrink by 4% this year and by 0.1% in the following
year. In the second scenario, the parameters were much tougher,
with the banking supervisors estimating a fall in aggregate output
of 5.2% in 2009 and 2.7% in 2010. Based on these assumptions
and together with the European Central Bank, the EU Commission
and national supervisors, CEBS assessed the credit and market
risks facing the financial markets. CEBS is currently considering the
option of conducting this test at regular intervals.

At the end of 2009, CEIOPS also initiated an EU-wide stress test in
the insurance sector for the first time. The goal of this test is to
determine the ability of the sector to withstand further shocks. The
test involves three scenarios: An adverse scenario in which trends
seen in the financial crisis continue; a recession scenario which
assumes a deep, protracted recession; and an inflation scenario in
which both inflation and capital market rates balloon. The results of
the tests will be grouped nationally and internationally in the spring
of 2010 and presented to political decision-makers.

OTC derivatives

Founded in 1983, the International Organisation of Securities
Commissions (IOSCO) is the most important international forum
for securities regulators. The Madrid-based commission is
recognised as being the global standard setter in matters relating to
securities. The standards and resolutions passed by IOSCO form
part of national regulatory frameworks for the 181 members
representing over 100 countries.

I0OSCO recommends that the transparency and regulation of
structured products and credit default swaps (CDS), which are
traded mainly over the counter, should be improved. In response to
recommendations made by the G20, IOSCO set up a working group
tasked with identifying regulatory gaps pertaining to unregulated
markets and financial products and with submitting proposals for
improvement. Published in September 2009, the recommendations
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for structured products and CDS made in the report strengthen
current initiatives in the industry. However, these recommendations
also indicate the need for regulation to improve the functioning,
quality and integrity of these markets, as well as to restore investor
confidence.

With its recommendations, IOSCO is trying to counteract wrong
incentives associated with securitisations. One the one hand, this
should be done by obliging issuers of structured products to
disclose information, with the aim of ensuring that a constant flow
of information about the performance of the underlying asset pool
is upheld. Details concerning the creditworthiness of the persons
with direct and indirect liability to the issuer should be disclosed, as
well as the risk practices undertaken by underwriters, sponsors and
originators. On the other hand, IOSCO calls for service providers,
which are commissioned by the issuer to draw up analyses or
perform other services that may affect the decision of an investor
to buy, to be independent. Furthermore, regulators are called on to
consider retaining a long-term economic exposure of originators
and/or sponsors to the relevant product (skin-in-the-game
requirement). Finally, protection for the investors should be
improved by examining the criteria for determining how suitable a
product is for certain groups of investors, while also developing
tools that make it easier to understand complex products.

Central counterparties should also assist in efforts to improve the
infrastructure of the CDS market. With this in mind, IOSCO
recommends that these central counterparties (CCPs) have to meet
a sufficient number of requirements to reduce the risks associated
with clearing standardised CDS. Performing the clearing via a
central counterparty means that both contract partners additionally
agree to the fact that there is a third-party (i.e. the central
counterparty) which acts as a contract partner for each of the two
parties. The result is that the claims made by both parties are
directed at the central counterparty rather than at each other.
Similarly, the parties also have contractual obligations towards the
CCP to fulfil. IOSCO would particularly like to ensure that CCPs
maintain sufficient financial resources and observe appropriate risk
management practices in order to minimise their risk of default.
Additionally, transaction and market-related data should be made
available to both the regulators and the market. Some of the core
recommendations also pertain to the further standardisation of CDS
contracts and closer cooperation between supervisory authorities
with regard to information about the CDS market.

Hedge funds

In future, hedge funds and their managers are to be registered with
the supervisory authority. This is the recommendation proposed by
an IOSCO working group in its final report on unregulated financial
entities (Hedge Funds Oversight). Even though hedge funds were
not ultimately responsible for the crisis, the way in which they
operate can have serious implications for financial stability. As a
result of the global financial crisis, the G20 also called for stricter
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regulation of hedge funds. In addition to registering hedge funds,
IOSCO also recommends the introduction of routine regulatory
requirements such as setting up an appropriate risk management
system, segregating assets and establishing minimum standards for
investor information. Moreover, managers will have to provide the
supervisory authorities with information that is systemically
important. At a European level, the EU Commission presented a
draft directive on regulating “alternative investment fund
managers” (AIFM draft directive) in April 2009. However, not only
does the AIFM draft directive stipulate that hedge fund managers
should be regulated, but it also extends this regulatory mandate to
include any fund managers that have not already been covered by
the UCITS Directive. Moreover, the draft ties any regulatory
approval for alternative investments to certain conditions such as
the suitability of the manager or capital requirements. Furthermore,
sweeping requirements have been set out with regards to
organisation and transparency.

Financial conglomerates

The Joint Committee on Financial Conglomerates (JCFC) is the
permanent joint forum of European banking and insurance
supervisors. Its work is to ensure that the Financial Conglomerates
Directive is applied fully and comprehensively throughout the
individual member states. JCFC was founded following the revised
decisions establishing the level 3 committees CEBS, CEIOPS and
CESR, which came into force on 23 January 2009. The Interim
Working Committee on Financial Conglomerates (IWCFC), which
was set up in 2006, was re-named and formalised as the Joint
Committee on Financial Conglomerates (JCFC).

The JCFC published a number of recommendations concerning the
revision of the Financial Conglomerates Directive (FCD) for
consultation and submitted these to the EU Commission, taking the
comments received into account. The objective of the
recommendations is to eliminate a variety of practical problems
associated with the existing FCD. The committee proposes to grant
even small groups exemption from supplementary supervision
pursuant to the FCD, provided that this is in keeping with the level
of risk these groups face. This is in contrast to the existing system
in which only large, homogeneous groups may be exempted from
supplementary supervision in line with the FCD. However, groups
that are relatively small are currently subject to supplementary
supervision, even if this is totally disproportionate to the level of
risk they have. In practice, there is also a problem when it comes
to the definition of participation — notably the way in which “durable
link” is to be interpreted. It is possible that a group consisting of
just one supervised entity and one participation may, under certain
circumstances, be considered a financial conglomerate. In order to
establish a uniform definition of participation across the EU, the
JCFC suggests two measures. Firstly, a set of guidelines on
interpreting “durable link” should be drawn up. Secondly, the
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supervisory authorities should be granted a certain degree of
discretion when identifying financial conglomerates in cases where
the financial conglomerate merely comprises one supervised entity
and one participation. A working group set up by the Commission is
now expected to develop a proposal to amend the FCD by spring
2010.

Short Selling

IOSCO and CESR have achieved a number of early results at a
global and a European level on its way to creating a uniform
supervisory framework for short selling.

As part of its final report on the regulation of short selling published
in June 2009, IOSCO put forward a recommendation comprising
four high level principles which should serve as a basis for
regulating short selling. The two key principles are to establish
reporting obligations for short selling with a view to providing both
the market and the supervisory authorities with timely information,
and to monitor closely delivery obligations for securities which have
been sold short. Moreover, IOSCO recommends the introduction of
regulation to ensure effective compliance and enforcement
systems, as well to grant exceptions for certain types of
transactions, such as market making. The overriding objective here
is to safeguard the efficiency of the markets.

CESR proposes a two-tier disclosure regime for short positions in all
shares admitted to trading on a regulated market - including
multilateral trading facilities (MTF). This is the result of a proposal
developed by CESR for net short positions, which it opened to
public consultation in July 2009. Once CESR had reviewed the
comments, it published a final report in March 2010. At the heart of
this regulatory proposal is the intention to establish an EU-wide
obligation to report and publish net short positions, provided that
the market in which the shares are primarily traded is located in the
EEA. To begin with, the relevant supervisory authority will have to
be informed as soon as the net short position of a company’s
publicly issued share capital reaches a trigger threshold of 0.2%.
Additional reports have to be sent once the net short position
reaches, exceeds or falls below every additional 0.1%. In addition
to this, once 0.5% has been reached, the position also has to be
made public. Aside from short positions in shares, other positions
which are recorded include those in financial instruments that are
traded on the stock market and over the counter, which equate to a
short position in shares (e.g. selling futures, buying put options,
contracts for difference, swaps etc.). This is irrespective of whether
there is a physical delivery or a cash settlement. The obligation to
report and publish this information falls to the owner of the
respective position. Market makers are subject to special
exemptions.
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Commodities

A working group set up by IOSCO continues to see no evidence of
any systematic manipulation of oil prices by purely financial
investors. According to the report it published in March 2009, in
which it refers to studies carried out by international organisations,
central banks and regulators, the extreme nature of price changes
has largely been the work of fundamental economic factors such as
demand, inventory levels or refining capacity. This working group
was set up by IOSCO in autumn 2008 in light of a highly volatile oil
and agricultural commodity market. In view of the complexity of
this issue, together with the importance it has for the entire
economy, factors influencing the price will continue to be monitored
and analysed in the future. In order to gain a complete
understanding of price formation in the market and to avoid market
abuse, the working group calls for more transparency with regards
to OTC data, fundamental data and to large positions on the futures
market, as well as for supervisory standards concerning market
supervision and enforcement to be improved. IOSCO also
recommends that both state and private initiatives to collect,
improve and publish fundamental data should be supported in order
to improve the transparency and quality of data relevant to price
formation. In its closing statement at the Pittsburgh summit in
September 2009, the G20 called on IOSCO directly to implement
the working-group recommendations swiftly and to work together
with other international organisations to create more transparency,
particularly in the energy market.

Guaranteeing deposits

Even though the EU recently reformed the current system of
guaranteeing deposits with an amendment to the Directive on
Deposit Guarantee Schemes, the EU Commission has put forward
radical new proposals to overhaul the regulations currently in place.
First of all, it advocates expanding the mandate of national deposit
guarantee schemes to include potential stabilisation measures or
the orderly winding-up of troubled institutions in individual markets.
This is a very ambitious drive by the Commission in view of the fact
that bank supervisory authorities in the member states have
varying intervention rights and that financial markets in the
member states are very heterogeneous.

Moreover, the Commission is making efforts to eliminate the parallel
statutory and voluntary or institutional-level deposit guarantee
schemes. For BaFin, however, the existence of these parallel
schemes has generally proven useful. The Commission is also in
favour of implementing an EU-level (supplementary) deposit
guarantee scheme to cover all member states. At the very least,
however, certain issues would need to be resolved beforehand, such
as what banks should be members in such a system, how such a
scheme should be financed, and how the supervisory structures
should be set up. Finally, the Commission is pushing to drastically
shorten the time it takes for schemes to pay out to depositors after
a bank failure to an even greater extent. In the view of BaFin,
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experience from the recent Amendment of the Directive on Deposit
Guarantee Schemes ought to be gathered to enable evaluation of a
potential need for an adjustment on a proven factual basis.

CEIOPS calls for a minimum harmonisation approach to be adopted
with regards to insurance guarantee schemes. This is the
underlying message of the recommendations made by CEIOPS to
the EU Commission in June. The Commission had previously begun
to examine the efficiency and appropriateness of national insurance
guarantee systems already in place. In order to be able to submit
suitable proposals to harmonise regulation in the form of a White
Paper at a European level, CEIOPS was asked to develop
recommendations. The minimum level of harmonisation now being
recommended means that an EU directive merely stipulates binding
minimum standards - e.g. concerning protected policies and
policyholders/beneficiaries — for guarantee schemes set up in
member states and leaves details such as financing and
organisational issues up to the individual member states. EU
members will be entitled to transcend the minimum level of
protection set out in EU law. This would mean that the Federal
Republic of Germany, for instance, is entitled to retain its concept of
the continuity of the insurance portfolio, as is the case for Protektor,
the mechanism set up by German life insurers to protect
policyholders against the consequences of a life insurer becoming
insolvent. The question remains whether the Commission will keep
to the minimum harmonisation approach or whether it actually
intends to go beyond this level of regulation.

2 European Supervisory
Structure

Based on the council conclusions reached in June 2009, the
European Commission presented the first draft of its regulation
drafts to create a new European supervisory structure in September
last year. According this draft, the two cornerstones of supervisory
activities shall be macroprudential supervision by the European
Systemic Risk Boards (ESRB) on the one hand and, on the other,
microprudential supervision by the European System of Financial
Supervisors (ESFS). The ESFS will be comprised of three new
European Supervisory Authorities (ESA), in addition to national
supervisory authorities. These three new bodies will be created by
turning CEBS into the European Banking Authority (EBA), CEIOPS
into the European Insurance and Occupational Pensions Authority
(EIOPA) and CESR into the European Securities and Markets
Authority (ESMA). The exact details of the new financial
architecture are still to be debated in the legislative process. Once
this legislative process has been completed, the new structure for
European financial supervision will be set up as of 1 January 2011.
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The key area of responsibility for the newly founded ESRB is to
perform macroprudential supervision, i.e. to supervise
macroprudential and systemic risks in the European financial
system. If this body identifies any such risks, it will then be in the
position to issue both blanket and specific warnings to the European
Union, its member states or the three European supervisory
authorities. Moreover, it can also recommend an appropriate course
of action to eliminate the risks, where necessary. Despite the fact
that neither the warnings nor the recommendations must be
heeded, a so-called act-or-explain mechanism ensures that these
cannot simply be ignored. Those who do not follow the
recommended course of action must justify this decision with clear
and detailed reasons. The ESRB will be shaped by the central banks
and, in any case, will be closely tied to the ECB. The General Board,
made up of voting members and simple observers, will make the
decisions. The ECB will ensure the secretariat to the ESRB.

The three European supervisory authorities constitute the focus of
microprudential supervision and, therefore, of the ESFS. The
current L3 committees will be formalised as EU supervisory
authorities with legal personality and considerably larger budgetary
and personnel resources than was the case for the former
committees The Commission’s plan is to have the ESFS act as a
network comprising the three European supervisory authorities
EBA, EIOPA and ESMA and the national supervisory authorities. ESA
decisions are to be made by the Board of Supervisors consisting of
high-level representatives from all European supervisory
authorities. In addition to this, a Management Board will be set up
which will be responsible for organisational decision-making.
Moreover, the three authorities will each have their own
independent chairperson. Ongoing supervisory activities are to
remain the responsibility of national authorities. The European
authorities will perform harmonisation tasks including those to
develop technical standards as well as to make binding decisions in
cases of a difference of opinion between national supervisory
authorities, for instance. Moreover, it will also be the job of the new
ESAs to facilitate and coordinate both the flow of information and
cooperation between the national supervisory authorities
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3 Own funds and liquidity

New regulatory capital structure

With its seat at the Bank for International Settlements (BIS), the
Basel Committee on Banking Supervision (BCBS) was founded
in 1974 by the central banks of the G10 members. A total of 27
countries are represented by central banks and banking supervisory
authorities. The Basel Committee develops supervisory standards
and recommendations for banking supervision and is also tasked
with improving cooperation between national supervisory
authorities.

In December, the Basel Committee on Banking Supervision
responded to G20 recommendations by publishing a consultative
document on raising the quality of regulatory capital, simplifying
the definition of capital and considerably improving transparency in
this area. The new regulations lead to a number of significant
simplifications in the area of tier 1 and tier 2 capital. Tier 3 capital
should be abolished. On the basis of the consultative document, the
Committee carried out an impact study in the first half of 2010, the
results of which will help shape the final version of the regulations
set to be passed at the end of 2010. The fully calibrated standards
will then come into force by the end of 2012 taking into account the
economic recovery and subject to appropriate transition and
grandfathering arrangements.

Work had originally begun by concentrating primarily on raising the
quality of tier 1 capital with a view to safeguarding the loss
absorbency of tier 1 capital, the most important criteria for tier 1
capital instruments, in the long term. However, in the course of the
year, the Committee then decided to put forward a proposal to
reform the entire regulatory capital structure. The focus here is on
common equity which, according to the Basel Approach, may only
consist of subscribed capital and disclosed reserves for public
limited companies. However, the German representatives in the
Basel Committee succeeded in ensuring that allowances are made
for the special requirements of non-public limited companies, such
as cooperative banks or savings banks. This means that the
respective capital contributions by silent partners in non-
incorporated companies continue to be counted as common equity.
General speaking, there is a catalogue of 14 criteria for common
equity instruments; these criteria will safeguard the high quality of
this capital category in the long term.

In future, the majority of deductions from regulatory capital will be
from common equity. Nevertheless, common equity will still have to
make up the predominant part of the total amount of tier 1 capital
after these deductions. Given its significance concerning the future
capital requirements for banks, the exact level of this predominant
part, i.e. the proportion of common equity compared to total level
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of tier 1 capital, will be determined once the impact study has been
analysed. There will also be a catalogue of quality-assuring criteria
for the remaining tier 1 capital instruments (tier 1 additional going
concern capital), although the Committee has proposed striking the
inclusion of so-called innovative instruments. Tier 2 capital, the
characteristics of which have up to now “overlapped” with those of
tier 1 capital (as is the case for the German participation right
(Genussrecht)), will be reduced to just long-term subordinated debt
instruments (gone concern capital) in line with the proposals. The
most recent addition to the current three-part capital structure, tier
3 capital, will be completely eliminated.

Revising the Capital Requirements Directive

The first ever set of EU regulations on hybrid capital were passed in
July 2009 by the Council of the European Union and the European
Parliament in the form of a new Capital Requirements Directive
(CRD II). The EU Commission had already decided in 2008 to
integrate the 1998 Basel Accord on Hybrid Capital into EU law, in
order to iron out member-state differences in recognising hybrid
financial instruments as part of tier 1 capital. Moreover, in order to
achieve a higher degree of convergence of supervisory practices.
EU legislators also commissioned CEBS to draft a set of guidelines.

CEBS published a set of guidelines on the eligibility of hybrid
instruments as tier 1 capital in December 2009. The guidelines
substantiate the provisions of the Capital Requirements Directive
and should help to ensure a largely uniform supervisory standard.
This includes, for instance, the way in which processes to call or
redeem a hybrid tier 1 capital instrument are designed. The
guidelines focus on the key criteria for the eligibility as tier 1 capital
instruments, which include permanence, flexibility of payments and
loss absorbency, and provide additional detail on these
requirements. The pressure of the ongoing financial crisis has
meant that these eligibility criteria have been tightened. In future,
hybrid financial instruments must be better able to absorb losses. It
must be possible for the issuing bank to defer coupon payments
and for these to be automatically cancelled based on the solvency
situation of the bank. In addition to this, prior approval by the
supervisory authority will in future be required when redeeming
hybrid tier 1 capital instruments on the market.

As in the case of the guidelines for hybrid tier 1 capital instruments,
eligibility as common equity is also linked to the criteria of
permanence, flexibility of payments and loss absorbency. CEBS
presented a consultative draft of corresponding guidelines on the
inclusion of capital instruments into common equity within the
meaning of the Capital Requirements Directive in December 2009.
The permanence criterion can only be met if investors do not have
a right to repayment of their capital under such instruments and
banks do not have the option to redeem such instruments. The
German representatives at CEBS, however, managed to secure an
exception to this by continuing to allow members of cooperative
and mutual banks to return their shares. Nevertheless, the
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institution and/or the supervisory authority must still be able to
reject or to forbid the return of these in case of insufficient
solvency. In future, the redemption of common equity instruments
will be subject to prior approval by the supervisory authority.
Pursuant to the requirements for the flexibility of payments, it will
no longer be permitted to give the investor a right to claim
distributions, nor to make up for cancelled coupon payments -
prohibition of accumulation. Additionally, it will no longer be allowed
to agree fixed coupon payments. All common equity components
must take a proportional share of any losses as they occur pari
passu with each other, and in the event of insolvency must rank
pari passu with each other. They must not be provided with
guarantees, pledges or other credit enhancements that legally or
economically enhance their seniority. Alongside these points, the
guidelines also set out requirements for the legal status of the
provision of funds. The capital must be equity capital contributed by
the bank shareholders or other legal owners, and be recognised
under the relevant accounting standards.

Liquidity risk management

Numerous banks around the world struggled to shore up their
liquidity during the financial crisis. As a result of this, there was an
international drive in 2009 to expand on regulations governing the
management of liquidity risk.

In order to ensure that internationally active banks are able to

,_l;-. survive serious liquidity crises, the Basel Committee has
developed two standards to serve as the cornerstone of a

global framework to improve liquidity risk management. The

== first standard, a short-term measure (liquidity coverage
ratio), is designed to ensure that, in a scenario defined by
| the supervisory authority, a group of institutions has enough

highly liquid assets to cover the defined outflow of liquidity
for a period of at least 30 days. The second standard, net
stable funding ratio, is more long term, as it requires the
refinancing of long-term, illiquid assets with long-term, stable
liabilities. Both of these standards are being analysed and
calibrated as part of an impact study. The plan is to finalise these in
2010 and thus implement the relevant G20 recommendations.

CEBS has developed a set of recommendations on the composition
and appropriate size of a liquidity buffer. The liquidity buffer should
largely be made up of assets which can be converted into liquidity
at any time without losing much value. This would help to ensure
that liquidity outflows arising within the first week can be covered
by assets, which are both highly liquid and eligible for central bank
borrowings. Outflows of liquidity over the following weeks can also
be covered by other liquid assets. Both crises involving just the
institution and those affecting the entire market should be taken as
a basis for determining the size of an institution’s required liquidity
buffer. The CEBS recommendations were published in December
2009 and are due to be incorporated in the national law by the EU
national supervisory authorities in the first half of 2010.
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4 Accounting

Revising IAS 39

The International Accounting Standards Board (IASB) is the
highest body responsible for developing and issuing financial
reporting standards. Members of the IASB include auditors,
analysts and professionals. Standards developed by the IASB in the
form of International Accounting Standards (IAS) / International
Financial Reporting Standards (IFRS) are valid around the world
and have been endorsed by the European Union.

In November 2009, the international standard setter for accounting
standards, the London IASB, completed the first phase of revision
of IAS 39 with the publication of IFRS 9. Phase 1 was mainly
concerned with defining new regulation on the classification and
measurement of financial instruments. The result of surely the most
significant change to the still-valid IAS 39 is that the IASB has
reduced the number of measurement categories from four to two.
This means that, in future, there will be just one category of
financial assets and liabilities that have to be measured at fair value
and one category measured at amortised cost. In view of the
absence of impact studies and the lack of regulation on the future
treatment of financial liabilities, BaFin doubts that this change will
address the political requirement of effecting a reduction in the
measurement at volatile fair values, as defined by the G20 and the
EU. This is due to the fact that distinguishing criteria — on the one
hand that the instrument is managed on a contractual yield basis
and on the other, that it has basic loan features - foment
uncertainty particularly in structured products and embedded
derivatives with regards to future classification. It must be assumed
that these products would be largely carried at fair value. In this
way, the IASB may well actually extend the system of fair value
accounting, in contrast to the political requirements of the G20.

Furthermore, BaFin sees problems in the accounting rules
associated with strategic equity investments. The new IFRS 9
standard stipulates that these must be recorded at their fair value.
However, changes in value are not to be recognised in profit or loss,
but directly in equity. This eliminates the option to recycle gains or
losses to profit or loss on disposal, which exists for the IAS 39
available-for-sale category. Both BaFin and long-term minded
investors see this as discrimination and call for improvements.

An exposure draft for phase two of revising IAS 39 has been
published for public comment by the end of June 2010. In this
draft, the IASB puts forward a number of proposals on the way
impairment losses are recognised on financial assets measured at
amortised cost. The aim is to reshape the risk provisioning model in
response to the G20 resolutions agreed on in Pittsburgh and the
corresponding work done by the FSB. The core issue here is that
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the expected cash flow method should be used. The reason for this
is to avoid procyclical measurement in contrast to the incurred loss
model currently used by IAS 39. Moreover, the overstatement of
interest revenue before a trigger event occurs would be mitigated.
During the second phase, the IASB has been working together with
a working group set up by the Basel Accounting Task Force.

In the first half of 2010, the IASB is set to present a revised draft of
the standard as part of phase 3 (hedge accounting). The EU
Commission has for now postponed a fast-track endorsement of
IFRS 9, not least in view of the fact that drafts for the third phase
are still missing. A decision on the endorsement will only be taken
once it is possible to assess the total impact of all three phases on
the accounting of financial instruments. The postponement has
presented the IASB with the opportunity to make further
adjustments to address a number of open issues. At the same time,
the EU is able to take into account amendments to corresponding US
accounting standards when deciding on the endorsement. The US
standard setter FASB plans to present a fully revised standard in the
first half of 2010.

The IAIS Subcommittee on Accounting criticises the fact that shares
must be recognised at fair value through other comprehensive
income (OCI) and that recycling of gains and losses between profit
or loss and OCI will be prohibited. This could result in insurance
undertakings reducing their investments in equity instruments,
which would have a negative impact on share prices and therefore
on efforts to overcome the financial crisis.

Analyses of financial instruments

In the third quarter of 2008, the IASB made it easier to reclassify
financial instruments with an amendment to IAS 39. The companies
concerned now have the opportunity to undertake reclassification
out of the “available for sale” and “fair value through profit and
loss” categories in the third and fourth quarterly financial
statements of 2008, as a result of rare circumstances. CESR
analysed the extent to which companies have made use of this
relaxation in the rules. A sample of 100 European financial groups -
74 banks and 14 insurers - was selected. The key findings of the
analysis are as follows:

e While only 48% of the groups surveyed made use of the
reclassification option in the third quarter of 2008, this share rose
to 61% in the fourth quarter.

e In total, financial instruments worth around €550 billion were
reclassified. Of this sum, approximately €270 billion from the
“available for sale” category were reclassified and approximately
€140 billion from the “fair value through profit and loss”
category. The remaining amount came under other kinds of
reclassification.

e It was primarily banks that took advantage of the reclassification
option, with just two of the 14 insurers doing the same. This
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leads to the conclusion that insurance undertakings had classified
fewer instruments in the fair value categories due to the long-
term nature of their business model.

e An analysis of the disclosure of reclassifications revealed that
around 60% of companies do not provide any information on how
these measures affect profitability. There were a number of other
shortfalls noted in further disclosures.

A number of companies listed on the stock exchange do not adhere
to all disclosure requirements. This is the conclusion of CESR, which
analysed the degree to which disclosure requirements are adhered
to as part of financial instrument accounting practices. For the
analysis published in November 2009, CESR reviewed the 2008
annual financial statements of 96 banks and insurers listed on
European stock exchanges - 22 of these companies were also
included in the Financial Times Stock Exchange Eurotop 100 Index.
The primary objective was to verify compliance with IFRS 7
(Financial Instruments: Disclosures) and certain additional
recommendations. The findings of the analysis revealed that, in
several areas, a significant number of companies failed to comply
with mandatory disclosure requirements, for example regarding the
use of valuation techniques and on the relationships with special
purpose entities. However, CESR’s analysis also identified that a
significant number of companies provided additional disclosures in
line with recommendations published by various organisations such
as the Senior Supervisors Group. CESR is of the opinion that, in the
future, companies will improve the scope of information provided in
annual financial statements in view of the importance of such
information - particularly in times of a crisis.

Reporting and US acceptance of IFRS

CEBS published a set of revised guidelines on financial reporting
(FINREP) in December. The idea behind the amendments to the
FINREP guidelines is primarily to streamline reporting requirements
in the EU. The core aspect of the guidelines is the maximum data
model, according to which CEBS countries must provide a certain
amount of data that neither exceeds nor falls below a defined level.
The model should make it easier to compare data, given that room
for discretion at a national level is eliminated. Moreover, IFRS
amendments were integrated into the new guidelines. There are
plans to incorporate IFRS amendments resulting from the revision
of IAS 1 and IAS 39 into the new FINREP version in 2010.

IFRS are on the verge of reaching another milestone in 2011 in
efforts to establish them as the global accounting standard. In
February 2009, the SEC completed the public consultation process,
opened in November 2008, on a roadmap to permit the use of IFRS
for US public companies, and set out plans on how it is going to
proceed. According to this, the SEC will decide in 2011 on whether
to accept IFRS as of 2015. The decision will be based on how much
progress has been made in efforts to harmonise IFRS and US-GAAP,
as well as taking into account the independence of IASB.
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5 Solvency Il

Solvency II paves the way for deep-rooted reform of insurance
supervisory law in Europe, in particular of solvency capital
regulations for insurance undertakings. Following difficult
negotiations between the Economic and Financial Affairs Council
(ECOFIN), the European Parliament and the European Commission
in 2008 to draft the directive, they were able to reach a
compromise in March 2009. The Parliament adopted this in April,
with the Council acknowledging this vote in May. The result was
that the directive could be passed prior to the European
parliamentary elections. Solvency II must be implemented in the
member states by 31 October 2012. By this time, any necessary
changes to the Solvency II Directive in view of the newly shaped
European financial supervisory and regulatory landscape have to be
made.

Throughout the negotiations, the issue of the group
support regime continued to prove extremely
divisive among member states and the Parliament.
To prevent Solvency II from dragging on into the
next legislative period purely as a result of this
issue, the various parties agreed to drop the
issue of the group support regime for the time
being. This decision can be reviewed until 31
October 2014. Thereupon the Commission will
report to the Parliament on the impact and
experiences of the newly agreed group
regulations. As part of this process, the
Commission is then able to put forward
proposals to amend the directive and to revisit the
issue of the group support regime if necessary.

Implementing measures

The directive empowers the EU Commission to enact implementing
measures on certain issues. These help to make the directive more
specific, thereby improving the harmony and uniformity of
supervision in Europe. The four CEIOPS Solvency II working groups
developed proposals to prepare for the implementing measures in
2009 and presented these to the Commission. CEIOPS submitted
the most recent version at the beginning of 2010. Using this as a
basis, the Commission will then present its own proposals for
implementing measures to the Council as a starting point for
debate and consultation. In addition to this, CEIOPS has also been
developing supervisory advice to enable further harmonisation of
supervisory activities in Europe. This process began at the end of
2009 and is set to continue until the first half of 2011. The key
proposals of the four working groups are as follows.

The Financial Requirements Expert Group (FinReq) concentrates on
four subject areas: Minimum capital requirement (MCR), solvency
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capital requirement (SCR), technical provisions and own funds. In
2009, a concrete formula for calculating the MCR was developed. In
contrast to this, the focus of the SCR was on the ability of technical
provisions to absorb losses. Two procedures are proposed to
determine technical provisions; these are set to be tested in 2010
as part of QIS 5 (Quantitative Impact Studies 5). The FinReq
continues to suggest that operational risk be calibrated in a
different way to QIS 4 and specifies the proposals to measure
health, life and non-life underwriting risk. The proposal concerning
market risk now makes reference to the issue of interest rate
volatility, while also refining and recalibrating individual
submodules. As far as technical provisions are concerned, the
proposals include calculating the best estimate, the risk margin and
the risk-free interest rate term structure. Furthermore, a set of data
quality standards to ensure their appropriateness, completeness
and accuracy were developed.

The Internal Governance, Supervisory Review and Reporting Expert
Group (IGSRR) is responsible for qualitative requirements as well
as for the requirements for a company’s public and supervisory
reporting, and the requirements for capital add-ons. Moreover, the
IGSRR is also responsible for measuring assets and other liabilities
than technical provisions. In future, companies will draft a report
for the supervisory authority, which will serve as a basis for the
supervisory audit. This report will not be published. In addition to
this, companies will publish a report on their financial situation
which is to serve as a source of information for every stakeholder
about the solvency level and the financial situation of the company.
IGSRR developed a uniform structure for both reports and made a
number of proposals for the level of detail required in the
information. Furthermore, it also developed proposals pertaining to
the European-wide harmonisation of the way in which capital add-
ons are set and applied. Other topics for which the IGSRR has
drafted implementing measure proposals include transparency and
responsibility of supervisory authorities, the governance system,
special purpose entities, and investments in securitised loans, as
well as remuneration systems and deadline extensions in case of
failure to adhere to solvency capital requirements.

The Internal Model Expert Group (IntMod) has compiled rules for
the application test, calibration, statistical quality, documentation
and validation of internal models. Furthermore, it details the
approval of internal group models and interaction with the system
of governance. The application test should demonstrate that a
company’s management and supervisory bodies understand what
the goals of the internal model are and how it works, and that they
use it during the decision-making process. In addition to this, the
model must be suited to the business and cover the most
significant risks. The way in which the model is designed must
make it usable for decision-making processes.

In 2009, the Insurance Groups Supervision Committee (IGSC) put
forward proposals to calculate and measure group solvency, while
also addressing the issue of determining available capital along with
its fungibility and transferability. Further to this, practical ideas
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were developed on the possible future shape of cooperation
between European supervisors of a group in so-called colleges.
There are also proposals in place now to establish detailed and
harmonised supervisory reporting standards for intra-group
transactions and concentration of risk, which were thrust into the
spotlight during the financial crisis.

Impact study

As part of the fifth QIS, CEIOPS developed proposals for technical
specifications and passed these on to the Commission at the
beginning of 2010. These proposals follow on from those of the
previous QIS, but are now based on the finalised framework
directive and take into account previous implementing measure
proposals and developments. The study will be carried out between
July and November 2010 by the Commission, with the report on the
results being published in April 2011.

6 Rating agencies

Every rating agency with operations in Europe is obliged to submit
an application for registration by 7 September 2010 in order to be
able to continue providing ratings for regulatory purposes. This is
stipulated by the EU Regulation on Credit Rating Agencies, which
came into force on 7 December 2009.

During the financial crisis, rating agencies came under international
political scrutiny for a defining role in this crisis. Therefore it should
not come as a surprise to see that governments around the world
have begun drafting rules to enable the future regulation of rating
agencies and to safeguard the quality of ratings. At the London G20
summit in April 2009, the participating countries agreed on the
objective to legally oblige rating agencies to adhere to IOSCO code
of conduct and, based on this, to implement a registration and
regulatory regime for rating agencies.

The central element of the EU regulation is to require the
registration of rating agencies established in the EU. Rating
agencies can submit a registration application from 7 June 2010.
This application must first be submitted to CESR. Following this,
CESR then informs the national supervisory authority which is
responsible for the registration process. As part of the registration,
the rating agencies must fulfil a set of requirements which are
based on the voluntary IOSCO code of conduct and which help to
increase transparency and to avoid conflicts of interest. For
example, rating agencies may not perform both advisory and rating
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activities for a company at the same time. In the past, rating
agencies were often the target of fierce criticism for practices which
saw the very same agency first providing issuers with advice when
packaging assets for securitisation purposes and then assigning
these products the highest rating. Moreover, a policy of rotation has
been introduced for rating analysts. This means that they may only
issue ratings for one company for a limited period of time before
being moved on to another assignment within the agency.

However, not all rating agencies were simply lumped together. The
special features of smaller rating agencies in particular were taken
into account. If, for example, a rating agency employs fewer than
50 people and it can prove to the relevant supervisory authorities
that such a mandatory rotation system for analysts would be an
excessive burden, it can apply for an exemption from this
regulation. At the same time, however, the rating agency must
demonstrate how it intends to ensure the independence of their
analysts by other means, which is the goal of this regulation.

The tasks of registration and supervision are performed by the
national supervisory authorities. Following their registration, rating
agencies are then bound by strict rules governing conduct and
organisation. In particular, they are obliged to implement a wide
range of measures to prevent as far as possible potential conflicts
of interest arising during their activities. By the same token, rating
agencies will in future have to provide the supervisory authority
with regular information regarding their methodologies, models and
ownership structure. However, European supervisory authorities are
not allowed to interfere with the actual valuation models. If rating
agencies breach the rules of the EU regulation, they may be subject
to sanctions or may even be stripped of their registration as a last
resort. Supervision of rating agencies that are active in more than
one member state is organised in Colleges of Supervisors. The
decision on whether the relevant national supervision authority may
participate in the colleges should depend on whether the rating
agency has a branch office in the respective member state and the
extent to which a member state is affected by the rating of this
agency.

Ratings used for regulatory purposes, such as to determine
regulatory capital requirements, may only come from a rating
agency which has been approved in line with the EU regulation.
Ratings which were issued in nhon-member countries may only be
applied in the European Union if these ratings fulfil the EU
regulation requirements. This either has to be guaranteed by an
EU-registered branch office of the respective rating agency or the
rating regulation and supervision in the non-member country must
be considered as being of an equivalent standard by the EU
Commission. The latter option is only available to small rating
agencies from non-member states that are not systemically
relevant. The original proposal put forward by the Commission,
which categorically rejected ratings from non-member countries,
was viewed by market players as having significant regulatory
shortcomings. Germany supported allowing the opportunity to use
ratings from non-member countries for also regulatory purposes.
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CESR is working on a number of guidelines to provide more detail
on the content and interpretation of a variety of points in the
regulation. An example of this is the work to draw up the details of
the registration process and a coordination arrangement between
the competent authorities and CESR. Market actors were able to
comment on the first draft of guidelines until the end of November
2009. These guidelines are due to be published in June 2010;
further ones are to follow. In addition to this, CESR was
commissioned to investigate regulatory frameworks in the USA,
Japan, Canada and Australia and to report its findings to the EU
Commission. Based on these findings, the Commission will decide in
2010 which regulatory frameworks are analogous to that of the EU
and can therefore be deemed equivalent to the EU regulation.

7 Market transparency
and integrity

MiIiFID and trade transparency

CESR recommends increasing post-trade transparency on the
market for corporate bonds, structured products and credit default
swaps (CDS). This was the conclusion of a report published in the
middle of July 2009 on post-trade transparency. CESR thinks that
the new transparency regime should cover corporate bonds for
which a prospectus has to be published - including the bonds
admitted to trading on a regulated market - as well as corporate
bonds traded on a multilateral trading facility (MTF). CESR also
recommends a post-trade transparency regime for assed-back
securities (ABS), collateralised debt obligations (CDO) and CDS. In
light of the short-term nature of asset-backed commercial papers
(ABCP), CESR does not consider it top priority to develop post-trade
transparency here. CESR is in the process of defining its
recommendations in detail and is set to present these to the EU
Commission in July 2010 within the framework of the so-called
MiIFID review. IOSCO Committee for Secondary Markets was also
taking time to address the issue of transparency requirements
when trading structured products following the financial crisis.
Together with market participants, the committee held a
consultation to determine if the level of post-trade transparency
was sufficient. IOSCO drafted a consultation report on this issue in
September 2009. The findings are set to be published in 2010.

The vast majority of equity-trading in Europe continues to take
place via regulated markets and not via new competitors or OTC
trading. This is one of the findings of an analysis carried out on
secondary equity markets and on the impact of MiFID here. CESR
published the analysis’s findings and conclusions in June 2009.
MiIFID has led to a number of changes in the markets such as
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ending the concentration of trading in the hands of established
stock exchanges, which has promoted the emergence of alternative
trading systems and increased competition on the secondary equity
market. At the same time, the nature of trading changed as a result
of technological innovation. Although inroads have been made into
the market share of established stock exchanges due to these
changes, the majority of equities continue to be traded on the
regulated markets. Another consequence of heightened competition
is that direct costs for the execution of orders have fallen.
Unfortunately, these cost advantages seem to have been negated
by the increased cost of trading in @ more fragmented environment
and market volatility. Moreover, in light of the new competitive
environment, the analysis has unearthed concerns of a number of
market participants about whether the various execution venues
are receiving equal treatment from a regulatory point of view.
Furthermore, there are concerns regarding the quality and
consolidation of post-trade transparency data. CESR has registered
these concerns and will hold further consultations.

In the spring of 2009, CESR developed a sample procedure to
coordinate and agree on new approvals for exemptions from pre-
trade transparency (waiver). The first four assessments of such
waivers, which were granted using this new procedure, were
published by CESR on its website in May 2009. Since this time,
more than ten additional procedures, including those associated
with the planned trading regulations of a German marketplace,
have been carried out. Given the scope of interpretations
throughout individual member states of the pre-trade transparency
waivers granted by MiFID, it was necessary to introduce a uniform
procedure. Aside from ensuring a reasonable interpretation of
MiFID, the primary concern was to push for uniformity in the EU to
guarantee a level playing field. The new procedure leads to a non-
legally binding decision by CESR within six weeks. BaFin has
informed the stock exchange supervisory authorities of the Federal
States responsible for ensuring pre-trade transparency for
exchange transactions about the new procedure and asked for them
to work together with BaFin and CESR on any waiver applications.
In addition to evaluate new waiver applications, CESR is also
investigating current waivers in the member states. This work is
then to be incorporated into the CESR recommendations pertaining
to the MIFID review.

Market integrity and market abuse

In future, stock exchanges should follow a new set of principles
concerning the outsourcing of services and functions. This is the
conclusion of report which was published in July 2009 by I0SCO
Committee on Secondary Markets chaired by BaFin. The aim of the
new principles is to safeguard market integrity and to ensure
appropriate risk management. To this end, third party service
providers should be vetted both before a contract is concluded and
on an ongoing basis, for example. The key idea here is primarily to
uncover potential conflicts of interest on the part of the third party
service provider. A set of security systems should be introduced to
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manage market disruption and crisis situations; these systems
should be regularly tested. Similarly, the third party service
provider should be expected to take appropriate steps to protect
confidential data and information.

Since May 2009, market participants have been able to call on
additional help to understand and interpret the Market Abuse
Directive. Following the end of consultations and a public hearing,
CESR published a new set of guidelines covering the issues of
insider lists, suspicious transactions reports, stabilisation and buy-
back programmes, as well as the two-fold notion of inside
information. This additional help to understand and interpret the
directive should serve as a guide for market participants to various
aspects of the directive. These are an integral part of the third set
of guidelines concerning the Market Abuse Directive. In this way,
CESR has responded to repeated calls on the market for the
provision of additional guidance.

CESR members are of the opinion that many of the regulations
contained in the Market Abuse Directive have proven their worth. In
July 2009, CESR issued a joint response of every CESR member to
a call for consultation by the European Commission on the review of
the Market Abuse Directive. The definition of market manipulation
was particularly well received. However, market participants also
agreed on the necessity to consider making amendments in certain
areas. For instance, CESR members posed the question of just how
much the directive’s scope of application could be extended to other
markets, for example.

After a period of protracted preparatory work, the EU Commission
published a communication in April 2009 which announced the
introduction of legislation to increase the protection of retail
investors when purchasing investment products. This refers to
financial products that are typically sold to retail clients, allowing
them to benefit from the performance of one or more assets,
provided that there is a certain degree of complexity (so-called
packaged retail investment products or PRIP). Investment products
for retail investors of the kind mentioned above include certificates,
derivatives, investments funds, open and closed real estate funds,
unit-linked life insurance and structured deposits. These do not
include equities and simple bonds.

The legislative initiative has two underlying objectives. Firstly, a
mandatory document should be created which is easy for retail
investors to understand and which provides a clear overview of key
information about the investment product. This should be given to
the investor before any decision is taken. The key information
should give the retail investor a picture of the way in which the
product works together with the opportunities and risks of the
product. It should also make it possible to compare the product
with other ones. Secondly, the Commission intends to harmonise as
much as possible the array of different marketing provisions for
such investment products spread over several directives.
Specifically, this refers to requirements associated with investor
advice, the way in which potential conflicts of interest when selling
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a product are handled and how sales commission is regulated. With
considerable input from BaFin, the 3L3 committees CESR, CEBS and
CEIOPS are seeing through the Commission’s initiative, drawing on

their practical supervisory experience.

Prospectuses and voting rights

The CESR expert group for prospectuses has continued work on
developing the catalogue of common positions on the uniform
application of prospectus law. In the most recent wave of updates
to the catalogue in December 2009, common positions on 74
frequently asked questions were published. In February 2009, CESR
published an updated overview of the languages accepted in
individual member states when producing a prospectus, as well as
of the acceptable languages which prospect summaries can be
translated into in individual member states.

Following public consultation, the European Commission published a
proposal to amend the Prospectus Directive. The central element of
this proposal is the new regulation governing the summary of
prospectus information, which in principle is based on the “key
investor information” document under the UCITS Directive. The
summary should be standardised in order to be able to better
compare and contrast different products. Following discussions in
the European Council and the European Parliament, there are plans
to pass the amended Prospectus Directive in the middle of 2010 for
this then to be incorporated by member states into national law.

According to the Transparency Directive, merely being in possession
of certain financial instruments, which entitle the holder to acquire
shares to which voting rights are attached, means that the holder is
subject to a notification obligation. Events on the financial markets
and a number of cases in member states have, however, led to a
debate on whether other financial instruments should be subject to
voting rights notification requirements as well. By way of example,
even purely cash settled instruments, such as cash settled options,
can be used to exert influence over a listed issuer or allow for
creeping control without the public knowing. Such options can have
the same economic effect as actually holding shares or entitlements
to acquire shares. Up to now, such constellations have not been
subject to voting rights notification requirements pursuant to the
Transparency Directive.

CESR thus launched an initiative in 2009 to coordinate discussions
at a national level in several member states and to achieve the
most uniform approach possible. At the same time, the Committee
is of the opinion that the scope of application of the Transparency
Directive should be extended to include all instruments referenced
to shares that allow the holder to benefit from an upward
movement of the price of these shares, i.e. that effectively create a
long economic exposure to the issuer. The consultative paper was
published by CESR in February 2010. The final report detailing the
CESR recommendations for the EU Commission should be
incorporated into the pending Transparency Directive review.
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8 Corporate governance

Failures in corporate governance, such as poorly placed incentives
based on an excessive remuneration and bonus policy, opaque
corporate interdependence, insufficient risk management and the
failure of supervisory board and investor control mechanisms
played a significant role in the financial crisis, alongside many other
factors. In 1999, the OECD developed a set of fundamental
principles of corporate governance, which has since served as an
international guideline for politicians, industry and financial
supervisors. Following the work of the OECD, the BCBS also
published a set of guidelines on corporate governance in the
banking sector in 1999. In light of the shortcomings in corporate
governance which were exposed during the financial crisis, both
organisations scrutinised their fundamental principles in the
reporting year, just as the Committee of European Banking
Supervisors (CEBS) did.

In June 2009, the OECD carried out a comprehensive, cross-border
study entitled “Corporate Governance and the Financial Crisis: Key
Findings and Main Messages”. The study revealed a number of
shortcomings in the implementation and enforcement of its core
principles on corporate governance. For this purpose, the OECD
analysed the key areas of remuneration structures, risk
management, supervisory board practices and the exercise of
shareholder rights. It established that there was a lack of
correlation between the level of remuneration and business
performance, as well as an insufficient risk management system
that neither considered the risks inherent to such remuneration
systems nor the risk exposure of the company as a whole.
Supervisory board members were often lacking the level of
objectivity and independence recommended by the OECD. They
were simply not in the position to be able to carry out sufficient
checks of the risk management and remuneration system in the
supervised company. For this reason, it is the intention of the OECD
to improve the implementation and enforcement of its core
principles. This should be done by providing detailed
recommendations in the form of a handbook on corporate
governance principles on the one hand and, on the other, through
peer reviews, which should enable OECD member states to review
implementation progress. Additionally, a so-called “best practice”
policy should be developed together with the FSB. These
recommendations are due to be presented in April 2010.

The BCBS has begun substantiating and enhancing a number of its
principles on corporate governance in the banking sector. Moreover,
the entire document is undergoing a comprehensive overhaul. A
working group began by assessing the extent to which the Basel
Principles have been implemented in the signatory states and by
analysing specific case studies. Principles are now being
substantiated and enhanced to strengthen areas in which the BCBS
identified particularly serious weaknesses in implementation. Above
all, this includes:
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e The role of the board of directors/management and supervisory
boards and its working practices

e Risk management

e Complex and/or opaque corporate structures

e Transparency

The BCBS presented the revised principles for public consultation at
the beginning of 2010. It is expected that these will be finally
passed in September 2010.

In a similar vein, CEBS carried out a review of the way in which its
guidelines on corporate governance are being implemented in EU
and EEA member states, identifying any shortcomings in the
implementation at a corporate level. By way of example, it was
discovered that the complexity of some corporate structures often
was not matched by an appropriate structure of governance. Other
deficits uncovered include insufficient supervision of management
by the supervisory authority and the inadequate integration of
internal control functions in the company or group. Following
discussions with the banking sector, consultancies and institutions,
CEBS presented a report to the EU Commission at the beginning of
2010, which will be used by a CEBS working group to overhaul the
guidelines in 2010.

The Governance & Compliance Subcommittee of the IAIS has
drafted its “standards and guidance on remuneration”, complying
with an FSB resolution aimed at international standard setters to
support the introduction of FSB standards for sound remuneration
practices at key financial institutions. This support should be largely
focused on the specific financial situation of insurance undertakings
and on protecting the interests of policyholders and beneficiaries.
These standards are due to be passed in 2010.

A working group set up by the 3L3 committees sees no immediate
need to harmonise the regulatory framework for cross-sectorally
active companies as far as internal governance is concerned. The
working group compiled, analysed and evaluated the current
regulations concerning internal governance. The focus of the
analysis was the MiFID for the securities sector, the current
Solvency II Directive for the insurance sector and the CRD for the
banking sector, together with the guidelines developed by the L3
committees. The objective was to identify overlapping and
potentially contradictory regulations for cross-sector companies, i.e.
entities undertaking activities in the areas of banking, insurance
and securities. Indeed, the working group came to the conclusion
that there were certainly a number of overlaps, particularly in the
case of MiFID and CRD. In spite of this fact, the group does not
believe that it is a priority to harmonise the existing differences
between the three sectors. In order to determine the extent to
which the industry is actually affected by the existing overlaps, a
“call of evidence” has been made, calling on companies and
pressure groups to present their views on selected fields where
overlaps have been identified and, in particular, to highlight any
negative practical impact of differences. The selected areas are as
follows:
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e Managing conflicts of interests

e Risk management policies, processes and procedures

e Independence of risk management, compliance and internal audit
with reference to their varying sector-specific requirements

e Supervisory Review Process

9 Investment funds

Before and during any investment, fund of hedge funds managers
should analyse both the liquidity of the target funds and the
liquidity of the financial instruments held by these hedge funds.
This is the recommendation of IOSCO made in its final report on
best market practices in the field of funds of hedge funds. In
addition to standards on liquidity risk, IOSCO also recommends the
introduction of standards governing due diligence processes for
target funds which draw on the lessons learned from the Madoff
case. Before acquiring a target hedge fund, the custody procedure
for assets of the target fund should be examined. This involves
considering the relationship between the custodian of the assets
and the manager of the target hedge fund.

In response to the subprime crisis, IOSCO has also developed a set
of good practices for due diligence processes, which the investment
manager should perform before investing in structured products.
The central issue in the report, which was published in July 2009, is
the stipulation that an investment manager should be able to
understand and evaluate the structure and risk potential of a
complex product before acquiring it. To this end, IOSCO
recommends introducing a three-step process to exercise due
diligence with structured products, in which the underlyings of the
product, the structure of the product and the impact of the product
on the overall portfolio of the fund must be analysed.

The UCITS 1V Directive was published in November 2009. The key
issues here are:

e The introduction of an EU passport for management companies.

e The replacement of the simplified prospectus with the “key
investor information” document.

e The creation of framework conditions for merging UCITS and
master feeder structures.

e The facilitation of the EU passporting notification procedure.

e The strengthening of supervisory powers and of cooperation
between supervisory authorities.

The UCITS IV Directive empowers the EU Commission to adopt
implementation measures (level 2 measures). In October 2009 at
the behest of the EU Commission, CESR gave advice on measures
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to implement the EU management company passport and the key
investor information document. Together with the EU management
company passport, the advice includes standards for internal
organisation and managing conflicts of interest, rules of conduct
and regulations on risk management in management companies.
The CESR proposals concerning the key investor information
document include details on its content, form and presentation.
CESR put forward further proposals regarding the merging of
UCITS, master-feeder structures and notification procedures at the
end of December 2009. The UCITS IV Directive has to be
incorporated into national law by member states by July 2011.

In April 2009, the EU Commission published a proposal for a
Directive on Alternative Investment Fund Managers
(AIFMs). The aim of the draft directive is to create a
comprehensive and effective regulatory and

European level. Alternative investment funds
(AIF), as defined by the draft directive, refer

| 3 supervisory framework for AIFMs at the

y = to any funds which are not covered by the

UCITS 1V Directive. However, according to

\ = the current draft directive, it is of no

relevance if the AIF is domiciled within or
outside the European Union, if it belongs to
the open-ended or closed-ended type or
which legal structure it has. This would mean
that a significant share of the grey capital
market would then be regulated if this directive
were incorporated into national law.

10 Occupational retirement
provision

The International Organisation of Pension Supervisors
(IOPS), based in Paris, was founded on 12 July 2004. IOPS is an
organisation similar to the IAIS which is responsible for the area of
occupational retirement provision. The objective of IOPS is to set
international standards in the supervision of occupational
retirement schemes, to promote international cooperation and to
act as a global forum for the exchange of information.

IOPS has published a working paper on measuring the performance
of pension supervisory authorities. This first details four pillars
which stand for good supervisory governance and therefore
constitute the basis for good supervisory work: independence,
accountability, transparency and integrity. Moreover, IOPS members
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recommend the combined use of various instruments to measure
performance in order to be able to determine the notoriously
difficult-to-measure performance of supervisory authorities as well
as possible. Recommended action includes effectiveness measures,
looking at outcomes against the authority’s high-level objectives, or
economy measures for operating activities, in order to be able to
compile statistics on various activities.

IOPS passed guidelines on supervisory intervention, enforcement
and sanctions at a meeting in Rio de Janeiro in October 2009. The
guidelines detail specific intervention rights that are required or
should be utilised by the supervisory authorities to intervene,
enforce and sanction.

Supervision should be proportional, flexible and risk-based. This is
the conclusion of a joint working paper by IOPS and the OECD.
These two organisations conducted an evaluation of international
guidelines, best practices and member recommendations to
improve occupational retirement provision, with a view to analysing
the responses to the economic and financial crisis. In the course of
this work, IOPS and the OECD also came to the conclusion that
occupational retirement schemes must improve both their corporate
governance and risk management in order to avoid investing in
excessively risky assets or in assets which are not completely
understood.

An IOPS working paper on pension funds’ risk-management
framework examines what sort of risk-management framework
occupational retirement schemes should have in place. Drawing on
the experiences of occupational retirement schemes and other
financial sectors, such frameworks are broken down into four main
categories: Management oversight and culture, strategy and risk
assessment, control systems, and information and reporting. Ways
in which supervisory authorities can check that such systems are
operating are also considered.

According to a report by CEIOPS, there is a broad spectrum of risk
management rules present in EU member and EEA signatory states.
In its report, CEIOPS details which risk management rules
occupational retirement schemes have to observe in each country,
and how the supervisory authorities review and check adherence to
these rules. The majority of countries have at least implemented a
general regulation regarding risk management, such as the
documentation of the risk management strategy. In more than half
of the countries reviewed, special risk management regulations, in
particular those concerning market, credit and operational risk,
have been introduced. Eleven countries have obliged occupational
retirement schemes to provide information to beneficiaries, which
goes beyond the requirements set out by the Pension Fund
Directive. The supervisory authorities regularly review risk
management regulations by carrying out on-site inspections.

In October 2009, CEIOPS adopted the revised Budapest protocol.
Two key changes were made here: On the one hand, CEIOPS
provided support to ensure cooperation between the responsible
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authorities in the EU member and EEA signatory states, in case of
difficulties arising due to the different definitions of cross-border
activities in the respective countries, for instance. On the other
hand, European supervisory authorities have strengthened
consumer protection regarding occupational retirement schemes by
regulating cooperation between the competent authorities in case
of complaints made by future beneficiaries and members with
cross-border relevance - as is the case with the Siena Protocol. The
Budapest Protocol is a multilateral MoU, which regulates
collaboration of the competent authorities for occupational
retirement schemes in the EU and the EEA operating cross-border
activity.

The number of cross-border occupational retirement schemes
increased from 70 to 76 between June 2008 and June 2009. As in
previous years, CEIOPS reported on the development of the cross-
border activities of occupational retirement schemes within the EU
and EEA in 2009. Ten of the 76 schemes extended their activities
abroad for the first time; in contrast, four schemes pulled the plug
on their cross-border activities. The reasons for this about-turn are
manifold. In one case, the member states concerned were unable
to reach agreement on whether supervisory or social security law is
to be applied when calculating the minimum guarantee level. In line
with this trend, the number of home member states fell from nine
to seven, while the number of host member states rose from 21 to
22. When making a comparison, it should be noted that there are
varying definitions of what constitutes cross-border activities in EU
member and EEA signatory states.

11 Colleges and bilateral
cooperation

A core objective of supervisory authorities is to improve the
supervision of banking groups with cross-border activities. The
most important instrument in place to perform this task are the
supervisory colleges. A college represents a structure to facilitate
cooperation between home country and host country supervisors of
a cross-border banking or insurance group, which also includes
regular meetings between the supervisors of this group. The aim of
the colleges is to coordinate supervisory activities and enhance the
exchange of information between the relevant authorities, thereby
increasing the efficiency of international supervisory activities.
Working groups promote and coordinate both the setting up of new
colleges and the ongoing work of existing colleges at a global and a
European level. A key aspect here is the exchange of experiences
given that colleges have been in place in some countries for a
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number of years while, in other countries, they are just being set
up. For three German banking groups, for which Germany is the
home country supervisor, there are supervisory colleges at a
European level: Deutsche Bank, Commerzbank and Bayerische
Landesbank. Further colleges will be added in the course of 2010.

In response to the financial market crisis, G7 finance ministers
agreed to the erstwhile FSF (now FSB) action plan to set up
colleges of supervisors. The goal is to monitor the global risks
associated with internationally active financial companies in close
bilateral and multilateral cooperation - inside and outside Europe -
with the supervisory authorities concerned. The FSB created a list
of systemically relevant companies for which colleges needed to be
set up. Immediate action had to be taken to set up the colleges for
the key banks and insurance undertakings with cross-border
activities, such as the Deutsche Bank and Allianz groups, by 31
March 2009. The FSB is now calling for the setting up of smaller
“core colleges” with only the most important respective supervisory
authorities, in order to ensure a swift and uncomplicated exchange
of information.

During the reporting year, the BCBS founded a global college
working group which works closely together with the FSB. The
group is tasked with drafting guidelines for the future cooperation
of supervisory authorities, which also set out the principles for
cooperation and coordination in colleges. In order to achieve this,
the working group first obtained an overview of the structures and
practices of the existing colleges. The working group will pass these
good practice principles to the FSB upon completion. At a European
level, work associated with colleges is at an advanced stage: The
revised Capital Requirements Directive, which will come into force
at the end of 2010, stipulates the need to establish colleges for any
banking group with a subsidiary or significant branch in another EU
member state. Moreover, it requires CEBS to develop guidelines for
the practical work of the colleges and therefore, by extension, for
the tasks defined in the Capital Requirements Directive. CEBS put
forward a corresponding draft in December.

The IAIS details 13 core characteristics of a supervisory college in
its guidance paper on the use of supervisory colleges on insurance
undertakings with cross-border activities. According to the
guidelines passed in October 2009, a supervisory college should be
organised in accordance with the nature, scale and complexity of
the group it oversees. To be most effective, it should generally be
established as a permanent, integral part of the group-wide
supervision process. It is vital that appropriate agreements on the
exchange of confidential information between the members of the
supervisory college are in place. The IAIS and FSB are convinced of
the key role supervisory colleges can play in preventing and
overcoming crisis situations. For this reason, the IAIS guidelines
should also be incorporated into the upcoming work on cross-sector
supervisory colleges for financial conglomerates.
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BaFin has concluded a number of agreements on standing requests
of assistance, with the supervisory authorities in Ireland, Finland
and Luxembourg. A standing request for assistance refers to a
request for administrative assistance from the respective foreign
supervisory authority to assume certain supervisory powers for
branches located in the host country. In the case of a branch of a
French bank in Germany, BaFin actually agreed on a Common
Oversight Program with the French Autorité des Marchés Financiers
(AMF), which was advisable in view of the key market position the
bank has in the German retail banking sector. In contrast to a
standing request for assistance, a common oversight program
provides a framework for close cooperation between the
supervisory authorities concerning the supervision of the branch
involved. In a similar vein, BaFin also agreed on another common
oversight program with the Italian Commissione Nazionale per le
Societa e la Borsa (CONSOB) with regards to the branch of a
German credit institution in Italy.

12 Memoranda of Understanding

BaFin, the Financial Supervisory Commission from Taiwan and the
Bermuda Monetary Authority (BMA) were the first members to sign
the IAIS Multilateral Memorandum of Understanding (MMoU) in
June 2009. With this MMoU, the IAIS intends to improve cross-
border cooperation between insurance supervisors. By signing the
MMoU, the members agreed to a number of issues including
regulations governing the exchange of information on cross-border
activities of insurers, reinsurers and insurance groups; they also
came to an understanding on a set of minimum standards to
protect the confidentiality of this information. In the meantime,
other organisations have since signed the MMoU including the
Australia Prudential Regulation Authority (APRA), the Autorité de
Contréle des Assurances et des Mutuelles (ACAM, France), De
Nederlandsche Bank (DNB, the Netherlands), the
Finanzmarktaufsicht (FMA, Austria) and the Insurance Supervisory
Commission (Romania). A total of eight members have thus already
signed up to the agreement; a further 20 IAIS members have
signalled their interest in joining the agreement and are currently
undergoing the three-stage application process.

An IOSCO resolution obligates every IOSCO member to apply to
join the IOSCO MMoU by the beginning of 2010. As a result,
securities regulators from a whole host of countries applied to join
in 2009. Having already signed the MMoU in 2003, BaFin was
involved in reviewing the incoming applications and also provided
technical support to an applicant in one case. By signing the
agreement, the supervisory authorities commit themselves to
exchanging information on the cross-border pursuit of capital
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market offences. The MMoU has since established itself as the

international standard for the exchange of law enforcement
information between securities regulators.

Table 2

Memoranda of Understanding (MoU) 2009

Banking supervision

Argentina
Australia
Austria
Belgium
Brazil
Canada
China
Croatia
Czech Republic
Denmark
Dubai
Estonia
Finland
France

Great Britain (BE/FSA)

Great Britain (BSC)

Great Britain (SIB/SROs)

Greece
Hong Kong
Hungary
Ireland

Italy (BI)
Italy (BI-Unicredit)
Jersey
Korea
Latvia
Lithuania
Luxembourg
Malta
Netherlands
Norway
Phillipines
Poland
Portugal
Qatar
Romania
Russia
Singapore
Slovakia
Slovenia
South Africa
Spain

USA (FDIC)
USA (FedBoard/OCC)
USA (NYSBD)
USA (OCC)
USA (OTS)
USA (SEC)

2001
2005
2000
1993
2006
2004
2004
2008
2003
1993
2006
2002
1995
1992
1995
1995
1995
1993
2004
2000
1993
1993
2005
2000
2006
2000
2001
1993
2004
1993
1995
2007
2004
1996
2008
2003
2006
2009
2002
2001
2004
1993
2006
2003
2002
2000
2005
2007

Securities supervision

Argentina
Australia
Brazil
Canada
China
Croatia
Cyprus
Czech Republic
France
Hong Kong
Hungary
Italy

Jersey
Luxembourg
Monaco
Poland
Portugal
Qatar
Russia
Russia
Singapore
Slovakia
South Africa
Spain
Switzerland
Taiwan
Turkey
United Arab Emirates
USA (CFTC)
USA (SEC)
USA (SEC)

1998
1998
1999
2003
1998
2008
2003
1998
1996
1997
1998
1997
2000
2004
2009
1999
1998
2008
2001
2009
2000
2004
2001
1997
1998
1997
2000
2008
1997
1997
2007

Insurance supervision

Australia
Californien (USA)
Canada

China

Croatia

Czech Republic
Dubai

Estonia

Florida (USA)
Hong Kong
Hungary

Korea

Latvia

Lithuania

Malta

Maryland (USA)
Minnesota (USA)
Nebraska (USA)
New Jersey (USA)
New York (USA)
Qatar

Romania
Singapore
Slovakia

USA (OTS)

BaFin has agreed on closer cooperation with four American

insurance supervisory authorities: the Minnesota Department of
Commerce (MDOC), the New Jersey Department of Banking and

Insurance (DOBI), the Florida Office of Insurance Regulation

(FLOIR) and the Maryland Insurance Administration (MIA). The
signatories agreed to permit on-site inspections of branches or
subsidiaries in the respective host country. Furthermore, the

bilateral agreement makes provisions for the exchange of

information which is relevant for the supervisory and regulatory

tasks of the respective authorities.

2005
2007
2004
2001
2008
2002
2006
2002
2009
2008
2002
2006
2001
2003
2004
2009
2009
2007
2009
2008
2008
2004
2009
2001
2005
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BaFin and the Monetary Authority of Singapore (MAS) agreed on
the possibility of audits in the host country as part of an MoU. In
addition to supervising insurance undertakings, the MoU also makes
provisions for supervising credit institutions and financial services
institutions. BaFin and MAS also agreed on measures to streamline
the exchange of information, which should provide particular
support in crisis situations and in which the Bundesbank is involved.

BaFin has also signed two MoUs with securities regulators from
Monaco and Russia. The MoU between BaFin and the Commission
de contrdle des activités financieres (CCAF) regulates the
cooperation of both supervisory authorities in the field of market
supervision, in particular in pursuing cases of insider trading or
market manipulation. By the same token, the MoU with the Federal
Financial Markets Service of Russia (FFMS) should help to promote
cooperation between the two supervisory authorities in the field of
market supervision.

13 Technical cooperation

BaFin also advised and supported foreign supervisory authorities in
their efforts to set up a new supervisory system during the
reporting year.

In the year under review, there were once again a number of visits
paid to BaFin by delegations from the Chinese supervisory
authorities and employees of Chinese financial institutes to garner
information and attend seminars. In May, a BaFin employee held a
lecture in Beijing on the issue of securities supervision. Cooperation
is set to continue in 2010.

Cooperation with the Ukrainian financial supervisory authority
continued to be strengthened in 2009. A delegation from the
Ukrainian insurance supervisory authority came to Bonn in February
to obtain information on a range of selected supervisory issues.
Similarly, representatives from the Ukrainian securities supervisory
authority visited BaFin in September to exchange information. In
return, BaFin representatives visited Kiev in October. It is planned
to establish even closer ties between the German and Ukrainian
supervisory authorities in 2010.

Good relations with the South Korean financial market regulators
were maintained in 2009. In June and October, employees of these
authorities completed an internship in the securities and insurance
sectors lasting several weeks.

In a similar vein, cooperation with Russia continued, with a
delegation from the Russian insurance supervisory authority
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attending seminars at BaFin. Conversely, a BaFin employee also
participated in a further training event for Russian insurance
supervisors in Moscow.

Good relations were maintained and extended with the Serbian
insurance supervisory authorities. In November, a four-person
delegation from Serbia came to obtain information on a range of
selected issues related to supervisory activities. Likewise,
representatives of the Armenian insurance and securities
supervisory authorities also paid visits to obtain and exchange
information.

Contact with the National Commission of Financial Markets (NCFM)
of Moldova was also developed further in the year under review. In
October and November, employees of these authorities completed
internships in the securities and insurance sectors lasting several
weeks. Initial talks were held on the subject of financial services
supervision with representatives from Bosnia-Herzegovina, while
consultations were held at both the national bank and in the
country’s parliament.

For the first time, representatives from the Tanzanian capital
market supervisory authority and stock exchange visited BaFin in
Frankfurt.

BaFin helped to organise a conference on regional integration in
South Africa, the goal of which is to establish closer cooperation
and, in the long term, to create a common market for the Southern
African Development Community (SADC). The SADC is an
organisation of 15 countries in southern Africa, which are working
towards creating a common market in 2015. BaFin highlighted its
experiences from the European common market, with particular
reference to an integrated capital market and the single passport
concept (European passport for cross-border activities).
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IV Supervision of insurance
undertakings and pension
funds

1 Basis for supervision

1.1 Act on Strengthening the Supervision of the
Financial Market and Insurance Sector

Dr. Thomas Steffen, The financial market crisis prompted the need for improvements to

Chief Executive Director of the powers of intervention available to the financial market and

Insurance Supervision i . L.
insurance sector supervisory authorities. On 13 October 2008, the
German federal government announced that it would be proposing
amendments to supervisory law to improve the powers of
intervention at the disposal of the supervisory authorities in times
of crisis as part of a package of measures designed to stabilise the
financial markets. The Act on Strengthening the Supervision of the
Financial Market and Insurance Sector (Gesetz zur Starkung der
Finanzmarkt- und der Versicherungsaufsicht — FMVAStarkG)# is not
intended to pre-empt the current reform plans at European and
international level. Consequently, it was limited to those objectives
that are deemed to be particularly important, such as improving
preventative measures, the provision of better information to the
supervisory authorities in the form of additional disclosures,
improved rights of intervention in crisis situations and making the
responsible individuals more accountable.

The most important amendments to the Insurance Supervision Act
(Versicherungsaufsichtsgesetz - VAG) are described in brief below:

Monitoring of supervisory board members

. New regulations include notification The new regulations governing the monitoring of supervisory board
requirements, substantive members include notification requirements (primarily sections 5 (5)
requirements and measures. no. 9, 13d no. 12 VAG), material requirements (mainly section 7a

(4) VAG) and measures (mainly sections 87 (8), 121c (6) VAG).
They affect all of the types of undertakings that are subject to
supervision pursuant to the VAG, with some differences as far as
the details are concerned: primary insurance and reinsurance
undertakings, pension funds, insurance holding companies,
insurance special purpose vehicles and mixed financial holding
companies.

4 Federal Law Gazette (BGBI.), I 2009, p. 2305.
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Limits in cases of multiple
mandates.

. Exception for holding companies
repealed.

Supervisory board members have to be reliable and qualified
(section 7a (4) sentences 1 and 2 VAG). Furthermore, only five
supervisory board mandates at companies subject to supervision by
BaFin are permitted as a general rule; more than five mandates are
permitted if the companies belong to the same insurance or
corporate group (section 7a (4) sentence 4 VAG).

The regulations governing the monitoring of supervisory board
members in the VAG correspond largely to those set out in the
Banking Act (Kreditwesengesetz — KWG). BaFin published a -
cross-sectoral — guidance notice on 3 March 2010 containing
information on qualification and notification requirements in
particular.

Limit on the number of management mandates

The supervisory authorities have long tolerated multiple mandates
in insurance groups within certain limits, because the VAG does not
allow all insurance classes to be offered by a single legal entity - a
principle known as the segregation principle (Spartentrennungs-
grundsatz). For some time, however, there have been certain
managers with a total of more than ten management mandates
within a group.

Under the new regulations, managers will only be allowed to hold
two mandates in principle (section 7a (1) sentence 5 VAG). Only
mandates at primary insurance and reinsurance undertakings,
pension funds, insurance holding companies and insurance special
purpose vehicles will count towards this limit. The Supervisory
Authority can opt to approve more mandates if the companies
involved belong to the same insurance or corporate group (section
7a (1) sentence 6 VAG).

The legislature felt that the provision set out in the draft bill
stipulating a maximum of five mandates was too rigid. The grounds
for the law (Gesetzesbegriindung) mention the fact that a larger
number of mandates is not a problem if, for example, the individual
involved is to be responsible for a narrowly defined area, e.g.
personnel or IT.

For the time being, the new regulation does not apply to multiple
mandates that were already in place when the amendments came
into force, i.e. on 1 August 2009. In such cases, a transitional
period shall apply until 31 December 2010 (section 123f VAG).

Insurance holding companies

The exception in the legal definition of an insurance holding
company has been repealed. Under this provision, companies that
could prove that they did not exercise any management function
were not classified as insurance holding companies within the
meaning of section 1b VAG (section 1b (1) sentence 2 VAG (old
version)). The amendment came in response to a need for fast
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. Further details as regards what

constitutes non-insurance business.

. Notification duty pursuant to section

104i VAG.

action to be taken by supervisory authorities in times of crisis. In
the past, companies were able to challenge administrative acts
(Verwaltungsakte), subjecting them to supervision (section 2 VAG)
on the grounds that they did not exercise any management
function. This meant that BaFin’s hands were tied until the courts
had passed a res judicata judgment. There is also a need to
prevent a situation in which financial risks are shifted to holding
companies that are not subject to supervision, not only if the latter
exercise a management function.

As far as the other amendments to section 1b VAG are concerned,
the following is worth highlighting: Measures have been taken to
make sure that holding companies not only ensure appropriate risk
management at group level as the superordinated entity, but that,
as such, they also have a proper business organisation (section 64a
in conjunction with section 1b (2) half-sentence 1 VAG).

Prohibition of non-insurance business

The prohibition of non-insurance business (section 7 (2) VAG) only
applies to primary insurance undertakings. The regulations that
apply to reinsurance undertakings are less stringent (section 120
(1) sentence 3 VAG). Section 7 (2) VAG is based on European
directive requirements that will continue to apply under Solvency
II.

The prohibition of non-insurance business was detailed further to
improve legal certainty. The new section 7 (2) sentence 4 VAG
clarifies the purpose of the prohibition, namely to protect
policyholders and (indirectly) the insurance undertakings from the
additional financial risks associated with non-insurance business.

The new section 7 (2) sentence 3, half-sentence 1 VAG bans
borrowing in principle. In doing so, the legislature put an end to a
difference of opinion between the insurance industry, which sees
the borrowing ban as an unreasonable restriction, and the
supervisory authorities, which point to the financial risks and the
insurance industry’s function as a financial intermediary,
accumulating funds from surplus agents and channelling them to
deficit agents. The grounds for the law state that exceptions may
be considered within narrow limits, for example for companies in
need of short-term liquidity assistance, or for short-term overdraft
facilities. This largely corresponds to the current supervisory
practice. Special regulations apply to certain forms of hybrid
capital, which are eligible as own funds within precisely defined
limits (section 7 (2) sentence 3 half-sentence 2, section 53c (3¢)
VAG).

Risk concentrations at group level
The superordinated group entity must disclose all significant risk

concentrations at insurance group level to the Supervisory
Authority on a quarterly basis (section 104i VAG). This regulation is
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required because the information that the supervisory authorities
receive on group solvency, for example, paints an insufficient
picture of a group’s real risk situation.

The new provision is based on section 104r VAG - a regulation
containing a similar notification duty for financial conglomerates.

Reporting requirement for securitisations

The Act on Strengthening the Supervision of the Financial Market
and Insurance Sector has also extended section 13d VAG to include
a new reporting requirement in no. 11. This provision stipulates
that primary insurance and reinsurance undertakings must report
any direct and indirect securitisation of claims risks or other risks to
BaFin insofar as a special purpose vehicle is involved. In order to
increase the transparency of such transactions and the insurers’
risk position, the disclosure must include the prospectus, the
contractual provisions underlying the risk transfer and a list of the
risks for the insurance undertaking that have been identified as
being associated with the transaction.

1.2 Structural reforms to pension rights

adjustments
. New structures for pension rights The Act on Structural Reforms to Pension Rights Adjustments
adjustments. (Gesetz zur Strukturreform des Versorgungsausgleichs -

VAStrRefG) came into force in early September 2009. The Act sets
out provisions governing pension rights adjustments in Art. 1 Act
on Pension Rights Adjustments (Gesetz (ber den
Versorgungsausgleich — VersAusglG).

The aim of the pension rights adjustments is to split the
entitlements acquired during marriage between the divorced
spouses and to resolve problems that have arisen when adjusting
pension rights in the past. Entitlements, within the meaning of the
Act, include claims under occupational pension schemes and
private retirement savings plans that offer protection for
old-age or invalidity. This means that the new
regulations affected both Pensionskassen and pension
funds, as well as life insurance undertakings. As the
pension vehicles, the undertakings have to
calculate the proportion of the entitlement that is
attributable to the period of time spent as a
married couple and then submit a proposal for the
adjustment value to the family court.

The implementation of the statutory requirements
raised a large number of practical questions that were
discussed in a joint working group comprising
representatives from the German Insurance Association
(Gesamtverband der Deutschen Versicherungswirtschaft e.V.
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. Amendments to reflect BilMoG.

- GDV) and from industry. The main basis for the discussions was a
draft prepared by the GDV which, following extensive and
controversial discussions, resulted in an agreement being reached
on a system for splitting entitlements. The undertakings affected
can now use this system to submit changes to the operating plan
for the parts of their portfolios that are subject to approval. BaFin
also held talks with the “pension rights adjustments working group”
of the German Actuarial Society (Deutsche Aktuarvereinigung e.V.
- DAV) on this issue.

Section 15 (5) VersAusglG was supplemented to include a provision
stating that entitlements under occupational pension schemes give
rise to an entitlement from the pension rights adjustment fund
(Versorgungsausgleichskasse), unless the person entitled to
compensation chooses another pension vehicle in cases in which an
external split (externe Teilung - a situation in which a pension
entitlement is created with a pension vehicle other than that with
which the individual liable to pay the compensation has an
entitlement) is agreed. The pension rights adjustment fund is a
Pensionskasse within the meaning of section 118a VAG which is
formed solely for the aforementioned purpose, and does not
perform any other business activities. The legislature has set out
specific regulations for pension rights adjustment funds in the Act
on Pension Rights Adjustment Funds (Gesetz lber die
Versorgungsausgleichskasse — VersAusglKassG) to take account of
the special characteristics of these undertakings. The pension rights
adjustment funds shall be set up as mutual societies with life
insurers as their founding members.

1.3 Regulations and circulars

BerVersV and BerPensV

In the second half of 2009, BaFin revised the Regulation on the
Reporting by Insurance Undertakings to the Federal Financial
Supervisory Authority (Verordnung lber die Berichterstattung von
Versicherungsunternehmen gegentiber der Bundesanstalt fir
Finanzdienstleistungsaufsicht — BerVersV) and the Regulation on
the Reporting by Pension Funds to the Federal Financial Supervisory
Authority (Verordnung Uber die Berichterstattung von Pensions-
fonds gegeniber der Bundesanstalt flir Finanzdienstleistungs-
aufsicht - BerPensV). The amendments are scheduled to come into
force in May 2010, and will be applied for the first time to the
annual financial statements for the financial year starting after 31
December 2009. Most of the amendments to the BerVersV and
BerPensV were required to reflect the Act to Modernise Accounting
Law (Bilanzrechtsmodernisierungsgesetz — BilMoG). This is because
the provisions governing the internal accounting of insurers and
pension funds vis-a-vis the Supervisory Authority are based largely
on financial accounting rules. The BerVersV is also affected by
isolated amendments to the Insurance Contract Act
(Versicherungsvertragsgesetz — VVG), in particular the introduction



76

IV Supervision of insurance undertakings and pension funds

. Amendments to existing
remuneration principles.

. New statement for minimum
allocation.

of policyholder participation in valuation reserves pursuant to
sections 153, 211 VVG. BaFin also felt the need to expand the
concept of an “administrative offence” set out in section 25
BerVersV to include quarterly statements (Nachweisungen). As well
as amending the wording of the regulations, the forms and
statements that undertakings have to use for reporting purposes
were also revised.

Requirements for remuneration systems in the insurance
sector

BaFin published the new Circular 23/2009 (VA) on 21 December
2009. The background to this new circular is as follows: In
September 2009, the countries that attended the G20 summit in
Pittsburgh decided to reform the existing remuneration structures
to make the financial sector more stable. They made a commitment
to implement the Financial Stability Board (FSB) standards for
remuneration systems. These standards are directed at financial
institutions, meaning that they also apply to insurance
undertakings. The BMF called on BaFin to implement the new
remuneration standards as soon as possible, initially at circular
level. Consequently, BaFin issued a circular on the requirements to
be met by remuneration systems in the insurance sector at the end
of the year under review. The new circular was necessary in order
to supplement and enhance existing principles and to ensure
uniform procedures in the banking and insurance supervision areas.
The circular is to be transposed into a regulation in the course of
2010.

The publication of the new circular meant that an old circular
published by the former Federal Insurance Supervisory Office (BAV)
and part of the MaRisk VA> were repealed. The requirements
contained therein were incorporated into Circular 23/2009 (VA),
meaning that they continue to apply unchanged for the vast
majority of insurance undertakings. The FSB standards have now
been incorporated, although these new standards will only apply to
major companies in most cases. The undertakings themselves are
responsible for performing a self-assessment, taking certain
parameters into account, to determine whether or not they fall into
the group that has to observe the standards. The only consequence
for other undertakings is that they have to observe the
requirements at group level and adjust any employment law
agreements to the extent that this is possible.

Monitoring compliance with the Minimum Refund Regulation
BaFin has made Statement 612 available to the affected
undertakings in Circular 12/2009 (VA). This statement replaces

Statement 611 on the calculation of the allocation amount, which
did not collect all of the relevant data for determining the minimum

5 Circular 3/2009 (VA).



IV Supervision of insurance undertakings and pension funds 77

Life IU

Pensionskassen

Death benefit funds
Health IU

Property & casualty IU
Reinsurance undertakings
Total

Pension funds

Federal
supervision
96
153
41
51
217
38
596
29

allocation pursuant to the new Regulation on the Minimum Refund
in Life Insurance (Verordnung (ber die Mindestriickerstattung in der
Lebensversicherung — ZRQuotenV).

The new statement had to be completed for the first time for the
annual financial statements for financial year 2008, and has to be
submitted to the Supervisory Authority, as part of internal profit
breakdowns, by the end of July of the year following the relevant
financial year. As well as the relevant amounts from the different
sources of profit, the statement also documents a possible
reduction in the minimum allocation amount, which must, however,
have been approved by BaFin in advance.

2 Ongoing supervision

2.1 Authorised insurance undertakings and
pension funds

The number of insurance undertakings subject to supervision by
BaFin fell further in 2009 to 615 (previous year: 626), 596 of which
were actively conducting business and 19 of which were not. The
description of 2009 business development includes the public-law
insurance undertakings subject to supervision by the individual
federal states (9 of which were actively conducting business and 1
of which was not). A sector breakdown is provided in the table
below:

Table 3
Number of supervised insurance undertakings (IU) and
pension funds ¢

U with business activity U without business activity
State Total Federal State Total
supervision supervision supervision
3 99 10 0 10
0 153 0 0 0
0 41 0 0
0 51 0 0 0
6 223 6 1 7
0 38 3 0 3
9 605 19 1 20
0 29 0 0 0

¢ The data does not include small mutual societies (kleinere Versicherungsvereine auf
Gegenseitigkeit) which operate on a mainly regional basis and are subject to
supervision by the individual federal states (see BaFin statistics for 2008 - primary
insurance undertakings and pension funds, p. 8, table 5).
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Commencement and relinquishment of insurance business
Life insurers

2009 saw one German life insurer subject to supervision by BaFin
cease business operations altogether. One company from a
signatory state to the Agreement on the European Economic Area
(EEA), Liechtenstein, set up a branch office (BO). Furthermore, 22
foreign life insurance undertakings from the EEA registered for the
cross-border provision of services (CBS) in Germany (previous
year: 21). A number of service providers expanded their business
activities.

Table 4
Registrations made by EEA life insurers

Country CBS* BB**
France 6
Ireland 4
Italy 2
Liechtenstein 1
Luxembourg 3
Netherlands 2
Poland 1
UK 3
there of Gibraltar 1

* Cross-border provision of services within the meaning of section 110a (2a) VAG.
** Business via branches within the meaning of section 110a (2) VAG.

Health insurers

At 51, the number of health insurance undertakings remained
unchanged as against the previous year.

Property and casualty insurers

In 2009, BaFin authorised four property and casualty insurers to
conduct property and casualty business. 14 property and casualty
insurers (6 of which are branch offices) ceased business operations
altogether. Foreign property and casualty insurers from the EU
established two branches, one from Belgium and one from Latvia.
24 insurance undertakings from the EEA registered to start
providing services in Germany (previous year: 42). Furthermore, a
number of insurance undertakings previously authorised to provide
services registered expansions of their business operations.
Compulsory insurance is still only offered on a small scale, and is
usually limited to motor vehicle liability insurance. A number of
insurance undertakings ceased provision of services in Germany in
2009, too.
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Table 5
Registrations made by EEA property and casualty
insurers

Country CBS* BB**
Belgium 1
Cyprus

Czech Republic
Denmark
France
Hungary
Ireland

Italy

Latvia 1
Luxembourg
Malta
Netherlands
Poland
Romania
Spain
Sweden

UK

HHEHEWNR P
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* Cross-border provision of services within the meaning of section 110a (2a) VAG.
** Business via branches within the meaning of section 110a (2) VAG.

Reinsurers

In the year under review, BaFin did not grant authorisation to any
reinsurer. Foreign reinsurers from the EU set up three branch
offices, with the companies in question based in the EU member
states of Ireland, Luxembourg and Spain. Four companies ceased to
operate as independent German reinsurers in the same period.

Pensionskassen and pension funds

In 2009, BaFin granted authorisation to three pension funds, and
one pension fund merged with another.

This means that BaFin currently supervises 153 Pensionskassen and
29 pension funds. At the end of the reporting year, one
authorisation process for a Pensionskasse was still pending.

In the year under review, one institution for occupational
retirement provision with its registered office in another EU
member state (Austria) and three institutions for occupational
retirement provision with their registered offices in another
signatory state to the EEA Agreement (Liechtenstein) registered
with BaFin.
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2.2 Interim reporting

2.2.1 Crisis on the financial markets

Insurers are not to blame for the global financial crisis,
but rather have been helping to stabilise the
markets to date. Nevertheless, the insurance
sector is also a key institutional investor,
meaning that it was unable to escape the
consequences of the global financial crisis
entirely unscathed - a fact that applies not
only to companies with global operations.
Many insurers were hit by hefty write-downs
on investments, for example because of the
slump in share prices. The sustained period of
low interest rates is also putting companies
under pressure: Low interest rates are choking
investment income, and could even put companies'
long-term ability to fulfil contractual guarantees at

risk.

Otherwise, German insurers have so far proven to be fairly robust
in the face of the crisis. One reason for this relative resilience lies in
Germany'’s stringent investment regulations, which provoked some
criticism before the crisis broke out. Investments using restricted
assets, for example, are subject to stringent requirements as far as
diversification is concerned, meaning that the German insurance
industry was largely steered away from dangerously high risk
concentrations. Another advantage of Germany’s insurance
undertakings is that they have a relatively low proportion of
equities in their portfolios compared with their competitors in other
European countries. BaFin continues to collect information on the
risk situation of major insurance groups and selected insurance
undertakings on a regular basis. These reports suggest that the
stability of the German insurance system is not at risk.

2.2.2 Business trends
Life insurers

In the area of direct life insurance, new policies with the first
premium paid were down by 7.9% in 2009 from 6.47 million to
5.96 million new contracts. The underwritten amount of new
insurance policies fell by 0.5% compared with the previous year to
€218.5 billion (2008: €219.6 billion).

The share of mixed endowment insurance as a proportion of new
contracts rose slightly year-on-year, from 14.4% to 14.7%. The
proportion of term insurance rose as against the previous year from
28.2% to 29.2%. The share of annuities and other life insurance fell
from 57.4% to 56.2%, while endowment insurance remained
constant at 8% of the underwritten amount on new insurance
policies. Term insurance increased its share of the underwritten
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amount on new insurance policies from 32.4% to 34.0%. Annuities
and other life insurance fell as a proportion of the total
underwritten amount from 59.7% to 58.6%, bucking the prior-year
trend.

Early withdrawals (surrender, conversion into paid-up policies and
other early withdrawals) fell from 3.6 million contracts to

3.4 million contacts. At €120.3 million, the total underwritten
amount accounted for by these early withdrawals was higher than
in previous years (€113.8 million in 2008 and €108 million in
2007). There was a decline in early withdrawals from endowment
policies compared with the previous year: 9.1% in terms of policy
numbers and 3.5% with respect to the underwritten amount.

The number of direct life insurance policies totalled 90.8 million
contracts at the end of 2009 (-1.9%), with a total underwritten
amount of €2,527.8 billion (+1.4%). The share of mixed
endowment policies fell from 47.3% to 45.5%, and from 36.4% to
33.9% in terms of the total underwritten amount, continuing the
downward trend seen in the previous years. At 14.4% in terms of
policy numbers and 21.8% with respect to the underwritten
amount, term insurance remained virtually constant as regards
year-on-year development. Annuities and other life insurance
policies continued their positive development, increasing their
proportion of policies from 38.2% to 40.1% and their share of the
total underwritten amount from 42.4% to 44.3%.

Gross premiums written in direct insurance business rose from
€75.3 billion to €80.7 billion. The share of endowment policies slid
further from 41% to 37.2%, while the share of annuities and other
life insurance policies continued to climb from 53.5% to 57.7%.

Health insurers

Gross premiums written in the direct health insurance business
increased by 3.5% to €31.4 billion in 2009. The number of insured
natural persons rose by 3.4% to total 34.8 million.

Property and casualty insurers

The gross premiums written in direct insurance reported by
property and casualty insurance undertakings in 2009 were virtually
unchanged as against the previous year at €58.6 billion (previous
year: €58.2 billion).

Gross claims expenditure for claims relating to the year under
review fell by 1.4% to €20.3 billion (previous year: €20.5 billion),
while gross claims expenditure for claims relating to previous
financial years remained stable at €13.6 billion. Gross provisions
for individual claims from the year under review were set up in the
amount of €14.7 billion (as against €14.9 million in 2008) and the
gross provisions set up for individual claims from previous years
totalled €45.8 billion compared with €45.2 billion in 2008.
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With gross premiums written totalling €19.5 billion, motor vehicle
insurance was still by far the largest class of insurance, even
though the premium volume was down by 3.3% on the prior year.
Gross expenditure for claims in the year under review was down by
3.2% year-on-year, and payments relating to claims from previous
years also dipped slightly by 0.8%. All in all, gross provisions for
individual claims from the year under review and for outstanding
claims from previous years were down by 4.4% and 1.5% year-on-
year respectively.

In the area of general liability insurance, property and casualty
insurance undertakings collected total premiums of €7.6 billion
(-1.6%). A total of €1 billion (-1.9%) was paid out for claims from
the year under review, while €2.2 billion (-1.3%) was paid out for
previous years’ claims. Gross provisions relating to individual
claims, which are particularly important in this insurance class, fell
by 3% (+0.9%) to €2.2 billion with regard to outstanding claims
from the reporting year and rose by 4.2% (+2.9%) in relation to
outstanding claims from previous years to total €13.2 billion.

In the area of fire insurance, the undertakings in question collected
gross premiums of €1.7 billion (-1.0%). Gross expenditure for
claims in the year under review fell by 1.2% to €485 million.

Viewed together, the comprehensive residential buildings insurance
and comprehensive household insurance classes collected
premiums totalling €7.1 billion (+1.8%). Expenditure for 2009
claims was down 7.0% on the previous year, while provisions for
individual claims increased by 7.2% Expenditure for claims from
previous years was up by 1.4%, while the provisions for claims
relating to previous years were 13.8% higher than the 2008 level.

Premiums from general accident insurance totalled €6.3 billion
(previous year: €6.4 billion). Gross expenditure for 2009 claims
was unchanged at €0.3 billion. The provisions set up for
outstanding insurance claims from the year under review were up
by 3% as against the previous year.

Pension funds

The development of new pension fund business is directly linked to
the financial performance of the potential sponsoring companies.
With the global financial crisis lurking in the background and given
the liquidity shortages at potential sponsoring companies, the
development of non insurance-based business (nicht versiche-
rungsformige Leistungszusagen) pursuant to section 112 (1a) VAG,
in particular, is likely to have been more subdued on the whole.
Defined contribution plans with a defined benefit underpin are
largely financed by way of salary sacrifice by employees. All in all,
gross premiums written came in at €2.9 billion, as against €2.5
billion in the previous year.
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. Slight increase in investments made
by German insurers.

2.2.3 Investments

Following the dramatic turbulence on the financial markets in 2008,
2009 was characterised by a recovery on the global stock markets
and historically low interest rate levels in the euro zone. This meant
that insurers were confronted with a complex situation on the
capital markets.

The total investments made by all German insurers, including
reinsurance undertakings, increased by 1.8% as against 2008 to
€1,323 billion (2008: €1,299.9 billion). The book value of all
investments made by German primary insurers came in at €1,119
billion as at 31 December 2009, an increase of 3.2% (previous
year: 1,084 billion). The investments made by health insurers rose
considerably, namely by 7.4% or €11.4 billion to total just shy of
€164 billion. The lowest rates of investment growth were reported
by property and casualty insurers at 0.9% or€1.2 billion to total
€138 billion, followed by life insurance undertakings with an
increase of 2.6% or €18.2 billion to €707 billion.

There has been no drastic change in the investment pattern shown
by primary insurers compared with the previous year. In terms of
total assets, the most substantial investment fluctuations within the
various main asset classes compared with the previous year came
in at two percentage points at the most.

Primary insurers continued to focus their investments on fixed-
income securities and note loans. Covered bonds, municipal bonds
or other bonds were the largest single item among the investments
made by primary insurance undertakings. Listed bonds, loans to
EEA states, note loans and registered bonds issued by credit
institutions accounted for around one third of the total assets of
primary insurers.

Furthermore, around one quarter of total assets were invested in
investment funds. The volume of investments means that this
proportion is largely determined by life insurance undertakings.
Health and property/casualty insurers, on the other hand, invested
18% and 30% of their total assets in investment funds respectively.
Within this category, 95% of the investments made by primary
insurers were destined for German funds, as in the previous year.
Within the funds, the emphasis in all insurance classes was once
again clearly on fixed-income securities.
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Table 6
Investments 2009

Investments of all As at As at Change
Insurance undertakings 31.12.2009 31.12.2008* in 2009
in Mio. € in % in Mio. € in % in Mio. € in %

Real property and equivalent rights

and shares in property companies 25,748 1.9 25,722 2.0 + 26 + 0.1
Fund units, shares in investment stock corporations

(Investmentaktiengesellschaften) and investment companies 293,775 22.2 289,325 22.3 + 4,450 +1.5
Loans secured by mortgages and land charges 58,170 4.4 60,039 4.6 - 1,869 -3.1
Securities loans and loans secured by bonds 797 0.1 967 0.1 - 170 -17.6
Loans to EEA states, their regional governments or

local authorities, international organisations 105,543 8.0 82,233 6.3 + 23,310 + 28.3
Corporate loans 11,451 0.9 12,659 1.0 -1,208 -9.5
ABS 910 0.1 1,120 0.1 - 211 -18.8
Policy loans 5,369 0.4 5,797 0.4 - 428 -7.4
Covered bonds, municipal bonds and

other bonds issued by credit institutions 265,901 20.1 253,014 19.5 + 12,887 + 5.1
Listed bonds 120,951 9.1 113,379 8.7 + 7,572 + 6.7
Other bonds 11,777 0.9 10,999 0.8 + 778 +7.1
Subordinated debt assets 22,780 1.7 23,489 1.8 - 710 - 3.0
Participation rights (Genussrechte) 8,590 0,6 11,109 0.9 - 2,519 -22.7
Debt register claims (Schuldbuchforderungen)

and open market instruments 1,173 0.1 801 0.1 + 372 + 46.5
Listed shares 15,391 1.2 15,790 1.2 - 399 -2.5
Unlisted shares and partnerhip interests

excl. private equity holdings 121,269 9.2 133,408 10.3 -12,139 -9.1
Private equity holdings 7,166 0.5 6,568 0.5 + 597 + 9.1
Investments at credit institutions 214,101 16.2 218,973 16.8 - 4,871 -2.2
Investments made under the opening clause 16,271 1.2 15,609 1.2 + 662 + 4.2
Other investments 15,836 1.2 18,846 1.4 - 3,009 -16.0
Total investments 1,322,971 100.0 1,299,850 100.0 + 23,121 + 1.8
Life IU 707,370 53.5 689,147 52.1 + 18,223 + 2.6
Pensionskassen 107,986 8.2 104,189 7.9 + 3,797 + 3.6
Death benefit funds 1,813 0.1 1,647 0.1 + 165 + 10.0
Health TU 163,856 12.4 152,508 11.5 + 11,348 + 7.4
Property/casualty IU 137,971 10.4 136,801 10.3 + 1,170 + 0.9
Reinsurance undertakings 203,974 15.4 215,557 16.3 -11,583 -5.4
All IU 1,322,971 100.0 1,299,850 100.0 + 23,121 + 1.8
Primary Insurers 1,118.996 84.6 1,084,293 83.7 34,704 + 3.2

* The 2009 figures are based on interim reporting and are merely preliminary figures.
This means that the figures quoted may vary from those published in the previous
year.

Pension funds

Investments for the benefit of pension funds which bear the
investment risk rose from €719 million to €843 million in 2009,
which corresponds to relative growth of 17.2% (2008: +12.3%). As
at the balance sheet date, the net hidden reserves in the
investments made by pension funds stood at around €13 million. In
2009, several pension funds are likely to make use of the valuation
option provided in section 341b of the Commercial Code
(Handelsgesetzbuch - HGB), which allows certain securities to be
classified as fixed assets.

The investments made for the benefit of employees and employers
who bear the investment risk climbed from €12.7 billion to €16.3
billion in the year under review. These investments consist primarily
of fund units. The financial crisis clearly left its mark on the
accounting measurement of these assets last year, resulting in
impairment losses. The recovery on the capital markets meant that
the fair values of the investments made by pension funds also
started to edge up again.
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. Still healthy solvency in all insurance

classes.

All pension funds subject to supervision by BaFin were able to cover
their technical provisions in full.

2.3 Solvency

Preliminary estimates suggest that, on the whole, primary insurers
and reinsurers performed well in terms of meeting the minimum
capital requirements in 2009.

Life insurers

Solvency in the life insurance industry remained solid in 2009. In
the forecast statement as at 15 October 2009, all life insurers were
able to demonstrate that they would meet the solvency
requirements as at 31 December 2009. Following the marked
decline in the solvency coverage ratio in 2008, the ratio stabilised in
the year under review, and is expected to come in at 188% of the
minimum requirement.

Health insurers

All health insurance undertakings also comply with the solvency
requirements according to the scenario-based forecast. At 227%,
the solvency coverage ratio for this sector is expected to be up
slightly on the prior-year value of 224%. The sector still has a good
level of own funds.

Property and casualty insurers

In the property and casualty sector, the coverage ratio was virtually
unchanged as against the prior year at 317%, meaning that it
clearly exceeds the minimum capital requirements. Although
business volumes were down on the whole and reinsurers
contributed a greater portion of claims expenditure, the solvency
margin was still up compared with 2008. Own funds were
strengthened despite the financial crisis thanks to capital injections
made by shareholders and retained earnings.

Reinsurers

The solvency of reinsurers subject to supervision in Germany
totalled €68.8 billion at the end of 2008. At the same point in time,
the solvency margin came in at €6.4 billion, while the coverage
ratio was up slightly again from 1.074% auf 1.079%.

The substantial own funds result, as in the past, from the
distinctive fact that several major reinsurers in Germany also
exercise the holding function in an insurance group or financial
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conglomerate. A considerable proportion of these companies’ own
funds is necessary for the financing of the holding function, and not
to cover reinsurance activities. If the figures are adjusted for the
holding companies, the average coverage ratio of the reinsurers
subject to supervision in Germany still comes in at 277% (2007:
261%), far higher than the amount required.

Pensionskassen

Estimates suggest that the solvency coverage ratio of the
Pensionskassen stood at approx. 124% at the end of 2009. All in
all, company solvency has improved. The estimates show that three
Pensionskassen will be unable to satisfy the solvency requirement
as at 31 December 2009. Measures to resolve the coverage
shortfall have been developed with the companies in question, and
solvency plans have been approved for two of the companies. One
company had already been prohibited from acquiring new business
some years ago.

Pension funds

As a result of the scope of business of the 28 pension funds, the
minimum guarantee fund was, in most cases, decisive in terms of
determining the minimum capital requirements in each case. The
solvency margin required pursuant to section 1 of the Regulation
Concerning the Capital Resources of Pension Funds (Verordnung
liber die Kapitalausstattung von Pensionsfonds - PFKAustV) was
greater than the respective minimum guarantee fund amount for
only four pension funds. In the year under review, the eligible own
funds held by pension funds were sufficient.

2.4 Stress test

@ rundamental change to stress test In 2009, BaFin conducted a stress test as at the balance sheet date
scenarios. of 31 December 2008. A rules-based approach was adopted for the

stress test scenarios as far as the assumed share price losses were
concerned: a fundamental change. The discount increases in the
event of an increase in share prices, reflecting the increased
potential for a rebound reaction. The discount is reduced if share
prices fall, because the potential for a rebound reaction is also
reduced. The EuroStoxx 50 share index is taken as a basis. The
idea behind this move was to counteract procyclicality and put a
damper on any exaggerated tendencies.

As at the reporting date of 31 December 2008, the discount for the
equities only scenario, based on the index level, came in at 16%,
while the combined scenarios (equities/bonds and
equities/property) were subject to a haircut of 12% for the equity
share. The discount for bonds was unchanged at 5%, and the
discount for properties also remained the same at 10%. The bonds-
only scenario remained unchanged with a discount of 10%.
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. Two life insurers...

. ...one health insurer,...

. ...seven property and casualty
insurers...

. ...and twelve Pensionskassen

reported negative stress test results.

In order to take account of the increasing importance of unit-linked
insurance, the additional mathematical provision in the unit-linked
business with guarantees now has to be taken into account in the
stress test if the fair value of the fund units is lower than the
present value of the guarantees (calculated based on a fixed
technical interest rate).

95 life insurance undertakings submitted a stress test. BaFin
exempted three companies from the duty to submit a stress test
due to the low-risk nature of their investments, although one
company voluntarily submitted the stress test. 93 life insurance
undertakings reported positive results in all four stress test
scenarios. The two companies that returned slightly negative
results have also been able to restore their risk-bearing capacity in
the meantime.

BaFin included 44 health insurance undertakings in the stress test
evaluation, and exempted seven companies from the duty to
submit a test due to the low-risk nature of their investments. One
health insurer’s stress test values were negative. Measures were
initiated to restore the company’s risk-bearing capacity, with the
result that the interim stress tests submitted by this company
returned positive figures again. All of the other companies can be
assumed to have sufficient assets to cover their technical provisions
and statutory capital requirements even in the event of hefty price
slumps/increases in interest rates.

BaFin asked 185 property and casualty insurers to submit their
stress test results. 41 companies were exempted from the duty to
submit results.

178 property and casualty insurers reported positive stress test
results. Five companies reported negative results in all four
scenarios, while two produced a negative result in two scenarios.
This was once again due, primarily, to the step-up of target values
that was required by the stress test model. In particular, there was
an above-average increase in the provision for claims outstanding
due to company-specific special effects such as major losses,
declining premiums, changes to reinsurance relationships or
increases in reserves. Nevertheless, even those companies with
negative stress test results can be assumed to have sufficient risk-
bearing capacity as things stand at the moment.

BaFin exempted 23 of the 153 Pensionskassen subject to its
supervision at the end of 2008 from their obligation to submit
stress tests due to the low-risk nature of their investments. 118 of
the 130 Pensionskassen required to submit stress tests reported
positive results in all four stress test scenarios. At the twelve
Pensionskassen with negative results, the coverage shortfall tended
to be small. These companies took measures to restore their risk-
bearing capacity in the course of the year under review.
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2.5 Composition of the risk asset ratio

As at 31 December 2009, all primary insurance undertakings
reported on their total investments. The companies had to submit a
breakdown of investment types in accordance with the schedule of
investments set out in section 1 (1) of the Investment Regulation
(Anlageverordnung - AnlV), as well as a breakdown by the
particular risks involved.”

The following assessments are based on the data for life, health
and property/casualty insurers, as well as Pensionskassen. The
book value of all restricted asset investments of these classes
totalled €1.08 trillion at that date, compared with €1.04 trillion in
the previous year.

Insurance undertakings can invest up to 35% of their restricted
assets in investments associated with higher risks. In particular,
these risk investments include equity investments, participation
rights, subordinated debt assets and hedge funds. They also include
what is known as the residual value of a fund and an increased
potential market risk of investment funds. As at the reporting date,
the risk asset ratio for all primary insurers came in at 11%.

7 Section 2 (2) AnlV; Statement 670.
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Table 7
Composition of the risk asset ratio

Restricted assets

RS GIF DN ERTTIENE (IR Life IU Health IU AT LS Pensionskassen UEELET ElLET
to section 2 (1) no. ... AnlV, IU classes
version dated 21.12.2007  ppgolut  Share  Absolut Share  Absolut Share Absolut Share Absolut  Share
in€m in % in€m in % in€m in % in€m in % in€m in %
Total investments* 686,752 100.0 16,380 100.0 120,842 100.0 107,306 100.0 1,076,280 100.0
Thereof:

Securities loans (no. 2), to the
extent that equities (no. 12)
are the object of the loan 0 0.0 0 0.0 0 0.0 0 0.0 0 0.0

Subordinated debt assets and
participation rights
(Genussrechte) (no. 9) 17,051 2.5 5,033 3.1 2,920 2.4 2,193 2.0 27,197 2.5

Fully paid-up equities admitted
to trading on an organised
market (no. 12) 4,013 0.6 310 0.2 559 0.5 24 0.0 4,905 0.5

Non-listed fully paid-up equities,

shares in a German private

limited company (GmbH),

limited partner and silent

partner interests within the

meaning of the HGB (no. 13) 9,416 1.4 2,118 1.3 2,156 1.8 422 0.4 14,111 1.3

Units in funds (nos. 15-17,
incl. hedge funds),
provided that they

- contain fully paid-up equities
and participation rights
admitted to trading on an
organised market in the EEA 18,194 2.6 2,842 1.8 6,880 5.7 6,881 6.4 34,797 3.2

- cannot be clearly assigned
to other investment types;
fund residual value and

non-transparent funds 13,609 2.0 1,691 1.0 2,623 2.2 1,861 1.7 19,784 1.8
Investments in high-yield bonds 6,388 0.9 698 0.4 1,029 0.9 664 0.6 8,779 0.8
Increased fund market
risk potential** 3,221 0.5 341 0.2 334 0.3 76 0.1 3,971 0.4

Investments linked to hedge

funds (partly in categories

other than the AnlV nos.

set out above)*** 2,563 0.4 563 0.3 443 0.4 772 0.7 4,340 0.4

Total investments
subject to the 35%
risk asset ratio 74,454 10.8 13,596 8.4 16,943 14.0 12,893 12.0 117,886 11.0

* Including cash at credit institutions excluding liabilities from mortgages, land
charges (Grundschulden) and capital annuity charges (Rentenschulden).

**  This refers to a market risk potential exceeding 100%, which has to be included in
the calculation of the risk asset ratio as set out in section 3 (3) sentence 1 AnlV.

*** These values are approximations.

Source: Sector totals as at 31 December 2009 for life, health and property/casualty
insurers, as well as Pensionskassen, from Statements 670 and 673, Circular 11/2005

(VA).
. Average sector equity ratio stood at Without taking the residual value into account, the equity ratio of
3.7%. the companies averages 3.7% of their restricted assets, below last

year’s value of 4.9%. This figure varies from class to class, from
2.0% for health insurance undertakings to 6.4% for
Pensionskassen.
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The risk asset ratio also includes investments in hedge funds or
other direct and indirect investments that relate to hedge funds.
Direct investments in hedge funds are minimally contained in units
of funds. Most hedge fund investments, however, are note loans
from suitable credit institutions or bonds whose yield and/or
redemption value is determined by a hedge fund or hedge fund
index. These are classified in the schedule of investments in
accordance with their cash instrument, but must be fully included in
the risk asset ratio in accordance with section 3 (3) AnlV. They
account for 0.4% of the risk asset ratio.

Subject to certain conditions, insurance undertakings are also
permitted to invest up to 5% of their restricted assets in high-yield
investments. These investments, which account for 0.8%, are also
included in the 35% ratio.

Non-transparent funds and all fund investments that
could not be classified under other types of
investment are attributed to what is known as the
residual value. Within the risk asset ratio, this
position reached a level of 1.8% of the
restricted assets for all classes. The residual
value ranged from 1.0% for health insurers
and 2.2% for property and casualty insurers.

In accordance with the Investment Act
(Investmentgesetz - InvG) or corresponding
provisions of another country, the use of
certain derivatives can mean that a fund entails
leveraged potential market risk. This increased
potential market risk of a fund is also included in the
risk asset ratio pursuant to section 3 (4) AnlV.
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Table 8
Proportion of total investments in selected asset classes

Type of investment Life IU

Absolut Share
in€m in %

Total investments* 707,370 100.0

Health IU

Absolut
in€m

163,856

Share
in %

100.0

Total assets

Property/casualty
v

Absolut Share Absolut Share
in€m in % in€m in %

137,971  100.0 107,987  100.0

Pensionskassen

Total for all four
classes

Absolut
in€m

1,117,184

Share
in %

100.0

There of:

Investments in private equity

holdings (in restricted assets

pursuant to section 2 (1)

no. 13 AnlV) 4,685

Directly held asset-backed
securities and credit-linked
notes pursuant to C 1/2002 4,064

Asset-backed securities
and credit-linked notes
held via funds pursuant
to C 1/2002 5,324

Investments in

hedge funds and investments

linked to hedge funds

(in restricted assets

pursuant to C 7/2004) 3,337

. Alternative investments still account
for only a small portion of
investments.

. Internal Models Working Group
(AKIM)

0.7 815 0.5 915 0.7 209 0.2 6,624 0.6

0.6 562 0.3 479 0.3 460 0.4 5,566 0.5

0.8 754 0.5 1,728 1.3 487 0.5 8,293 0.7

0.5 614 0.4 730 0.5 844 0.8 5,523 0.5

* Including cash at credit institutions excluding liabilities from mortgages, land charges
(Grundschulden) and capital annuity charges (Rentenschulden).

Source: Sector totals as at 31 December 2009 for life, health and property/casualty
insurers, as well as Pensionskassen, from Statements 670 and 673, Circular 11/2005
(VA).

The table shows that the proportion of total investments accounted
for by alternative investments has barely changed as compared
with the previous year. Only the proportion of asset-backed
securities und credit-linked notes held directly or via funds fell from
0.6% to 0.5% and from 0.9% to 0.7% respectively.

2.6 Risk-oriented supervision

Under Solvency II, insurers will have two risk-based methods
available to them to determine their regulatory capital
requirements. In the future, insurers will be able to use not only
the standard approach, but also an internal model that is
recognised by the supervisory authorities in order to calculate the
own funds that they require.

The “Internal Models Working Group” (AKIM) that was set up in
2006 allows interested company representatives to discuss such
internal models. Two rounds of discussion were held in the working
group in 2009. Debate focused on the approval process for the
calculation of the solo SCR (solvency capital requirement) and the
group SCR, the MCeV (market consistent embedded value) and the
preliminary examination phase as regards the information to be
presented at this stage.
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Preliminary examinations of internal
models.

. BaFin audit teams performed on-site
preliminary examinations.

The GDV internal models working group also met with BaFin
representatives on numerous occasions between October 2008 and
June 2009. The participants developed a common understanding as
to how the framework directive is to be interpreted, and the results
are to be published in two GDV brochures. BaFin is also preparing
guidance notices to provide clearer information on the approval
process.

November 2009 saw the European Council and Parliament pass the
framework directive on Solvency II. Furthermore, CEIOPS issued its
technical advice on the level 2 implementing measures for
consultation. According to the timetable, Solvency II will have been
implemented in the member states by the end of 2012. As soon as
the directive was passed, a number of insurers informed BaFin that
they were willing to apply for the approval of an internal model as
soon as the directive came into force.

The framework directive states that no longer than six months
should elapse between the filing of the application and the granting
of approval. Given this tight deadline, a pre-application phase is to
be introduced prior to the actual application phase. This will allow
BaFin to get an initial impression of the complex facts underlying
the internal model before the actual application is filed. In 2009,
BaFin held talks with around 30 interested insurers to see whether
or not, and how, these companies could be admitted to a
preliminary examination phase. To date, there are three major
insurance groups with an internal model that is already advanced
enough for the pre-application phase. BaFin started the first set of
preliminary examinations on these companies in 2009. Several
rounds of talks were held with other companies to clarify
unresolved issues concerning the approval process.

This meant that, in the year under review, BaFin audit teams spent
an average of between seven and 14 weeks on companies’
premises for supervisory consultations and on-site inspections. At
one insurance group, BaFin started by evaluating the market and
credit risk module. A one week-long pre-visit also took place. As the
year progressed, a further three preliminary examinations were
performed on site, each taking two weeks. In early 2009, BaFin
also spent a prolonged period assessing the risk management
system of another insurance group. They also looked into the
investment management business area of the company in question.

The first part of the preliminary examination of the credit risk
model was performed at another insurance group in September
2009. This examination was performed not only by BaFin
employees, but by representatives of seven supervisory authorities
from five European countries (France, Italy, Netherlands, Romania,
Czech Republic). The foreign supervisory authorities used the pre-
visit as an opportunity to gain an insight into model examinations
as well as into the company’s risk management system. Another
preliminary examination of the credit module was performed in
December 2009, also involving representatives from other
European countries. The cooperation with the representatives from
other European countries ran smoothly at all times.
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Improved exchange of information
between European supervisory
authorities.

. BaFin allocated insurance

undertakings to risk classes.

The involvement of European supervisory authorities in the
preliminary examination process will increase in 2010. The existing
Coordination Committees will be transformed into “Colleges”, with
more formal consultation procedures being put in place. This has
improved the exchange of information between the various
supervisory authorities involved in supervising an insurance group.

The European authorities responsible for supervising insurance
groups meet at varying intervals, for example quarterly or once a
year. How often they meet is decided based on the individual
insurance group in question.

For the period from 2010 to 2012, the affected insurance groups
have been consulted on the order of the next set of preliminary
examinations based on a rough plan. Talks are planned with
another nine insurance undertakings in 2010. Depending on the
progress of development work on the internal model, a more
detailed plan for further preliminary examinations will then be set in
2011.

Risk classification

BaFin allocates the companies it supervises to risk classes, which it
then uses to determine how intense its supervisory activities should
be. Insurers are allocated to classes using a two-dimensional

matrix that takes into account the systemic relevance and quality of
the company. As far as life insurers, Pensionskassen, death benefit
funds and pension funds are concerned, systemic relevance is
measured based on the companies’ total investments. For health
insurers, property and casualty insurers and reinsurers, gross
premiums earned are the decisive factor. Systemic relevance is
measured based on a three-tier scale (high, medium and low).

A company’s quality is assessed based on its

¢ financial position and performance,
e growth and
e management quality.

The first two criteria are marked based on insurance-specific ratios,
while management quality is assessed using qualitative criteria. The
valuation system tallies up the marks awarded for the sub-criteria
to form an overall mark on a four-tier scale ranging from A (high
quality) to D (low quality).
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. Impact of the financial crisis on
BaFin’s risk assessment.

. Deterioration in investment-
intensive insurance classes.

BaFin last performed a risk classification as at 31 December 2009:

Table 9
Risk classification results 2009

Quality of the undertaking

Undertakings
in %
B (o} Total*
§ high 0.9 5.0 2.7 0.0 8.6
(]
>
K
g medium | 3.0 13.7 2.7 0.2 19.6
E
Q
1]
Y low 8.8 43.7 15.9 2.0 70.4
Total* 12.7 62.4 21.3 2.2 100.0

* Total contains 1.4% companies with no classification.

As in the previous years, BaFin did not allocate any insurance
undertakings with high systemic relevance to the low-quality
category. More than two thirds of the insurance undertakings that
are subject to supervision by BaFin have only low systemic
relevance. This relatively high proportion means that company
quality follows a normal distribution pattern, resulting in a high
concentration of quality categories B and C.

The risk classification process takes into account both the general
economic situation and the specific circumstances affecting the
insurance sector. Obviously, a negative economic climate has an
impact on the risk assessment performed by BaFin. Experience has
shown that the effect of the crisis on companies has varied
depending on their market impact. This means that in 2009,
insurance undertakings with a low market impact were initially
assigned more D ratings than in the previous year. In the course of
the year, however, the proportion of companies scoring a “D” fell
again.

As was to be expected, the financial crisis had more of an impact on
companies with a large investment portfolio and that compete
directly with their peers in terms of their investment result. As far
as life insurers and death benefit funds are concerned, the
proportion of companies with A and B ratings fell by between eight
and nine percentage points in each case. At the same time, the
proportion of companies that were awarded a C rating rose by
seven to eight percentage points. The ratings awarded to pension
funds and Pensionskassen also deteriorated. The proportion of
companies with a “very good” rating declined in 2009, whereas the
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. No change in market impact.

number of companies with B and C ratings rose by ten percentage
points.

As far as property and casualty and health insurance undertakings
are concerned, there were only minor changes in quality as against
the p