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Preface

2010 was a year in which ambitious ideas for regulation were
implemented. Of course, new ideas, by their very nature,
do not always go down well with everyone. In fact
they are often a major headache for those who
have to deal with the consequences. “Basel III1”
is one such example that might be causing many
banks considerable pain. In December, the Basel
Committee on Banking Supervision published
its new capital and liquidity standards. We
do not yet know if these will attain the global
importance that their intellectual parents claim
for them, since at the time of writing this preface
Y it is still relatively unclear whether all major
r banking countries will actually apply them. The EU
: n member states are willing to do so, but will be unable
' to accept for a second time that horrendous regulatory
costs are imposed on their banks alone, while major overseas
competitors get off unscathed again because firm commitments
have been broken.

It would be unfortunate if Basel III had to be buried again
immediately due to a lack of global participation. This would almost
certainly sound the death knell for the Basel Committee, which
would lose its raison d’étre from one day to the next and would at
best be relegated to a sad existence as a non-binding discussion
forum. Anyone who is prepared to play such a role as a two-fold
gravedigger after the last financial crisis — the shock of which could
hardly be outdone - will shoulder a heavy burden of guilt.

Granted, what the Basel Committee ultimately produced is not
perfect. What is more, Basel III contains injustices that Germany
finds difficult to swallow. Nevertheless the basic thrust of the new
rules is correct: prior to the crisis, the international banking
system was undercapitalised. This is why it is necessary to ensure
that institutions hold much more capital, and higher-quality capital,
in future to cover their risks. This is the only viable means of
bringing the risks that have made the international banking system
so very dangerous under control. The crisis also showed that the
banks’ liquidity position left a lot to be desired, and the Basel
Committee’s two new liquidity standards draw the long-overdue
conclusions from this.

In Germany there are a lot of complaints that the Basel III regime
is too stringent. Indeed, the BaFin representatives who participated
in the Basel negotiations would have preferred solutions here and
there that would give the German banks a little more room to
breathe. That said, the new regulations will not strangle the banks
because we managed to negotiate lengthy transition periods in
order that the banks will be able to adapt to the new requirements



gradually. This was crucial to the goal of preventing the new rules
from impacting the credit supply by imposing sudden increases in
capital and liquidity requirements.

However, the ink on the signatures under the new Basel
Agreement was hardly dry when those parties who were unable to
realise their completely exaggerated ideas in Basel made a further
attempt to turn the hard-fought debate in their favour after all.
The question to be addressed in what is hopefully the final act
relates to the additional requirements that the “SIFIs” -
systemically important financial institutions — will have to meet.
That the SIFIs must be subject to particularly strict supervision
goes without saying in light of the “too big to fail” problem.
However, we must not allow large banks to be put in a capital
straitjacket that is clearly designed to impose new banking
structures. Excessive capital surcharges are the wrong way to
avert systemic risk. German companies also need large banks
that can provide comprehensive support for their cross-border
transactions. Other countries are free to opt for a system with
smaller banks; what is not acceptable, however, is that they
should force their extreme view on us by trying to turn it into

a new international standard.

Even more questionable is the attempt to undo the future Basel
capital package through decisions taken at the level of the second
European bank stress test that began in April 2011. Without any
legal authority, let alone legitimation, the new European Banking
Authority (EBA), which has been charged with implementing the
stress test, has come up with a new definition of capital that
simply ignores both the current legal position and the transition
periods agreed by the Basel Committee for Basel III - with
consequences that no one can foresee. The general public is not
privy to how this decision was reached. People would be rather
perplexed by the considerable lack of clearly defined corporate
governance structures - such structures being the only way of
ensuring that the processes have legitimacy. This throws up a
number of concerns for the future. It would be unfortunate if the
European Banking Authority were to fall into disrepute right at the
start of its activities.

The significance of the EU’s new financial supervisory structures,
which were agreed in autumn last year by the ECOFIN Council,
the European Parliament and the European Commission, should
not be underestimated. In 2011, a new era of supervision dawned
in Europe: the three new European Supervisory Authorities and
the European Systemic Risk Board have commenced work and will
dominate the scene from now on. Even though national supervisors
will generally remain responsible for operational supervision, in
practice almost nothing will be the same for them as it was before.
BaFin will have to bow to the increasingly long reach of European
requirements right down to questions of detail, because the new
European Supervisory Authorities have wide-ranging powers. As
one member amongst many, BaFin’s influence there is extremely
limited: many important votes in the Boards of Supervisors in
which the national supervisory authorities are represented are



taken in line with the principle of one country, one vote. Will we
succeed in exerting a significant influence over the direction to be
taken by the next waves of regulation in Europe? Only time will
tell. What is certain is that we are set to be living in “interesting
times” — which according to the Chinese is not a very attractive
prospect.

Bonn and Frankfurt/Main | April 2011

ﬂ(,{/\w gLewWo

Jochen Sanio
President
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I Introduction 11

. Basel Committee adopts Basel III.

| Introduction

In December 2010, the Basel Committee on Banking Supervision
(BCBS) published the new Basel III framework, comprising
the capital and liquidity standards for banks that will
apply in future worldwide. Under Basel III capital
\ components, for example, will have to meet much
,  stricter qualitative requirements going forward.
3\ Banks will also have to hold much more capital
- W . than before to cover their risks. With a small
- . number of exceptions, Basel III will increase
- the burden on institutions across the board.
“% | This was demonstrated by the Basel

p— Committee’s Quantitative Impact Study (QIS),

' \B 1 J— w which is based on consolidated data
w S % as at 31 December 2009. Germany therefore

. Restructuring Act - a consequence
of the financial crisis.

. More than 4,000 administrative
and supervisory body
appointments.

advocated adequate transition periods. The Basel
Committee’s leverage ratio aims to limit the build-
. up of leverage in the banking system, as required
: by the G20. Following an observation period, the plan
is to introduce the leverage ratio as a binding limit in 2018.

In December 2010, German lawmakers passed the Restructuring
Act (Restrukturierungsgesetz) as one of the responses to the
financial crisis. The amendments to the Banking Act (Kreditwesen-
gesetz - KWG) introduced by this Act, which entered into force

on 1 January 2011, also strengthened BaFin’s crisis prevention
powers. The Restructuring Act establishes procedures that can be
used to restructure and reorganise institutions whose continued
existence is under threat at an early stage, while requiring owners
to share in the costs. It also provides the option of orderly
unwinding. The Restructuring Act is an important step towards
solving the “too big to fail” problem, but only at a national level.
Uniform principles are also required at the European and
international level to make national liquidation processes more
consistent and ensure better coordination of cross-border
interventions. The conditions for this are being developed by

the European Commission and international bodies such as

the Financial Stability Board (FSB).

Over 4,000 new appointments had been reported to the
supervisory authority by the end of the year under review,

i.e. a good year and a half after the Act on Strengthening the
Supervision of the Financial Markets and the Insurance Sector
(Gesetz zur Stdarkung der Finanzmarkt- und der Versicherungsauf-
sicht) first introduced statutory minimum requirements for the
individual expertise and reliability of members of administrative
and supervisory bodies. In early 2010, BaFin issued a guidance
notice providing more detailed information on the requirements for
members of administrative and supervisory bodies in accordance
with section 36 (3) KWG. Additionally, in October 2010 BaFin
provided members of supervisory bodies, members of executive
boards and representatives of associations with an opportunity to

N 7N N 7N 7N 7N 7N 7N A
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I Introduction

‘ 14 German banks took part in the
EU stress test in 2010.

. Germany'’s insurance industry stable.

. Improvement in medium- and
long-term risk-bearing capacity
in the life insurance industry.

obtain information about the new requirements for administrative
and supervisory bodies of credit institutions at its “Forum for Credit
Institution Supervisory Bodies”.

In June 2010, the heads of state and government in the European
Union (EU) resolved to publish the results of an EU-wide stress
test. The objective of the exercise was to demonstrate the
resilience of the European banking system in the event of an
economic downturn and negative financial market developments
(in particular, a drop in the value of European government bonds).
Credit institutions were deemed to have passed the test if their
Tier 1 capital ratio did not fall below 6% even in the most severe
stress scenario. In this test, the German banking system has
shown itself to be robust and proved its resilience even under
extremely pessimistic assumptions. Even in the most severe
scenario, 13 of the 14 German banks participating in the test
reported a Tier 1 capital ratio of more than 6% and nine posted

a Tier 1 capital ratio of more than 8% - more than twice the
regulatory minimum. Only one bank, Hypo Real Estate Holding

AG (HRE Holding AG), posted a Tier 1 capital ratio of less than 6%
in one of the two years considered in the supplementary stress
scenario. However, the stress test analysis did not take the radical
restructuring at HRE Holding AG into consideration.

The German insurance industry again proved stable in 2010; the
direct impact of the global financial crisis on the insurance sector
remained limited. Stabilising factors included strict supervisory
requirements, improved crisis management by German insurers
after the stock market crash in 2002 and their conservative
investment policy.

Nevertheless, risks do exist. Low interest rates, for example, are
impacting the performance of German life insurers. One of the
supervisory authority’s priorities was therefore to develop
measures to strengthen life insurance undertakings’ risk-bearing
capacity and to help them cope with the low interest rates as well
as possible. In the process, BaFin drew substantially on the results
of the forecast of interest rate guarantees in life insurance
performed in the previous year. Capital market interest rates
continued to fall in the course of 2010. BaFin will take supervisory
countermeasures if necessary.

Capital market developments are the principal factors influencing
the life insurance industry’s risk-bearing capacity in the medium
and long term. The measures that can be taken to improve the
sector’s risk-bearing capacity are currently under discussion by the
Federal Ministry of Finance (Bundesministerium der Finanzen -
BMF), BaFin and the German Insurance Association (Gesamtver-
band der Deutschen Versicherungswirtschaft e.V. — GDV). One
measure envisaged is to increase the premium reserve in order

to take lower interest income into account at an early stage
(Zinszusatzreserve).
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‘ Rise in sovereign debt.

. Act on the Prevention of Improper
Securities and Derivatives
Transactions.

‘ Improved investor protection.

Minimum holding period introduced
for real estate funds.

‘ Takeover bids.

The rise in sovereign debt is also extremely significant for the
insurance industry because insurers traditionally hold large
exposures in government bonds. The supervisory authority
therefore monitors the undertakings’ investment policies extremely
closely and increasingly analyses individual exposures. For
example, BaFin requested industry participants to provide
information about their exposure to government bonds issued by
the PIIGS countries (Portugal, Ireland, Italy, Greece and Spain).

In May and October 2010, BaFin for example requested from life
insurance undertakings information about the country risk inherent
in their investments. Besides the PIIGS countries, particular
attention was paid to countries with increased credit default swap
spreads (CDS spreads). The surveys showed that life insurers only
hold limited investments of this kind and actively manage such
risks.

The Act on the Prevention of Improper Securities and Derivatives
Transactions (Gesetz zur Vorbeugung gegen missbrduchliche
Wertpapier- und Derivategeschéfte — WpMiVoG) entered into force
in July 2010. Since then, naked short sales of shares and of debt
securities issued by central and regional governments as well as
by local authorities of eurozone countries that are admitted to
trading on the regulated market of a domestic exchange have been
prohibited by law in Germany. The Act also prohibits credit default
swaps (CDSs) on liabilities of central governments, regional
governments and local authorities in the eurozone where these are
not used to hedge default risks. In addition, the Act gives BaFin
greater and more specific powers to adopt measures to safeguard
the financial system in emergency situations.

In response to the financial crisis, German lawmakers passed the
Act to Increase Investor Protection and Improve the Functioning of
the Capital Markets (Gesetz zur Starkung des Anlegerschutzes und
Verbesserung der Funktionsfdhigkeit des Kapitalmarkts — AnsFuG),
which was published in the Federal Law Gazette (Bundesgesetzblatt
- BGBI.) in April 2011. The Act aims to increase trust in the
integrity and functioning of the capital markets, for example
through increased market transparency and better protection of
retail investors.

The AnsFuG was also introduced in response to developments in
open-ended real estate funds. For example, the Act stipulates a
one-year redemption notice period for all investors. Newly acquired
units in open-ended real estate funds must have been held for

at least 24 months at the time they are redeemed. However,
investors can continue to redeem up to €30,000 worth of units

per calendar half-year without observing these requirements. The
lawmakers’ aim in introducing these changes is to prevent large
sums of money being parked temporarily in these funds, which are
designed as long-term investments, without imposing excessive
restrictions on small investors.

The takeover bids made by Deutsche Bank AG to the shareholders
of Deutsche Postbank AG and by ACS, Actividades de Construccidn
y Servicios, S.A., to the shareholders of Hochtief AG attracted a
great deal of public interest in 2010.
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‘ Market survey on investment advice.

New supervisory structure in
the European Union.

Investment advice was another key topic in the securities
supervision area during the year under review. In February 2010,
BaFin conducted a market survey of the credit and financial
services institutions it oversees to ascertain how these have
implemented the regulations on documenting investment advice
provided to retail customers that have been in place since the
beginning of 2010. BaFin initially wrote to some 310 institutions,
after which it also requested individual records of investment
advice given in January 2010 on a sample basis. It evaluated some
1,100 records from over 190 undertakings and determined that
these were incomplete in the case of 15 credit institutions and

37 financial services institutions. In May 2010, BaFin discussed the
results of its market survey at a joint meeting with the associations
of credit and financial services institutions, the Federation of
German Consumer Organisations (Verbraucherzentrale
Bundesverband e.V. - vzbv) and the Institute of Public Auditors

in Germany (Institut der Wirtschaftspriifer in Deutschland e.V. -
IDW). At the beginning of November of the year under review,
BaFin issued a letter reiterating that investment services
enterprises are required to prepare written records of all
investment advice given to retail clients.

In autumn 2010, the ECOFIN Council, the European Parliament and
the European Commission agreed on new supervisory structures
for the EU. Since 1 January 2011, the European Systemic Risk
Board (ESRB), which is based in Frankfurt/Main, has been in
charge of macroprudential supervision, which seeks to enhance the
stability of the financial system. Although the ESRB is hosted by
the European Central Bank (ECB), it is independent of the latter
and does not have its own legal personality. The members of the
ESRB’s General Board with voting rights include the President and
Vice-president of the ECB, the governors of the national central
banks and one member of the European Commission. The
representatives of national supervisory authorities are non-voting
members.

Microprudential supervision, which relates to individual institutions,
continues to be performed by national supervisory authorities such
as BaFin. In addition, however, there are three European
Supervisory Authorities that have independent powers: the
London-based European Banking Authority (EBA), which is active
in the area of banking supervision, the Frankfurt-based European
Insurance and Occupational Pensions Authority (EIOPA), which

is responsible for insurance supervision, and the Paris-based
European Securities and Markets Authority (ESMA), which is in
charge of securities supervision. The three European Supervisory
Authorities have the power, for example, to develop regulatory
technical standards and implementing technical standards
(although these only become binding when endorsed by the
European Commission) and also to enact non-binding guidelines
and recommendations. What is more, the EBA, EIOPA and ESMA
have direct powers of enforcement as against the national
supervisory authorities and - in certain strictly defined
circumstances - against enterprises.
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Financial and economic crisis
impacts state finances.

%
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. Gigantic rescue package in Europe.

I Economic environment

1 Sovereign debt crisis

In 2010, the financial markets increasingly turned their attention
to country risk again. Rising public debt in a number of European
countries cast growing doubt on their solvency. The first country
in which the capital markets lost confidence was Greece, after the
officially reported budget deficit turned out to be false and had to
be revised upwards significantly. As a result, Greece’s financing
costs on the capital markets rocketed. It was only when an
emergency plan providing bilateral aid was drawn up that the
situation calmed down somewhat. However, it was not long before
scepticism gained the upper hand again, with the yield on ten-year
Greek government bonds shooting up to over 12% at the
beginning of May 2010, for example.

Figure 1
Interest rate differentials in Europe

10-year government bond yields

Greece

7 pet— Ireland
Portugal

- dA LY. — SPAIN

Italy
=== Belgium

— (Germany

2008 2009 2010

Source: Bloomberg

Greece’s runaway sovereign debt was primarily attributable to

a lack of budgetary discipline over a long period of time. The
financial and economic crisis exacerbated the strained situation.
Since the loss of confidence threatened to spill over to other
peripheral eurozone countries, the member states of the European
Union stepped in. With the assistance of the International
Monetary Fund (IMF) they created the European Financial
Stabilisation Mechanism (EFSM) and the European Financial
Stability Facility (EFSF) in May 2010, putting together a rescue
package worth a total of €750 billion for ailing countries as part of
these support measures. The firm response of policymakers to the
worsening sovereign debt crisis had the desired effect on the
capital markets, substantially reducing financing costs.

N N N 7N N 7N 7N B8
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II Economic environment
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European bank stress test
increases transparency.

Nevertheless, it proved impossible to dispel the mistrust on the
capital markets completely.

Growing funding risks

Many countries are facing significantly higher funding volumes

in 2011, particularly on account of the extensive measures their
governments have taken to combat the financial crisis. In parallel,
banks are seeing an increased need for funding as a result of
higher regulatory capital requirements. A race between countries,
credit institutions and corporate entities to secure scarce capital
runs the risk of a sharp interest rate hike and that the private
sector will find it more difficult to access the capital market (known
as the “crowding-out effect”). Among the industrialised nations,
Japan and the United States in particular, but also Germany and
the United Kingdom, have high absolute funding requirements.
However, the spotlight is on the countries on the periphery of

the eurozone, which have been under severe pressure from the
markets for some time; these countries will have to overcome
considerable funding challenges in the next few years.

Figure 2
Funding structure for sovereign debt in Europe

Maturities of government bonds

€bn for selected euro countries®
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Source: Bloomberg; BaFin calculations

Doubts also arose concerning credit institutions’ risk-bearing
capacity, which was already severely limited, in a progressively
deteriorating environment. There was an acute need for
information on the part of market participants, investors and
supervisory authorities — particularly about potential losses arising
from critical sovereign exposures held by the banks. In light of this
situation, the Committee of European Banking Supervisors (CEBS,
now the EBA) initiated a stress test in which 91 institutions from
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. Flight to safe government bonds.

' Mounting problems in Ireland...

...increase contagion risk for other
eurozone countries.

20 EU member states took part. While the basic scenario assumed
a slight economic recovery, the stress scenario entailed a further
slump in economic growth together with a shift in the yield curve
and an increase in European government bond yields. Credit
institutions were deemed to have passed the test if their Tier 1
capital ratio did not drop below 6%. The vast majority of the banks
were able to cope with even the difficult negative scenario. Seven
institutions did not pass the test, however. In addition to five
Spanish savings banks and one Greek bank, the nationalised HRE
Holding AG was the only one of the 14 participating institutions in
Germany to fail. The predominant reaction on the financial markets
to the publication of the results was one of relief. The transparency
created helped to reduce uncertainty and to restore lost confidence
in part.

In spite of all efforts taken to manage the crisis, the capital
markets remained jittery. Spreads for a number of countries did
not narrow significantly due to the fear that these countries could
be forced sooner or later to bow to the growing pressure from their
populations and abandon their strict consolidation course. Interest
rate spreads in countries around Europe widened and investors
reallocated their investments. German government securities were
particularly popular as a safe haven. The ten-year Bund yield fell
to 2.1% at the end of August 2010, an all-time low. As the year
progressed, the buoyant economic climate in Germany, rising
capital market rates in the United States and growing anxiety as
to whether the richer countries in the eurozone can bail out the
weaker ones in the long term again pushed up yields for long-
dated federal government securities somewhat. At the end of
2010, the ten-year Bund yield was hovering around the 3% mark.

Ireland’s ongoing financial problems increasingly took centre stage
in the second half of the year. Rescuing its oversized banking
sector proved too much for the country. After some initial
hesitation, Ireland became the first country to tap the European
bailout programme in November. The EU and the IMF provided

a €85 billion rescue package with strict conditions attached.
Nevertheless, the spreads on Irish government bonds, which had
widened sharply in the weeks before, hardly decreased at all.

At the end of the year, the ten-year bond yield was over 9%.
The spread against Bunds with matching maturities was 6
percentage points, compared with less than 1.5 percentage
points a year earlier.

After Greece and Ireland, the markets turned their attention to
Portugal and Spain as the next candidates for a bailout. Italy and
Belgium, which had joined the European Monetary Union in 1999
as founder members despite having a debt ratio far in excess

of the Maastricht criterion of 60%, also saw funding costs for
government bonds increase substantially since they had made
little progress in reducing their debt in recent years. Spain was
severely impacted by the fallout from its burst real estate bubble
in 2010 and lagged behind most other European countries in terms
of economic growth. In the course of the crisis in Ireland, the yield
on ten-year Spanish government bonds increased from 4% in
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October 2010 to around 5.5% at year-end, the highest level since
mid-2002. The spread to Bunds widened to 2.5 percentage points,
whereas the difference had been 0.6 percentage points at the
beginning of 2010, and a mere 0.1 percentage points or so at the
start of 2008. The massive increase in spreads makes it more
expensive to fund sovereign debt on the capital markets and
reduce public sector debt capacity in the countries in question.

US monolines

The US monoline industry was hit hard by the financial crisis.
Reckless guarantees — especially in the structured finance sector -
had led to substantial losses back in 2009. The position of the US
monolines remained fragile in 2010. In November, the financial
holding company Ambac Financial Group was forced to file for
bankruptcy after it failed to reach an agreement with its investors
and creditors.

Monolines’ core business is insuring bonds for a fee. This insurance
cover gives the guaranteed bonds a higher credit rating, which
reduces the financing costs for the issuer. A good rating is vital
for monolines. In the years preceding the crisis, many companies
moved over to insuring more risky financial products such as
structured finance products for US real estate, or to acting as a
protection seller for credit default swaps. The fate of the monoline
industry is therefore closely tied to the performance of these
financial products. If the insured financial product defaults, the
monoline is obliged to make the payments provided for in the
contract. During the crisis, the majority of the monolines lost their
Triple A ratings. This means that most of these companies are

no longer able to generate new business and are merely engaged
in settling existing transactions.

The risk to the beleaguered monolines is likely to increase if public
sector finances in the United States deteriorate further and they
have to make good credit defaults in the US public finance sector,
which has been relatively stable up to now, under the default
guarantees that they issued. In the event of a double default
(simultaneous default of the insured bond and the monoline
providing the guarantee), defaults on insured US government
bonds and municipal bonds would directly impact investors, who
would be forced to write down their investments. This would also
affect a number of German institutions. Since several monolines
are already rated at sub-investment grades, banks’ credit reviews
are increasingly examining whether monoline guarantees can

still be recognised. In the case of extremely low ratings, most
institutions are switching to merely using the creditworthiness

of the underlying bond issuer in their valuations.



11 Economic environment 19

' Rapid increase in government debt,
including in the United States.

In 2010, the financial markets mainly focused their attention on
the sovereign debt crisis in Europe. However, the health of public
finances in some other key economic regions of the world is no
better. For example, in 2010 Japan’s national debt was more than
twice its gross domestic product, resulting in a leverage ratio
substantially higher than that of Greece (130%). Public finances

in the United States, where the financial crisis had its origins in
the subprime mortgage market, are also deteriorating rapidly. In
2010, federal debt already accounted for 94% of economic output,
around 30 percentage points more than before the outbreak of the
crisis in 2007. Including federal states and local authorities, the US
debt ratio is actually fast approaching the 120% mark. Another
sharp increase is inevitable because the highly expansionary fiscal
policy adopted to rescue the banks and stimulate the economy is
still having an effect and the budget deficit can only be reduced
slowly.

Financial crisis: A chronology of important events in 2010
January

The US administration announces a special bank levy.

The Chinese government decrees more restrictive lending terms
for banks to prevent the economy overheating and a bubble
forming in the property market.

February

Germany'’s federal government resolves stricter rules for bonus
payments in the financial sector.

Eurozone periphery countries come under pressure on the
financial markets; there are growing concerns about the single
European currency. Greek public finances are put under EU control.

March

The German government presents the key points of a
Restructuring Act providing for the orderly unwinding of banks
in the event of a crisis and the introduction of a bank levy.

Under pressure from the EU, Greece approves a further austerity
package to reform its finances; eurozone countries agree on an
emergency plan with the participation of the IMF.

April
WestLB transfers securities worth €77 billion to Germany’s first
active bad bank.

Greece asks the EU and the IMF for financial aid. Market doubts
about whether the aid package (€45 billion) is large enough start
surfacing early on.

Rating agencies downgrade Greece, Portugal and Spain.
The spreads for these countries’ bonds soar.
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May

BaFin prohibits naked short sales of eurozone government bonds
as well as of credit default swaps on such bonds. At the same
time, the ban on naked short sales of certain financial sector
stocks, which had been temporarily suspended, is reinstated.

SoFFin, the bank rescue fund, reports a €4.3 billion loss for 2009.
The deficit is due to a write-down on the investment in nationalised
bank, Hypo Real Estate.

The aid package for Greece is topped up to €110 billion with
strict conditions attached.

Shortly afterwards, the EU and the IMF are forced to prop up the
euro by implementing a massive rescue scheme for affected EU
countries as the sovereign debt crisis worsens. A €750 billion
credit facility is made available up to 2013.

The ECB launches a programme to buy bonds on the secondary
market and resolves to accept Greek government bonds as
collateral for its bank funding transactions, regardless of their
credit quality.

June

Aareal Bank becomes the first bank to start repaying the capital
injections it received from SoFFin.

The G8 countries fail to reach agreement on the global introduction
of a financial transaction tax and a bank levy. At the ensuing G20
Summit in Toronto, participating countries pledge to halve budget
deficits by 2013 and to balance their budgets by 2016.

The European Commission announces plans for the central
supervision of rating agencies.

July

The ban on naked short sales is enshrined in law in Germany.

Hypo Real Estate establishes a liquidation agency under SoFFin
to which toxic securities and loans will be transferred.

Europe’s banking supervisors publish the results of the stress tests
they conducted. Seven out of a total of 91 banks fail the tests,
including the nationalised Hypo Real Estate - the only one out of
the 14 German banks tested.

A comprehensive financial market reform is implemented in the
United States with the introduction of the Dodd Frank Act.

August

The debt crisis in Ireland worsens as a result of the escalating
costs of rescuing the beleaguered banking sector. The uncertainty
on the financial markets prompts a flight to safety; ten-year
Bund yields fall to an all-time low.
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September

SoFFin temporarily increases the guarantee facility for
Hypo Real Estate by a further €40 billion to €142 billion.

Deutsche Bank announces a €9.8 billion capital increase and
publishes details of its takeover of Postbank.

The Basel Committee on Banking Supervision agrees on stricter
capital and liquidity requirements (Basel III).

October

Hypo Real Estate transfers €173 billion of assets to the
liquidation agency, FMS Wertmanagement.

Shortly afterwards, it returns part of the state guarantees
to SoFFin.

EU finance ministers agree on the goal of more stringent
hedge fund supervision.

November

The Restructuring Act is approved by the Bundestag
(the lower house of the German Parliament) and the Bundesrat
(Federal Council).

After some initial hesitation, Ireland accepts the offer of aid and
becomes the first country to use the newly created EU/IMF rescue
fund. The volume of financial aid granted is €85 billion.

After Greece and Ireland, the markets increasingly turn their
attention to Portugal and Spain. The spreads for bonds of both
these countries soar.

The Federal Reserve maintains its expansionary monetary
policy and plans to buy up to $600 billion’s worth of government
bonds to prop up the weak economy.

Basel III is adopted at the G20 Summit in Seoul. The new capital
adequacy requirements for banks can now be implemented
internationally.

December

Germany’s governing parties agree on a ten-point plan to
reform national financial supervision.

Hypo Real Estate successively returns most of the state
guarantees it received. At the end of the year the remaining
guarantees amount to €15 billion.

A permanent crisis mechanism including personal liability for
creditors will be established for eurozone countries following the
expiry of the rescue package in 2013.

For the first time, the ECB resolves to increase its share capital in
view of the increased risk associated with its activities to combat
the financial and sovereign debt crisis.
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2 Financial markets

. Financial markets remain On the whole, the financial markets continued to recover in 2010.
fragile despite improvement. Nevertheless, the fallout of the financial and economic crisis and

potential threats still cast a large shadow in many areas.
In Europe, for example, default spreads for financial sector
institutions remained high. Since the scope and content of the
regulatory measures to be taken in response to the crisis are not
yet fully known, there is still uncertainty as to their effects on
companies’ capital bases and potential earnings. The segmentation
of the money market also continued in 2010. Many credit
institutions in the countries affected by the European debt crisis
were dependent on the measures implemented by the European
Central Bank to boost liquidity. A look to the United States reveals
a highly expansionary policy, the primary goal of which is to
stimulate the economy through an extremely low headline interest
rate, a substantial increase in the money supply and fiscal
programmes. The generally low interest rates coupled with high
liquidity are producing problematic incentives. For example, they
may result in large flows of capital into riskier investments offering
higher returns. The concentration of capital in these areas may in
turn lead to renewed excesses. Last but not least, the high debt
levels in many countries - including outside Europe - run the risk
of further turmoil on the financial markets.

. Stock markets see brisk The key international share indices turned in a mixed performance
trading at year-end. up to the middle of 2010. The MSCI World index posted substantial
gains at the beginning of the year before coming under pressure
from the European debt crisis in the weeks that followed. The risk
of a double dip in US economic activity, with its implications for the
global economy, was also still acute. It was not until the second
half of the year that a clear upward trend began to emerge. This

was driven in particular by the emerging markets, which recorded
substantial inflows of capital. The MSCI World index ultimately
closed 2010 up 112 points as against the start of the year,

a gain of around 9.5%.
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. DAX witnesses resounding rally.

. Steep yield curve.

Figure 3
Comparison of stock markets in 2010
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The DAX, which moved almost in tandem with the S&P 500 and
the Nikkei in the first quarter, struck out on its own in the second
quarter, outperforming its large international counterparts with
gains of more than 15% for the year as a whole. This result is
mainly attributable to developments in the second half of the year,
when expectations of a sustained economic upswing in Germany
intensified. The S&P 500 was also buoyed by positive investor
sentiment in the US - even though the economic recovery in this
country was more fragile and the labour market much weaker than
in Germany.

The slope in the yield curve remained quite steep in 2010, similar
to the year before. However, clear parallel shifts could be observed
as the year progressed. The curve showed a pronounced downward
trend until the autumn, before moving upwards again until the end
of the year. The main driver at the short end was the low key
interest rate set by the European Central Bank. The yield on one-
year paper was marginally above 0.5% at the end of 2010. As a
result, the yield curve showed a pronounced slope by historical
standards in 2010, in spite of the relatively low long-term yields.

N N N 7N N 7N 7N B8
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‘ Monetary policy supports fight
against European debt crisis.

. Government bond yields
now at record low.

Figure 4
Yield curve for the German bond market*
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The key factor influencing the monetary policy environment in the
eurozone in 2010 was the ongoing low key interest rate (only 1%).
At the beginning of the year, many market participants were still
speculating that rates would rise in the course of the year. Later
on, however, this step was not expected until 2011 at the earliest.
The European Central Bank’s goal of gradually abandoning the
emergency measures it had taken was thwarted last year by the
debt crisis in Europe. It did take initial steps in 2010 to withdraw
from its liquidity-oriented monetary policy. For example, the
covered bond purchase programme expired once the planned
aggregate volume had been reached. In addition, there were no
further special one-year tenders. However, the intensification of
the Greek crisis in the spring made new emergency measures
necessary, such as the ECB’s announcement that it would accept
downgraded European government bonds as collateral. It also
launched a programme for purchasing government bonds on the
secondary market to prevent yields from widening (excessively)

- a measure that generated heated debate among market
participants, monetary policymakers and academics alike.

The yields on German and US government bonds continued to fall
during 2010, reaching record lows in some cases by the autumn.
The ten-year Bund yield at the end of August was just 2.1%,

for example. The pronounced flight to safety prompted by the
European debt crisis was undoubtedly a key cause of this
development. Part of the capital invested was channelled back into
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‘ Spreads unchanged at high level.

other havens when investors’ risk perception fell slightly towards
the end of the year and the global economy started to recover.
As a result, government bond yields in Germany and the United
States picked up noticeably again.

Figure 5
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Most types of spreads had fallen substantially in 2009 and did
not show any further marked decreases last year. Spreads in the
European corporate sector, for example, widened substantially
during the market turmoil caused by the Greek crisis in early
summer 2010. After that, no significant changes in their levels
were observed in most rating classes. This meant that their full-
year values were therefore still significantly higher than before
the crisis.
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Figure 6
Corporate bond spreads in Europe
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. Euro on rollercoaster ride. Last year, the euro/dollar exchange rate was dominated by the
debt crisis in @ number of eurozone countries. The Greek crisis
undermined financial market participants’ confidence in the euro
during the first two quarters, leading initially to a country-
specific rescue facility and later to a rescue package
covering the entire eurozone. After this, the euro
appreciated substantially again, rising to over $1.40 in
autumn 2010. The crisis in Ireland that followed and
the ensuing speculation about other possible defaults
by European countries then caused the euro to take
a further nosedive. However, due to the rescue
package that had been established, the euro
devalued by less than in the spring.
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. Banks halfway between financial
crisis and economic recovery.

‘ Bank stocks fall despite rise in DAX.

Figure 7
Exchange rate movements
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3 Banks

The position of the banks in 2010 was mixed. On the one hand,
their balance sheets still reflected uncertainties as to the
continuing recovery from the global financial and economic crisis -
uncertainties that were reinforced by the euro crisis. On the other
hand, the sustained economic recovery in Germany boosted
business and reduced write-downs for the banks. The main winners
in this environment were those credit institutions that had
contained their losses during the crisis thanks to comparatively
good risk management. Other beneficiaries were the traditional
retail banks, which gained customers from other institutions and
increased their business volumes thanks to a growing aversion to
risk. At the same time, they used the steep yield curve to generate
additional income from maturity transformation. By contrast, the
situation worsened for those credit institutions that had already
reported heavy losses during the financial crisis. The economic
upturn largely passed them by, because the capital needed to write
new business is particularly expensive for them - to say nothing of
potential EU requirements and the stricter demands imposed by
Basel III.

2010 presented a different picture on the stock market to the
previous year. In 2009, bank stocks (+70%) were still one of the
drivers of the DAX (+29%). In 2010, by contrast, the sector index
for German banks lost around 10% of its value and did not take
part in the rise in the DAX of around 16%. Share prices were hit
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particularly hard in the last quarter. In spite of this, both indices
posted an almost identical, above-average increase of 50% over
two years. The sector index for German insurers slightly
underperformed the DAX in both years.

Figure 8
Share indices for the German financial sector
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From early February until the end of March 2010, the banking
index climbed around 30% within a few weeks on the back of the
brighter economic outlook and earnings prospects. However, this
was followed by a major setback at the beginning of May, as the
euro crisis spread beyond Greece. German banks in particular were
impacted by substantial exposure to peripheral eurozone countries.
Despite the euro rescue package put in place by the EU and IMF, it
was August before the bank index regained its spring high. Another
positive factor was that in July all German banks apart from HRE
that took part in the CEBS stress test passed it.

From mid-August onwards, the banking index and the DAX moved
in different directions. Whereas the DAX gained almost 20% in the
period up to the year-end thanks to the economic upturn, the
banking index fell by around 20%. This is all the more astonishing
when we consider that banks in particular can be expected to
benefit from the increase in business and lower default risk
associated with the upturn.

Nevertheless, risks continue to exist as a consequence of the
financial crisis and the uncertain earnings prospects. Regulatory
interventions in respect of bank stocks probably also had a
negative impact. For example, the bank levy resolved as part of
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the Restructuring Act entails not insignificant additional costs for
large institutions in particular. What is more, considerable effort
will be required in future to meet the higher quantitative - but
above all qualitative - capital requirements laid down in the new
Basel III rules.

The renewed uncertainty was clearly illustrated in the high
volatility recorded for credit default swap spreads.* After rising to
around 60 basis points in 2007 from a historic low of below ten
basis points, CDS spreads for major German banks have mostly
fluctuated between 50 and 150 basis points since 2008. They
exceeded this level at times during the second quarter of 2010
as a result of the risks associated with the currency crisis. The
situation eased markedly in the third quarter, especially in the
case of CDSs for large private banks.

At the end of the year, bank spreads picked up again in line

with the rise in country risk. This was particularly noticeable in
the case of both the Landesbanks, which are still trying to find
a viable long-term business strategy, and the peer group of
European banks. Average CDS spreads for the latter also
increased - in lockstep with the relevant country CDSs - to over
150 basis points.

Figure 9
Credit default swap spreads for major German banks
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! CDS spreads are the OTC market prices for taking on an undertaking’s credit default
risk (only the risk is traded, not the entire loan). Conventionally, they are quoted in
basis points. A spread of 120 basis points means that in the case of a contract worth
€100 million, an annual premium of €1.2 million must be paid. The higher the risk,
the higher the spread.
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. Volatile interbank market.

The decisive action taken by the central banks had already
prompted a marked recovery on the interbank market and in the
liquidity supply during 2009. This trend continued in the year
under review with brief interruptions. Key money market indicators
such as overnight funding rates or three-month LIBOR money
market rates eased significantly against their exceptionally high
levels during the financial crisis, at times even falling to new lows.
The overnight rate in the first half of 2010 was below 0.5%, while
three-month LIBOR was marginally in excess of this figure. In the
second half of the year, money market rates rose slightly, with
LIBOR increasing somewhat faster than the overnight rate towards
the end of the year. The LIBOR-OIS spreads illustrated in the
following chart underline this trend.?

Figure 10
Interbank market indicators
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The LIBOR-OIS spread for Europe widened sharply at the end of
the year after initially recording very low values. One of the
reasons for this is the increase in the liquidity surplus in the
banking sector during the last quarter of 2010, as credit
institutions went back to stockpiling cash instead of making it
available on the interbank market. It is important to point out,
however, that the tensions in the European money market were
not evenly distributed, but rather that they mainly affected
individual peripheral eurozone countries.

2 The Libor-OIS spread is the difference between the London Interbank Offered Rate
and the overnight index swap rate. The spread, which is calculated in basis points,
represents the risk premium payable in the case of the three-month LIBOR as
against a three-month revolving overnight index swap. It can therefore be taken
as a pure-play indicator of the credit risk on the interbank market.
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. Increasing demand for loans.

Given the upturn in the economy, German credit institutions left
their lending standards for corporate clients, which had been
tightened in 2008 and 2009, unchanged in the first half of 2010
before easing them slightly from the third quarter onwards,
according to the ongoing Bank Lending Survey conduced by
Deutsche Bundesbank. In addition, the margins on personal loans
and, in some cases, on corporate loans, were lowered slightly
starting in the second quarter. This basically positive development
for the economy as a whole was also facilitated by the favourable
liquidity situation and the more stable financing conditions for
banks on the money and capital markets. At the same time, there
was a surge in demand for loans among both corporate clients and
private households - in the latter case for residential construction
in particular - from the second quarter onwards. According to

an ECB survey, the more difficult situation seen in some other
eurozone countries shows that lending standards became tighter
on average in Europe during 2010.

Insolvency trend

The number of corporate insolvencies declined slightly in 2010
after rising perceptibly in the previous year in the aftermath of the
severe recession. German local courts reported 32,000 corporate
insolvencies, 2% less than in 2009. The improvement, which
gained momentum as the year progressed, is due to the
remarkably robust economic upturn in Germany. Outstanding
creditor receivables decreased substantially from €73 billion in
2009 - which saw several spectacular large-scale insolvencies -
to €27 billion in 2010, but were still noticeably higher than the
average for 2005 to 2008 (€21 billion). As the economy continues
to recover, the number of insolvencies is expected to continue

to fall and to have a positive effect on banks’ credit quality.

Figure 11
Number of corporate insolvencies in Germany
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. Uneven consolidation process.

Rise in premiums collected
but interest rates still low.

. CDS spreads up again.

Around 109,000 private individuals filed for insolvency in
Germany in 2010, 8% more than in the previous year. This figure
also topped the previous record of around 105,000 cases in 2007.
A growing number of private individuals are becoming overindebted.
The potential economic loss is significantly lower than in the
corporate sector, however. In 2010, the courts estimated
outstanding creditor receivables at €6.3 billion, up from €5.8
million in 2009.

The German banking market will see further takeovers in the
medium term, despite the risks involved. The financial crisis
enabled competitors with sufficient capital that had gained in
strength in relative terms to take over weaker competitors.
Deutsche Bank’s moves to strengthen its retail business by taking
over Sal. Oppenheim and Deutsche Postbank are particularly
significant for the competitive situation in Germany.

This contrasts with the situation in the Landesbank sector, where
mergers that were envisaged have not yet been implemented
despite (or because of) economic difficulties and corresponding EU
requirements.

4 |Insurers

The overall economic recovery in 2010 led to a significant rise

in the premiums collected by insurance undertakings. Single
premiums in the life insurance industry were the main driver of
this growth. In the volatile market environment, however, even
minimal changes in interest rates or profit participation can cause
strong fluctuations in the single-premium business. As in the
previous year, low interest rates dragged down income from new
investments. A protracted period of low interest rates may diminish
life insurers’ risk-bearing capacity if these companies are no longer
able to generate their guarantee obligations on the capital
markets.

The equities index for the German insurance sector largely
mirrored the DAX in the first three quarters of 2010, moving in
parallel with it. However, it fell behind when the DAX started its
sharp climb in late summer due to the upturn in the real economy.
While its performance was positive at around 9% for the year as

a whole, the DAX rose by over 15% during this period.

Credit default swap spreads for insurance undertakings were highly
volatile in 2010. Spreads widened sharply year-on-year, probably
due to the eurozone sovereign debt crisis in particular. The markets
rated the credit quality of major German insurers highly compared
with their European peers. Credit default swap spreads for Allianz
and Munich Re, for example, were significantly lower than the
European average, as in previous years.
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‘ Rating agencies’ outlook stable.

. Low interest rates put a strain
on insurers.

. Higher losses from natural disasters.

Figure 12
CDS spreads for selected insurers
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German insurance undertakings benefited from the economic
rebound in 2010. The rating agencies considered that their
financial strength had improved overall year-on-year. Whereas
2009 had seen substantially more ratings downgrades than
upgrades, almost equal numbers of both were recorded in 2010.
Additionally, almost all rating outlooks are stable.

2010 was a year of low interest rates, continuing the trend seen
in past years. Ten-year Bund yields actually fell below 2.2% in
August 2010, before rising to around 3% again by the year-end.
The low interest rates are impacting insurers’ revenue-generating
opportunities. This presents a risk for life insurers in particular,
because if interest rates remain low for protracted periods, these
undertakings may be unable to generate the guarantee payments
promised to customers from capital market income in the long
term. Since 2007, life insurers have been prohibited from
guaranteeing more than 2.25% on new policies in line with the
maximum technical interest rate and there are plans to reduce
this rate to 1.75% from January 2012.

In 2010, natural disasters claimed an unusually high nhumber

of lives and caused significant economic losses. A total of five
disasters in the top category were recorded.? These comprised
the earthquakes in Haiti, Chile and Central China, the floods in
Pakistan, and the heatwave in Russia. Of these events, the
earthquake in Haiti was the most devastating. However, the costs
incurred by the insurance industry were low because very few
people in Haiti - like in many other developing countries - have
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® According to the definitions used by the United Nations (UN).
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insurance. Hurricanes, which can potentially hit areas with higher
insurance coverage, caused little damage last year, with the US
coast in particular being spared in 2010. On the whole, the costs
for the insurance industry rose substantially compared with 2009
but remained manageable. The rating agencies give reinsurance
undertakings a stable outlook.
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Table 1

Overview of the German economy and financial sector*

Selected economic data Unit 2001 2002 2003 2004 2005 2006
Economic growth
Global economy % 2033 2.9 3.6 4.9 4.6 5.2
USA % 1.1 1.8 2.5 3.6 Sodh 2.7
Eurozone % 1.9 0.9 0.8 2.2 1.7 ol
Germany % 1.2 0.0 -0.2 1.2 0.8 3.4
Corporate insolvencies Number 32,278 37,579 39,320 39,213 36,843 34,137
DAX (end of 1987=1,000)? Points 5,160 2,893 3,965 4,256 5,408 6,597
Money market rate ? % 4.26 .32 2.33 2,11 .19 3.08
Capital market rate® % 4.86 4.81 4.08 4,04 3.36 3.78
Euro exchange rate €1 =3%.. 0.90 0.95 1.13 1.24 1.24 1.25
Gross sales of fixed-income securities € bn 688 819 959 990 989 926
Credit institutions
Individual institutions® Number 2,697 2,593 2,466 2,400 2,349 2,301
Branches Number 54,089 50,868 47,244 45,467 47,333 40,332
Lending volume®® € bn 2,236 2,241 2,242 2,224 2,227 2,242
Net interest margin” % 1.12 1.20 1.16 1.18 1.17 1.15
Net commission income € bn 2588 24.3 24.4 23,8 27.8 29.9
Administrative expenses € bn 81.0 78.3 77.3 75.8 78.8 81.5
Risk provisions € bn 19.6 31.2 21.8 17.2 14.1 14.0
Cost-income ratio ® % 71.4 67.2 66.5 65.5 61.0 62.3
Return on equity (RoE)® % 6.2 4.5 0.7 4.2 13.0 9.4
Equity ratio® 12 % 12.1 12.8 13.4 13.3 13.1 13.3
Private commercial banks
Lending volume®® € bn 605 594 579 575 580 587
Net interest margin” % 1.15 1.34 1.17 1.25 1.27 1.33
Cost-income ratio® % 80.4 74.2 74.0 75,3 59.8 66.0
Return on equity (RoE)® % 4.7 1.0 -6.2 - 0.4 21.8 11.2
Equity ratio® % 13.6 14.4 14.5 iL5.7/ 12,7/ N
Savings banks
Lending volume®® € bn 563 572 577 573 574 576
Net interest margin” % 2.28 2.38 2.40 2.35 2.30 2.23
Cost-income ratio ® % 69.9 66.5 66.4 64.9 66.0 65.8
Return on equity (RoE)® % 9.2 8.2 10.9 9.7 10.4 8.9
Equity ratio % 10.8 11.2 11.5 12.1 12.6 13.1
Cooperative banks
Lending volume 29 € bn 331 335 338 342 348 353
Net interest margin” % 2.41 2.49 2.51 2.51 2.46 2.30
Cost-income ratio® % 76.7 73.1 69.6 68.7 70.0 64.3
Return on equity (RoE)® % 7.5 9.7 10.6 10.3 13.8 11.0
Equity ratio® ' % 11.1 11.0 11.7 22,1 112,22 12,2
Insurance undertakings
Life insurers
Hidden reserves in the investment portfolio (IP)'” € bn 31.3 6.2 14.9 35.6 44.0 £15.2
as a percentage of the IP carrying amount % 585 1.1 2.4 505 6.5 5.3
Percentage of investment units in IP*? % 22.5 23.0 23.3 22.0 23.2 23.1
Percentage of promissory notes and loans in IP'» % 17.1 18.1 19.3 22.0 22.2 23.0
Net rate of return on IP ¥ % 6.0 4.4 5.0 4.8 5.0 5.4
Premium reserve € bn 476.4 502.8 520.6 536.2 551.2 566.5
as a percentage of total assets % 83.7 83.8 79.4 78.8 78.1 77.3
Surplus 1% € bn 13.4 5.1 9.2 9.7 14.2 14.1
as a percentage of gross premiums earned % 21.5 7.9 13.6 14.1 19.5 18.8
Eligible own funds (A+B+C) € bn 44.2 39.8 42.3 43.9 49.1 54.6
Solvency margin % € bn 22.2 23.3 24.0 24.8 25.9 26.8
Solvency margin cover'® % 199.0 170.4 176.2 177.4 190.0 203.8
Return on equity 7 % 7.0 3.4 5.7 5.8 9.7 915
Property/casualty insurers
Hidden reserves in the investment portfolio (IP)' € bn 31.7 22.3 26.0 26.6 27.7 29.8
as a percentage of the IP carrying amount % 31.4 21.3 23.8 22.6 22.2 22.4
Percentage of investment units in IP ' % 25.3 27.0 27.3 26.5 29.8 30.5
Percentage of promissory notes and loans in IP'? % 13.2 13.2 14.1 16.6 18.3 15.6
Net combined ratio * % 100.2 103.2 94.7 92.2 92.6 90.6
# Eligible own funds (A+B) € bn 24.4 25.0 27.1 24.1 22.5 27.4
Solvency margin ** € bn 7.1 7.4 7.8 8.4 8.8 8.8
Solvency margin cover'® % 342.7 336.9 346.0 286.3 255.3 310.7
Return on equity '” % 8.9 2.8 4.2 3.0 4.5 4.6
Reinsurers
Hidden reserves in the investment portfolio ' € bn 89.2 35.8 34.3 37.2 49.9 57.7
as a percentage of the carrying amount % 54.2 18.5 15.6 17.2 22.0 26.4
Net combined ratio * % 115.3 101.6 92.8 93.5 93.8 89.2
Eligible own funds (A+B) € bn = = = = = =
Solvency margin € bn B = = = o =
Gross technical provisions € bn 122.3 130.6 135.8 140.8 154.4 143.1
as a percentage of gross premium income % 278.6 244.0 264.4 298.5 340.0 330.3
Net profit for the year® € bn 0.3 5.4 1.4 3.4 1.8 7.3
Available capital > € bn 31.5 40.2 51.4 55.1 57.6 66.3
Return on equity '” % 1.0 13.3 2.7 6.1 3.1 11.0

Sour
*

a) At year-end.

1) Year-on-year change in real GDP.
2) 3-month Euribor.

3) Ten-year government bond yields.
4) Domestic issuers.

ces: BaFin, Deutsche Bundesbank, Federal Statistical Office, Eurostat, IMF.
Annual totals or annual averages unless otherwise stated.

5) Pursuant to section 1(1) KWG (including Postbank, investment companies and all branches of foreign banks);

preliminary figures for 2010.

6) Book loans to domestic enterprises and private individuals.
7) Net interest income as a percentage of total assets.
8) Administrative expense as a percentage of operating income.
9) Net profit for the year before tax as a percentage of average balance-sheet equity.

Liable capital or own funds as a percentage of risk-weighted assets (from 2007 overall capital ratio;

up to 2006 solvency ratio in accordance with Principle I)

Fair values - carrying amount of the entire investment portfolio (IP).

As a percentage of the entire IP excluding deposits retained.

(Income from IP less expenses for IP) / arithmetic mean of IP (beginning/end of year).

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

Minimum own funds free of foreseeable liabilities.

Eligible own funds / solvency margin.

Net profit for the year / equity

Net expenses for insured events and insurance operations / net premiums earned.

Corresponds to item II.14 in format 2 of the RechVersV.

Total equity less outstanding capital contributions.

The average overall capital ratio was calculated at the level of the individual institutions;

for reporting purposes 51 financial services institutions with an average overall capital ratio of 40.3% were included.
In particular this figure does not include the large banks Deutsche Bank, Commerzbank and UniCredit Bank.
At group level these have an average overall capital ratio of 15.3%.
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Figure 13
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Key international focuses
Two topics dominated events in 2010:

The central issues at a global level were the new capital
requirements for banks under Basel III and, in this context,

the supervision of systemically important financial institutions.
Under the new framework, minimum capital requirements are

to be increased and capital buffers introduced to increase banks’
stability and robustness in the event of a crisis. The new
requirements must first be incorporated into European directives
and, then on the basis of those directives, transposed into national
law. The G20 wishes them to be fully implemented by 2019.

Systemically important financial institutions (SIFIs) will receive
particular attention in future. In 2010, the Financial Stability
Board, the Basel Committee and the International Association

of Insurance Supervisors started to develop criteria for measuring
systemic importance, which varies considerably across the different
sectors. It is expected that far more banks will be identified as
SIFIs than will insurance undertakings. One key aspect is the
search for a compelling method of identifying SIFIs. In addition
to size, international interconnectedness, for example, is one
indicator that can be measured comparatively well. The focus,
however, is on systemically important banks (SIBs). Which banks
will be on the list of global systemically important institutions
(G-SIFIs)? By July 2011, a decision is to be taken as to which
financial institutions are systemically important to global markets
and which supervisory tools are to be used to immunise those
groups against market shocks. The in-depth discussions that
began in 2010 are being continued in 2011.

On 17 November 2010, the ECOFIN Council completed the EU
legislative process to reform the supervision of financial services

in Europe. Ahead of this, there had been numerous discussions in
both the individual member states and Brussels about the need
for a new, effective supervisory structure and how it should look.
The aim is to create an integrated network for financial supervision
in the European Union. In light of the financial market crisis,
strengthening and improving the integration of financial supervision
in Europe are to play a central role in ensuring the stability of the
entire financial system and increasing oversight of the financial
markets. On 1 January 2011, three new European supervisory
authorities became operational: the European Banking Authority
(EBA), the European Insurance and Occupational Pensions
Authority (EIOPA) and the European Securities and Markets
Authority (ESMA).* The European Systemic Risk Board (ESRB)

also started work.

* The documents mentioned in chapter III are available on the websites of the
organisations concerned (www.bafin.de » BaFin » International).
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1 Financial stability

Impact of the G20 decisions on global and European bodies

Established in 1999, the Group of Twenty Finance Ministers
and Central Bank Governors (G20) is an informal alliance of 19
countries plus the European Union. It serves a forum for cooperation
and consultation with the aim of promoting international financial
stability. G20 summits are also attended by representatives of the
International Monetary Fund (IMF) and the World Bank.

The financial crisis and its effects were again the focus of the G20
summits and meetings held in Washington in April, in Toronto in
June and in Seoul in November. In Washington, the G20 reaffirmed
that it was sticking to the decisions taken in London in 2008. At
the same time, it acknowledged the progress achieved to date.
Nevertheless, the aim of the G20 remains to strengthen the
stability of the financial system. This includes international reform
of the financial sector. The G20 divides this reform agenda into
four pillars and has delegated responsibility for its implementation
to the Financial Stability Board (FSB):

e The first pillar is a strong regulatory framework. This includes the
work of the Basel Committee on Banking Supervision (BCBS) on
capital and liquidity. The G20 believes that Basel III will improve
the resilience of the banking system considerably. This pillar also
includes measures to improve the transparency and regulatory
oversight of hedge funds, rating agencies and over-the-counter
derivatives.

e The second pillar is effective supervision. Only supervisors
with sufficient powers and resources can be effective, capable
of fulfilling their mandate and able to identify risks quickly and
reliably.

e The third pillar relates to resolution and addressing systemically
important financial institutions. Here, the G20 is calling for a
system that enables it to restructure or unwind financial
institutions in crisis. This includes effective measures, stricter
supervisory requirements and a strong financial market
infrastructure.

e The fourth pillar comprises transparent international assessment
and peer review. More specifically, this means the IMF Financial
Sector Assessment Program and the peer reviews conducted by
the FSB. All G20 members have undertaken to participate in
these assessments.
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The Financial Stability Board (FSB) is a global body comprising
high-ranking representatives of finance ministries, central banks
and supervisory authorities from the G20 countries and Spain as
well as representatives of the European Commission, international
standard-setters (including the BCBS, IAIS and IOSCO) and major
financial institutions (e.g. the IMF, the World Bank, the BIS and the
ECB). The Basel-based body was established in 1999 partly in
response to the Asian crisis and was originally known as the
Financial Stability Forum (FSF). The decision to transform it into
the FSB was taken at the G20 summit in London on 2 April 2009.
The FSB discusses issues of fundamental systemic importance to
financial stability. These do not always have to affect supervision
directly, but may instead have only indirect repercussions for it.

In 2010, the FSB drove forward implementation of the G20
decisions in close cooperation with global standard-setters. The
FSB’s prime objective here is to maintain a more stable financial
system and reduce global systemic risks. The focus of the FSB’s
work was on:

e New bank capital and liquidity standards

e Supervisory intensity and effectiveness

e Reform of the OTC derivatives market

e Development of principles to reduce reliance on ratings.

The latter principles are aimed at supervisory authorities and
ministries. The FSB has requested that references to the use of
external ratings in laws be reviewed and where possible replaced
by alternatives. The aim is to reduce dependence on ratings.

A further focus was on systemically important financial institutions
(SIFIs). The FSB has developed a framework to improve
supervision of these systemically important institutions. This
framework combines five separate strands:

e Improved options for restructuring and unwinding institutions

e Higher loss absorption capacity of capital instruments beyond
the Basel III standards

e Intensified supervisory oversight of institutions that may pose
systemic risks

e Standards to strengthen financial market infrastructures in
the event of the failure of individual institutions

e A peer review at the end of 2012 of the effectiveness and
consistency of national G-SIFI policy measures.

Finally, the FSB conducted various peer reviews, both country-
specific and thematic. In September, the FSB published the country
review of Mexico conducted in 2010, which examined Mexico’s
adherence to international standards. The FSB conducted its first
thematic peer review on the topic of executive compensation,
allowing it to examine, assess and compare compensation
principles in the individual member countries. The Board published
the report in March. On a positive note, the report stresses that
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many member countries have adapted their rules in line with the
FSB compensation principles. Due to the very short implementation
period, however, some members and the institutions concerned still
need to take further measures to implement the principles. The
FSB will assess the status of implementation in a further peer
review in 2011.

The FSB outlined a framework for the supervision of systemically
important institutions in a set of 32 recommendations. On

1 November 2010, it published new, additional standards for the
supervision of systemically important banks in a report entitled
“Intensity and Effectiveness of SIFI Supervision”.

The starting point for the work on the report was the realisation
that, during the financial crisis, national supervisory regimes
worldwide proved to be insufficiently robust to identify undesirable
developments at an early stage and in full, particularly at
systemically important institutions. They were also unable to
effectively limit the damaging effects stemming from such banks
on the national and international financial system. In keeping with
this logic, the mere fact that SIFIs can impact the entire financial
system in the event of a crisis justifies and demands particularly
intense and effective supervision. It takes up this goal and sets
out a total of 32 recommendations describing a framework for the
supervision of systemically important institutions that is designed
to enable precisely that. The report does not contain a definition
or list of systemically important institutions. That task is the
responsibility of the FSB and the national FSB member countries.
One striking point is that the report states that the recommendations
it contains should also be taken into consideration in the supervision
of institutions other than SIFIs. The recommendations can be
condensed into four core principles which, on a general level, reflect
overriding objectives, particularly for the supervision of SIFIs:

e Firstly, supervisory authorities should have unambiguous,
independent mandates and an operating environment in which
they are able to access the appropriate quantity and quality of
human resources.

e Secondly, supervisory authorities should have a full suite of
supervisory tools to enable them to promptly identify
developments that pose the risk of a crisis and to take equally
effective action to prevent or minimise such developments.

e Thirdly, supervisors of systemically important banks must meet
higher expectations, which in turn increase the requirements on
the supervisory techniques and practices used.

e Fourthly, stricter and more specific criteria should make it easier
to monitor supervisory systems and help to track down
weaknesses in those systems, thereby enabling authorities to
improve the quality of supervision.

Where recommendations go beyond intensifying supervisory
practices, the report also contains proposals for expanding on the
existing core principles of banking supervision established by the
Basel Committee in the Basel Core Principles.
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Founded in 1994, the International Association of Insurance
Supervisors (IAIS) sets international standards for the
supervision of the insurance industry. It also promotes cooperation
between supervisory authorities and provides staff training. The
members of the IAIS comprise insurance supervisors from over
120 countries; around 80 further organisations (including a
number of insurance industry associations) have observer status.

The size of an insurance undertaking, its significance as an
institutional investor for the financial system and capital markets,
and its role as a key risk bearer in economies could be relevant
criteria in identifying systemically important insurance
undertakings. This is currently the prevailing opinion at the IAIS,
arrived at during a project commissioned by the FSB. The FSB

is developing criteria that are to be used in future to measure
systemic importance in close consultation with the Basel
Committee, the IAIS and other high-ranking international bodies.
The IAIS Financial Stability Committee (IAIS FSC) is therefore
driving forward development of a methodology for identifying
systemically important financial institutions in the insurance
industry. In the course of this work, it is important to bear in
mind that there are significant differences between the business
models of banks and insurers.

SIFIs are also the focus of other work being performed by the

IAIS FSC. For example, the Committee is also looking at reporting
issues in the context of macroprudential supervision and examining
the development of supervisory measures that can be used for
macroprudential supervision of SIFIs. Here, too, it is important to
ensure that the supervisory measures are tailored to the business
models of insurers, as these differ significantly from those of
banks. The IAIS will present its assessment of the issues relating
to SIFIs to the FSB in the course of 2011.

On 1 July 2010, the IAIS officially began the development of the
Common Framework for the Supervision of Internationally Active
Insurance Groups (ComFrame), including binding solvency rules.
The goal is to produce an initial concept paper by mid-2011. The
new rules are intended to make global group-wide supervision
more effective and more reflective of actual business practices.
ComFrame also aims to establish a comprehensive framework for
supervisory authorities to better integrate group-wide activities and
risks into their supervisory approaches and to improve cooperation
between international supervisory authorities. ComFrame could
develop in a similar manner to Basel II in the area of banking
regulation.

ComFrame comprises several modules, which in turn consist

of various elements. This structure has the advantage that the
various “building blocks” can be developed simultaneously, but at
the same time requires extensive coordination of the work in order
to prevent any inconsistencies and duplication. Each ComFrame
element is assigned a priority (A, B, or C) depending on its
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urgency. Priority A elements will be released for public consultation
in mid-2011, priority B elements in mid-2012 and priority C
elements from mid-2013 onwards. The three-year development
phase will be followed by an impact assessment for the calibration
of ComFrame.

Founded in 1996, the Joint Forum is the joint working committee
of the International Association of Insurance Supervisors (IAIS),
the International Organization of Securities Commissioners
(IOSCO) and the Basel Committee on Banking Supervision (BCBS),
the global standard-setters. The Joint Forum brings together
supervisors from 13 countries to deal with supervisory issues from
a cross-sector perspective. Among other things, this aims to
improve supervisors’ understanding of the other sectors.

The Joint Forum believes that the widespread use of risk
aggregation methods sometimes leads to ineffective management
decisions. This is the view expressed in its report of October 2010
entitled “"Developments in Modelling Risk Aggregation”. In light

of the financial crisis, the Joint Forum’s aim was to gain an
understanding of the current practices adopted by firms and
supervisory authorities with regard to risk aggregation. Risk
aggregation is the process of combining different types of risk
into a single, aggregate risk without simply adding them together.
The aim is to determine a firm’s aggregate risk position and the
relative significance of individual risks in relation to the firm’s
performance. The Joint Forum found that risk aggregation methods
are used in a wide range of areas, especially in complex corporate
structures. This includes areas for which these methods were not
originally designed. For example, risk aggregation methods were
initially developed to support decisions regarding the allocation of
risk and capital. Gradually, however, the methods also came to be
used for solvency and capital adequacy assessments, for which
they were not designed. As a result, the use of the methods to
assess solvency led to inaccurate results, which the Joint Forum
believes led to less than effective or even wrong management
decisions. To make risk aggregation models more effective, the
Joint Forum therefore recommends that firms adapt their methods
to reflect current conditions, among other things, and to better
integrate risk aggregation with business activities and management.

The Senior Supervisors Group (SSG), a forum composed of
international banking supervisory authorities, was formed in
autumn 2007 in response to the financial crisis. The SSG’s mission
is to gather, evaluate and exchange practical experience of risk
management and related aspects at internationally active banks.
The information gathered and processed in pursuing this mission
is made available to international and national standard-setters.
The SSG originally comprised representatives of US authorities
(the Federal Reserve Bank of New York, the Federal Reserve Board
in Washington, the SEC, and the Office of the Comptroller of the
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Currency (OCC)), the Swiss Financial Market Supervisory Authority
(FinMa), the French Prudential Control Authority (ACP, then the
Commission Bancaire), the UK Financial Services Authority (FSA)
and BaFin. In the meantime the Bank of Italy, the Netherlands
Bank, the Bank of Spain, the Japanese FSA and the Canadian
Office of the Superintendent of Financial Institutions (OSFI) are
also represented. The SSG’s best-known project is the series of
“lessons learned” exercises, an analysis of risk management
practices at the height of the financial crisis. The reports on those
exercises were published in 2008 and 2009 and can be accessed
on the SSG and BaFin websites.

Despite initial improvements at institutions, further measures are
required almost across the board to better integrate risk appetite,
i.e. the level of risk acceptable to a bank, and use it as one factor
in making decisions. This is the observation made by the SSG in
its report “Observations on Developments in Risk Appetite
Frameworks and IT Infrastructure” published in December 2010.
The publication of this report marks the completion of a project on
the subjects of risk appetite and IT infrastructure, which the SSG
set up in light of the findings of the second “lessons learned”
exercise in 2009. The SSG also identified weaknesses in the
development of appropriate infrastructures that enable risks to

be managed efficiently and at all times. In particular, weaknesses
in the aggregation of data across different business lines continue
to hinder effective and flexible risk management.

One of the key events in 2010 was the sovereign debt crisis.
During that crisis, CEIOPS again provided the EU with regular
insights into the effects on the insurance sector, just as it had done
previously during the years of the global banking and financial
crisis. The crises in several European countries were a particular
focus. Here, the CEIOPS Financial Stability Committee (CEIOPS
FSC) promptly conducted ad hoc surveys across the European
insurance sector, with the topics in each case being determined

by market developments. In particular, these surveys covered the
exposure of undertakings to European government bonds and
banks as well as real estate risks. CEIOPS drew up internal reports
on the basis of the survey data and made them available to EU
politicians so that the latter always had an up-to-date overview

of the European insurance sector.

As part of its regular reporting, CEIOPS was able to further
improve the quality and timeliness of the data in its half-yearly
financial stability reports. Special surveys conducted among the
largest European insurance groups supplement the data gathered
on a routine basis.

EU stress tests

In 2010, CEBS again performed a stress test on European banks
in cooperation with national supervisors and the ECB, the results of



Europe-wide CEIOPS stress test.

FSB’s 21 recommendations on
regulating of OTC derivatives.

Il International issues 45

which were published on 23 July 2010. Based on a decision taken
by the EU heads of state and government, the national supervisory
authorities for the first time published the results of the individual
institutions that took part in the exercise. This was intended to
provide transparency over the resilience of the European banking
system in the event of an economic downturn and negative
financial market performance - particularly a decline in the value
of European government bonds. A total of 91 credit institutions
from 20 member states took part in the stress test exercise,
representing 65% of the EU banking system measured in terms

of total assets. The 14 participating banks from Germany
accounted for over 60% of the total assets of the German banking
system. Of those 14 banks, only Hypo Real Estate failed the stress
test; across Europe as a whole, a total of seven institutions failed.
A bank was considered to have passed the test if its Tier 1 capital
ratio did not fall below 6% in the scenarios.

In 2010, CEIOPS also performed a joint Europe-wide stress test

on the largest insurance groups together with national supervisory
authorities with the aim of testing the sector’s ability to withstand
further shocks. This first test conducted by CEIOPS started at the
end of 2009 and consisted of three scenarios: an adverse scenario,
which extrapolates trends during the financial crisis; a recession
scenario, which assumes a more severe and prolonged recession;
and an inflation scenario, which assumes a sharp rise in inflation
and capital market interest rates. The results of the test show that,
overall, the largest and most important European insurance groups
could withstand the scenarios. In all the scenarios tested, aggregate
available own funds were above the regulatory capital requirements.

OTC derivatives

At their summit in Pittsburgh in September 2009, the G20 heads
of state and government had pledged to introduce effective
supervision of trading in risky derivatives, which had previously
not been regulated, and to check the systemic risks stemming
from these trades. In order to fulfil this pledge, the G20 asked the
FSB to draw up international recommendations. In October 2010,
the FSB therefore adopted a widely acclaimed report containing
21 recommendations on the future regulation of over-the-counter
(OTC) derivatives. These are generally highly complex contracts
(often swaps) that are tailored to the individual needs of market
participants in which one party assumes a specific risk from
another party in return for payment or in return for the other party
assuming another risk. The hitherto largely opaque, unregulated
OTC derivatives markets are regarded as a major cause of the
financial crisis. The FSB recommendations, which BaFin was
involved in drafting, can be summarised as follows:

e By the end of 2012, all standardised derivatives should be
cleared and settled multilaterally through central counterparties
rather than bilaterally between the counterparties to the
contract. This in turn requires adequate standardisation of as
many products as possible.
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e Where possible, OTC derivatives should be traded on organised
markets.

e In order to ensure transparency, all derivatives transactions
should be reported to an electronic trade repository so that the
macro- and microprudential risks associated with the trade can
be assessed and any necessary measures taken. Transparency
also promotes market integrity and efficiency.

e Supervisory authorities should have sufficient powers to
effectively supervise derivatives trading and should cooperate
internationally.

In mid-September, the European Commission published a draft
regulation aimed at achieving these objectives. Ahead of this,

it had been supported in an advisory capacity by CESR. Key
elements included the nature of the clearing obligation, regulatory
requirements for central counterparties and trade repositories,
and possible ways to improve settlement discipline. Under the
Commission’s proposal, central counterparties would be supervised
by national authorities, while the trade repositories would be
regulated at European level by ESMA. ESMA would also be
responsible for deciding whether those classes of derivatives
already cleared by a central counterparty should be subject to

a clearing obligation. In addition, the proposal provides for
exemptions from the clearing obligation for entities that make
limited use of derivatives solely to hedge risks arising from their
commercial activities. If it is ESMA’s opinion that a class of
contracts should be centrally cleared, but no central counterparty
has so far expressed a willingness to do so, ESMA should publish
its opinion in a register and investigate in cooperation with the
national authorities why no central counterparty is willing to clear
the contracts concerned.

The groundwork for introducing a requirement to trade derivatives
on organised trading platforms is far less advanced. In a report
released in February 2011, IOSCO suggests measures that could
be taken to implement such a requirement. As part of the revision
of MIFID, the European Commission has already proposed that all
centrally cleared derivatives should also be traded on organised
trading platforms.

Founded in 1983, the International Organization of
Securities Commissions (I0OSCO) is the leading international
forum for securities regulators. The Madrid-based body is
recognised as being the standard-setter for the world’s securities
markets. The standards and resolutions adopted by I0OSCO are
incorporated by its 181 members from over 100 countries into
their national regulatory frameworks.

IOSCO has taken the first step towards increasing its focus on
investigating and reducing systemic risk by including this in the
list of the Organization’s objectives. Previously, it dealt mainly with
market transparency, market integrity and investor protection.
I0SCO followed up on the objective by establishing a working
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group to analyse the role of securities regulators in the early
identification and reduction of systemic risk. It also started setting
up a network of economists, whose core tasks include monitoring
current market developments for possible systemic risks.

Commodities

Commodity derivatives, emission rights and the futures based

on them play a special role in the equation of systemic risk. The
prices of commodities are affected by the prices of the related
futures and derivatives, and vice versa. In addition, the opacity
and complexity of the various commodity markets hinder effective
supervision of derivatives trading. In the year under review, IOSCO
therefore continued and stepped up the work begun in autumn
2008 to standardise regulatory requirements for trading platforms,
tradable contracts and supervisory methods. IOSCO’s most recent
report to the G20 heads of state and government contained
concrete proposals for further work aimed at making trading in
commodity derivatives more transparent and preventing excessive
price volatility. At their Seoul summit in November, the G20 heads
of state and government asked IOSCO to prepare a study in 2011
on transparency and price formation in the oil markets in
cooperation with the International Energy Agency, and in particular
to examine in closer detail the role of price reporting agencies.
These international bodies calculate widely-followed average prices
from the prices of OTC products and therefore have a major
influence on commodity price movements.

Short selling

Having presented a proposal for a pan-European obligation to
report and publish net short-selling positions in shares in March
2010, CESR then published technical details of this disclosure
regime in May 2010. This technical details report explains in
greater detail the two-tier disclosure regime, under which a net
short position of 0.2% of the shares issued by a company must be
reported to the relevant supervisory authority and a short position
of 0.5% or above must be published. The technical details concern,
in particular, issues relating to the calculation of net short-selling
positions, such as the financial instruments and number of shares
that must be included. CESR also clarifies at what level of an
entity, group, or other organisational unit short positions held by
different sub-units should be netted and aggregated. Finally, the
CESR proposal contains a concrete definition of the exemptions
from the disclosure obligations and further details of the disclosure
mechanisms.

In autumn 2010, the European Commission presented an initial
draft regulation on short selling and certain aspects of credit
default swaps, which is expected to be negotiated between the
Commission, the Council and the European Parliament in mid-
2011. Among other things, the draft provides for measures relating
to the disclosure of net short-selling positions in shares and
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government bonds as well as naked CDS positions. Further topics
for discussion include the introduction of measures to restrict
naked short selling and harmonised powers in crisis situations for
national supervisors and ESMA. In addition, the draft regulation
provides for ESMA to set out more specific technical details in
regulatory technical standards and implementing technical
standards, for example in order to specify notification thresholds
for the obligation to disclose net short-selling positions in
government bonds and naked CDS positions.

Financial conglomerates and group-wide supervision

In 2010, key developments with respect to financial conglomerates
and group-wide supervision took place at both European and
international level.

The Joint Committee on Financial Conglomerates (JCFC)
was previously the permanent joint committee of European
banking and insurance supervisors. Its work aimed to ensure
that the Financial Conglomerates Directive was implemented fully
and consistently throughout the individual member states. On

1 January 2011, a Joint Committee was established alongside
the three new European supervisory authorities to ensure cross-
sectoral convergence. The JCFC will operate in future as a sub-
committee of this Joint Committee.

The work of the Joint Committee on Financial Conglomerates
(JCFC), where BaFin took over as chair in June 2010, focused

on developing recommendations for supervisory colleges. The
Committee drew up seven recommendations for supervisory
colleges of financial conglomerates, which CEBS and CEIOPS
approved and published in December. The seven recommendations
relate to the measures through which supervisory authorities of
financial conglomerates can ensure that supervisory colleges also
address cross-sectoral issues adequately. The central thread is the
recommendation to establish a platform within the existing
(sectoral) college structure, where the relevant supervisory
authorities can discuss issues related to financial conglomerate
supervision. The supervisory authorities involved should consider
using web-based communication tools to ensure communication is
adequate and unhindered. According to the JCFC, cross-sectoral
issues should also always be kept in mind when coordinating
activities in crisis situations.

The European Commission wishes to tighten the rules governing
the supervision of large financial conglomerates while establishing
an additional option to waive supplementary supervision under the
Financial Conglomerates Directive for small financial conglomerates.
The proposals to amend the Financial Conglomerates Directive
published by the European Commission in August 2010 are based
on the JCFC Advice of October 2009. In particular, the aim is to
tighten up the supervision of large financial conglomerates by
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making mixed financial holding companies subject to sectoral
group supervision as well as financial conglomerate supervision
at the parent holding company level. The waiver option, on
the other hand, allows small financial conglomerates to be
exempted if the total assets of their smallest sector do not
| | exceed €6 billion. The waiver is intended to enable small,
heterogeneous groups to be exempted from supplementary
financial conglomerate supervision even though they initially
fall within its scope. This is consistent with the aim of the
Commission proposals to make financial conglomerate
supervision more risk-based. By November, the ECOFIN Council
had already adopted its preliminary position on the Commission
draft. The Commission and the Council must now harmonise their
ideas with those of the European Parliament, which wishes to beef
up financial conglomerate supervision even more. Among other
things, the parliament is calling for stress tests to be performed
at financial conglomerate level and alternative investment fund
managers (AIFMs) to be included in the scope of financial
conglomerate supervision. The legislative process is scheduled
to be completed in 2011 so that the amendments to the Financial
Conglomerates Directive can be transposed into national law
no later than 2012.

Work to improve the supervision of financial conglomerates was
also carried out at an international level. The Joint Forum
commissioned a working group to review and revise its existing
financial conglomerates principles. In May, the working group
began to adapt the principles in line with the new financial market
conditions. It will present the results in 2011.

In the year under review, the IAIS revised its Insurance Core
Principles (ICPs), devoting particular attention to the principles

on cooperation and group-wide supervision. The relevant working
group, which is also responsible for the development of some of
the ComFrame elements (Insurance Groups and Cross-Sectoral
Issues Subcommittee — IGSC), has produced a Standard on Group-
wide Regulatory Requirements and corresponding Guidance on the
Group-wide Supervision Framework. The two documents provide
an overview of the key elements of insurance group supervision
and will form part of the ICPs on group-wide supervision.
Particularly with regard to colleges, existing IAIS resolutions will
be set out in greater detail so as to allow them to be applied to
international insurance undertakings.

One of the main lessons learned from the financial crisis is to
ensure that no financial market participant or product remains
unregulated. In response to G20 recommendations, the IAIS
developed a guidance paper on non-regulated entities and adopted
it in mid-2010. This paper identifies regulatory gaps highlighted by
the global financial crisis and helps to close those gaps. In it, the
IAIS calls on its members to shape their regulation so as to ensure
that in future it covers all those entities of an insurance group that
may affect the risk profile or financial position of the insurance
group. Holding companies in particular are often unregulated even
though they can bring the entire group to the brink of failure, as
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was seen in the case of American International Group (AIG). In
addition, the international insurance supervisors advocate making
the necessary amendments to rules and regulations worldwide as
globally consistent as possible.

The IAIS recommends that colleges be used as platforms for
cooperation when managing crises. This is the view set out in the
IAIS Standard on Cross-border Cooperation on Crisis Management,
which the IGSC completed in the year under review. The Standard
addresses the action insurance supervisors should take in the
event of a crisis at specific insurance groups. The paper is a
prompt response from the IAIS to the FSB’s Principles for Cross-
border Cooperation on Crisis Management, which it places in an
insurance context.

Deposit guarantee schemes

In July 2010, the European Commission presented a far-reaching
legislative proposal for a thorough reform of deposit guarantee
schemes. Firstly, the proposal provides for maximum compensation
of €100,000, which would, in effect, mean the end of the voluntary
deposit guarantee scheme in Germany. The members of
institutional protection schemes will also have to grant their
customers a legally documented right to compensation of
€100,000, which means that they too will be obliged to make
contributions to statutory deposit guarantee schemes in future.
Deposit guarantee schemes will be required to use their funds
primarily to repay depositors, although it will also be possible to
use funds to finance stabilising measures or to transfer deposits

to another institution.

If the European Commission does indeed intend to regulate
voluntary deposit guarantee schemes, this raises the question

of the legal basis on which it would so. It also seems doubtful
whether such action would be compatible with the subsidiarity
principle under European law. Including the members of institutional
protection schemes in statutory deposit guarantee schemes is likely
to increase the contribution burden on those institutions, which
sooner or later could mean the end of institutional protection.

Under the Commission’s proposals, the depositor’s liabilities to the
credit institution would not be taken into account when calculating
the amount to be reimbursed. Unjustifiably, this exclusion of set-off
puts the depositor of an insolvent institution in a better position
than the depositor of a solvent institution: the amount of
compensation from the deposit guarantee scheme would ultimately
be higher than the depositor’s enforceable claims against the
solvent credit institution. In addition, the Commission wishes to
reduce the deadline for payouts to eligible depositors to seven
days. BaFin believes that historical data should first be gathered
on the reduced payout deadlines introduced in 2009.
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The proposal for the revised Directive contains detailed funding
rules. Deposit guarantee schemes will be required to save 1.5%
of reimbursable deposits ex ante (uniform target fund level).

To do so, they will have to levy risk-based contributions. BaFin
supports an ex ante funding component and the system of levying
risk-based contributions. However, it should be left to the member
states to develop a model for risk-based contributions so that they
can take account of aspects specific to their respective national
markets. The Commission is also proposing an additional mutual
borrowing facility between the member states’ deposit guarantee
schemes. BaFin believes this poses the risk of creating adverse
incentives. It also has doubts in light of German law on special
levies.

The European Commission’s legislative proposal of July 2010
extends the scope of the Investor Compensation Schemes Directive
to include all investment services and activities falling under the
Markets in Financial Instruments Directive (MIiFID). Investors will
be entitled to compensation if an investment firm de facto holds
client assets, irrespective of whether the firm does so in
contravention of any limitation on its authorisation. The list of
professional investors ineligible for compensation is to be brought
into line with MIiFID. The impact of these extensions on the
potential volume of compensation is unclear. Compensation is also
to be granted in the event of the insolvency of third parties acting
as a custodian of financial instruments and of depositaries of
undertakings for collective investment in transferable securities
(UCITS). BaFin does not see the need for these extensions to the
right to compensation. In addition, it is entirely unclear how the
parties mentioned are to be made to contribute to the scheme.

The draft raises the maximum amount of compensation to
€50,000. The previous provision requiring investors to bear 10%
of the loss has been removed. These amendments are intended
to take account of the increased risks the Commission believes
investors in financial instruments face and the increased coverage
provided under deposit guarantee schemes. BaFin believes both
measures should be rejected, as they may encourage moral
hazard, inducing investors to be careless in selecting particular
types of investment, at least when investing up to €50,000. It is
also not convinced by the reference to deposit guarantee schemes.
Unlike bank deposits, clients’ claims arising out of investment
transactions do not usually serve to satisfy daily needs.

The Commission’s draft requires compensation schemes to pay
partial compensation within certain periods if there is a delay in
examining the eligibility of a claim once it has been established
that investors are to be compensated. These extensions represent
a barely justifiable increase in the burden on compensation
schemes, as they may ultimately lead to the payment of
compensation for assets that are not in fact eligible for
compensation.
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The draft directive provides for a uniform target fund level to

be saved by guarantee schemes by levying annual contributions
over a ten-year period (ex ante funding). This will be 0.5% of

the value of the monies and financial instruments covered by

the compensation scheme. If this is not sufficient to pay the
compensation required, the compensation schemes will be able to
levy additional contributions ex post and obtain short-term funding
elsewhere, for example by raising loans. The European Commission
will stipulate uniform parameters for funding. The draft directive
links the schemes by providing for a mutual borrowing facility

in cases of need, for which each compensation scheme will be
required to reserve 10% of its ex ante-funded contributions.

These requirements significantly restrict national funding decisions.
They risk increasing the burden on contributors, creating adverse
incentives to take risks and conflicting with German law on special
levies. Overall, therefore, BaFin believes that the reform proposal
will inevitably have to be adapted to the specific issues relating to
German investor compensation.

In the White Paper published on 12 July 2010, the European
Commission advocates ensuring minimum harmonisation for the
introduction of guarantee schemes in the insurance sector. This

is largely in line with the recommendations made by CEIOPS last
year. The Commission is basically proposing to adopt a directive
that ensures that guarantee schemes are established in all member
states and that the most important standards are harmonised.
Guarantee schemes should be established in each member state as
a last-resort mechanism and - as regards their geographical scope
- should be based on the “home country principle”. Both life and
non-life insurance policies will be protected. The White Paper states
that, in principle, all natural persons and selected legal persons
should be eligible to bring claims under the guarantee schemes.
The Commission advocates ex ante funding of guarantee schemes.
This could be complemented by risk-based measures taken ex
post, i.e. after the occurrence of a guarantee event, such as
special contributions, special payments, or loans in the event of

a lack of funds. An appropriate target level is to be set for funding
and must be reached within a suitable period. The Commission
leaves it to the member states to decide whether, in the event

of a guarantee event, portfolios of policies should be transferred

or claims compensated. BaFin rejects an EU-wide equalisation
mechanism between the national guarantee schemes as outlined

in the White Paper. This would be in conflict with the principle of
minimum harmonisation that was also recommended by CEIOPS.
Finally, it believes that such a scheme also seems questionable

in light of German law on special levies.
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2 Basel Il

Hosted by the Bank for International Settlements (BIS), the

Basel Committee on Banking Supervision (BCBS) was founded
in 1974 by the G10 central banks. It comprises representatives

of the central banks and banking supervisory authorities of 27
countries. The Basel Committee develops supervisory standards
and recommendations for banking supervision and is also tasked
with improving cooperation between national supervisory
authorities.

New framework

On 16 December 2010, the Basel Committee on Banking
Supervision published the new capital and liquidity framework
known in the supervisory nhomenclature as Basel III. The package
also introduces a leverage ratio and measures to buffer any
procyclical effects of risk-sensitive capital requirements.

The provisions, which aim to improve the quality of regulatory
Tier 1 capital, are far-reaching. In future, a joint stock company’s
Common Equity may only consist of issued capital and disclosed
reserves. Financial instruments of non-joint stock companies are
only recognised as Common Equity if they satisfy a set of strict
criteria. These require the contracts governing shares in
cooperatives and capital contributions by silent partners to be
structured in such a way that they are equivalent to paid-up
share capital. The criteria are strongly geared to ensuring loss
absorption. Hybrid capital instruments may only be recognised
as components of Tier 1 capital to a limited extent and subject
to much stricter conditions.

The Basel Committee has set out 14 criteria for Common Equity,
the most important of which are listed below:

e The capital instrument represents the most subordinated claim
in the event of the institution’s liquidation.

e The capital is transferred for an unlimited period and is only
repaid in the event of liquidation (although it remains at the
institution’s discretion to make repurchases).

¢ At the time of issue, the institution does not promise in
its statutory or contractual terms that the instrument will
be bought back, redeemed, or cancelled.

The 14 criteria apply to both joint stock companies and non-joint
stock companies.
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The limits, percentages, criteria and transition periods were
calibrated (i.e. set) using the results of a quantitative impact study
(QIS) based on consolidated data as at 31 December 2009. With
few exceptions, Basel III will increase the burden on institutions
across the board. However, this does not rule out the possibility
that credit institutions and their operations will be affected by the
changes to varying degrees due to the different focus of their
business activities. In all areas, BaFin advocated judicious
transition periods for existing but no longer permissible
instruments. It also urged that new deductions and the increased
capital and supervisory requirements be phased in gradually.

Although the Total Capital requirement is still 8%, the rules
governing its composition have been tightened up considerably;
following a transition period, credit institutions must hold Tier 1
capital of 6%, rather than the current 4%, and Common Equity of
at least 4.5% by 2015 at the latest. To meet the minimum capital
requirement of 8%, an institution can use Tier 2 capital up to a
limit of 2%. Tier 3 capital is being eliminated. In addition,
institutions must gradually build up a capital conservation buffer
of 2.5% consisting solely of Common Equity by 2019. Including
this buffer, they will therefore be required to hold Common Equity
of 7% from 2019 onwards. The capital conservation buffer is
intended to ensure that banks hold capital reserves that are
available to absorb losses during periods of stress in the business
and financial sector. Banks will be permitted to draw down the
buffer in such situations.

Table 2
New capital requirements

Year 2013 2014 2015 2016 2017 2018 2019

Common Equity 3.5 4.0 4.5 4.5 4.5 4.5 4.5

Capital Conservation Buffer

(Common Equity)

= = = 0.625 1.25 1.875 2.5

Additional

Tier I capital 1.0 1.5 1.5 1.5 1.5 1.5 1.5
Tier II capital 2 2 2 2 2 2 2
Countercyclical Buffer Depending on cyclicality

Source: BaFin

Countercyclical buffer.

Countercyclical buffer

The Basel Committee has also developed a countercyclical buffer
designed to dampen excessive credit growth. Excessive growth in
individual credit sectors can exacerbate or even trigger crises, as
the collapse of the subprime sector in the USA showed. The
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countercyclical buffer, consisting of Common Equity or other fully
loss absorbing capital, will be between 0% and 2.5%, depending
on national circumstances. The buffer will be built up when credit
sector growth is excessive. Macroeconomic indicators such as GDP
growth will help supervisory authorities to decide on the size of the
buffer, which may vary from country to country, but are not
binding.

Liquidity

In December 2010, the Basel Committee adopted a document
entitled Basel III: International Framework for Liquidity Risk
Measurement, Standards and Monitoring and in doing so resolved
to introduce globally uniform minimum standards for what until
now has been one of the least harmonised areas of banking
supervision. Back in 2009, the Basel Committee started to develop
two regulatory standards that were to form the cornerstones of a
global framework to strengthen liquidity risk management. These
were revised on the basis of the results of the consultation process
and impact study and were finally adopted in December 2010.

The objective of these minimum standards is to ensure that
internationally active banks are able to withstand severe liquidity
stress in future. To achieve this objective, a short-term stress test
standard (liquidity coverage ratio — LCR) aims to ensure that a
group of institutions has sufficient highly liquid assets to cover
defined net cash outflows for at least 30 days under a scenario
specified by supervisors. This short-term minimum standard is
complemented by a long-term funding standard (net stable funding
ratio - NSFR), which aims to prevent longer-term structural
liquidity mismatches.

While the LCR is to enter into force on 1 January 2015, a transition
period ending on 1 January 2018 was agreed for the NSFR. These
two liquidity risk standards will then form the cornerstones of
quantitative liquidity supervision worldwide, and therefore in
Germany as well. In the run-up period, the standards will be
closely analysed, specified in greater detail and, if necessary,
adapted again, particularly if they lead to undesirable
macroeconomic effects.

Leverage ratio

In introducing a leverage ratio, the Basel Committee is aiming

to constrain the build-up of leverage in the banking system,

as stipulated by the G20. Any necessary reduction in excessive
leverage during difficult periods may trigger destabilising processes
that exacerbate the damage to the financial system and the
economy. The leverage ratio is being introduced in light of the fact
that when institutions are forced as a result of losses or a general
deterioration in economic conditions to reduce their leverage by
selling assets, this may put market prices under pressure, as
witnessed during the financial crisis. This can lead not only to
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losses on the sales, but also to declines in the value of the assets
that institutions continue to hold on their balance sheet. This
erodes their capital, which in turn creates a negative feedback
loop, forcing them to reduce their leverage further. Above all,
however, the erosion of the institutions’ capital can limit their
ability to lend or serve the economy in other ways. In a recession,
this could also exacerbate the crisis for the real economy. The
Basel Committee’s objective in introducing the leverage ratio

is also to reinforce the risk-based capital requirements, i.e. the
minimum capital requirements that distinguish between different
levels of risk, with a non-risk based “backstop” measure, i.e.

a measure that disregards such differences.

So far, the Basel Committee has only set the timetable through
to the final introduction of the leverage ratio on 1 January 2018
und provided a provisional definition to be used until then for
observation purposes. Worksheets are to be developed by 2012
so that the leverage ratio can be observed from 2013 onwards,
including its behaviour relative to the risk-based capital
requirements. Using a minimum ratio provisionally set at 3%,
the aim is to test whether the proposed design and calibration
of the leverage ratio are appropriate as a minimum requirement
in Pillar 1 both over a full credit cycle and for different business
models. To answer this question, the banks will calculate their
leverage ratio on a half-yearly basis. Starting in 2015, the
responses of capital providers and lenders, banks’ counterparties
and other market participants to the leverage ratio will also be
tested, as from that date onwards international banks will be
required to publish their leverage ratio on the basis of the
provisional definition. An appropriate review based on the results
of this parallel run will then be used to make any final adjustments
to the definition and calibration of the leverage ratio in the first
half of 2017, with a view to migrating to Pillar 1 from January
2018 onwards.

Whether the Basel Committee does indeed decide to introduce a
binding minimum requirement for the leverage ratio in 2017 will
depend, firstly, on whether the findings of the observation phase
allow the leverage ratio to be adjusted and calibrated appropriately
for a binding minimum requirement. It will also have to consider
whether and how the possible side-effects of such a minimum
requirement can be avoided. Above all, however, it will depend on
the evidence as to whether a leverage ratio would actually help to
prevent the destabilising deleveraging processes caused by the
build-up of excessive leverage.

Counterparty credit risk

Basel III also includes extensive changes to the capital charges

for counterparty credit risk. These represent the Basel Committee’s
response in particular to the fact that, during the financial crisis,
deteriorations in counterparty credit quality led to heavy losses

on derivatives transactions. The deterioration of a counterparty’s
credit quality is reflected in increased credit value adjustments.
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Institutions must make these adjustments when valuing the
outstanding derivatives transactions with the counterparty. As at
1 January 2013, a separate capital charge will be introduced to
reflect the risk of a change in these credit value adjustments for
derivatives transactions. The exact amount of the capital charges
is the subject of a further quantitative impact study conducted in
the first quarter of 2011.

As a result of the financial crisis, institutions are to be induced to
clear more of their derivatives transactions through central
counterparties. Because the involvement of central counterparties
can significantly reduce but not fully prevent settlement risk, the
aims is that institutions should capitalise their exposures to central
counterparties in future. In December 2010, the Basel Committee
set out its ideas in a consultative document. The consultation
process is supplemented by a parallel quantitative impact study.

Operational risk

In introducing capital requirements for operational risk as part

of Basel II in 2007, the Basel Commission deliberately adopted

an open wording for the standards on modelling operational risk.
The member supervisory authorities are collating their experiences
of the approval processes on an ongoing basis with a view to
successively enhancing their joint standards. In December 2010,
the Basel Committee presented a consultative document designed
to expand on the supervisory guidelines on the assessment of
institutions’ Advanced Measurement Approaches. It also issued for
general consultation revised guidelines on the management and
supervision of operational risk.

3 Solvency Il

Among other things, Solvency II - the project to reform the
European legal framework for insurance supervision - harmonises
the solvency capital requirements for insurance firms and groups.
Following the adoption of the Solvency II Directive in November
2009, the focus in 2010 was on developing the implementing
measures that are to be adopted and on performing the fifth
gquantitative impact study (QIS5).°

It is currently planned to make the initial amendments to the
Solvency II Directive at the end of 2011 by way of the Omnibus II
Directive, for which the European Commission presented a
proposal on 19 January 2011. This contains amendments to two
key areas of legislation. Firstly, it amends directives governing
insurance and securities prospectuses to reflect the new EU rules

* Directive 2009/138/EC dated 25 November 2009, OJ EC no. L 335 dated 17
December 2009.
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on financial market supervision and in particular the new EU
financial supervisory authorities that began work on 1 January
2011. For example, EIOPA is incorporated into the Solvency II
Directive as the successor to CEIOPS. Provision is also made
for the binding settlement of disputes by EIOPA. Secondly, the
proposal contains amendments to the Solvency II Directive.
For example, the Directive provides for the implementation of
Solvency II to be postponed by two months until 1 January
2013. The Omnibus II Directive also enables the European
- Commission to specify transitional requirements for individual
elements of the Framework Directive, with different
maximum transition periods being set for each area. The
Omnibus II Directive is of considerable significance for the
continuing evolution of Solvency II. For technical reasons,
the European Commission cannot present the official draft of the
Solvency II implementing measures until after the Omnibus II
Directive has been adopted. The Omnibus II Directive will therefore
have a significant influence on the ongoing work on
the implementing measures.

Implementing measures

. European Commission presents full The Solvency II Directive gives the European Commission the
draft of the implementing measures. authority to adopt implementing measures for particular areas.

These are intended to add detail to the Directive and hence
improve the harmonisation and consistency of supervision in
Europe. In spring 2010, CEIOPS submitted its proposals in this
area to the Commission, which at the end of 2010 presented an
initial informal full draft of the implementing measures based on
the proposals. In 2011, this draft will be discussed further with the
member states, with specific consideration being given to the
findings of QIS5. The official draft of the Solvency II implementing
measures will not be presented by the Commission and discussed
with the Council and the Parliament until after the Omnibus II
Directive has been adopted.

Impact studies

The QIS5 study conducted by the Commission in the year under
review is based on the Solvency II Directive and reflects the
implementing measures developed up until that time. The objective
was to test the quantitative impact of Solvency II in detail.
European insurance firms and groups were asked to take part in
the study between July and November 2010. The results received
from solo firms were initially evaluated by the national supervisory
authorities, while the data received from groups were analysed by
CEIOPS or EIOPA. All results and findings were incorporated into a
European report, which EIOPA presented to the Commission in
March 2011. In addition, BaFin published a national report. The
results of the study will have a major influence on the discussion
regarding the Solvency II implementing measures.
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Guidelines for supervisors

In future, the provisions of the Directive and the implementing
measures adopted by the European Council and the European
Parliament will be complemented by guidelines for supervisors
adopted by EIPOA, with the aim being to further harmonise
supervisory practice in Europe. The four existing CEIOPS

and EIOPA working groups began work on these guidelines in
the year under review. In addition, EIOPA will develop binding
standards (on the design of the yield curve, for example).

One of the working groups, the Financial Requirements Expert
Group (FinReq), has three areas of work: capital requirements
(SCR/MCR), the statement of technical provisions and own funds.
Among other things, it has drawn up initial proposals for guidelines
related to the procedure to be followed for the approval of
undertaking-specific parameters for use in calculating the solvency
capital requirement and the recognition of ancillary own funds.

In cooperation with the Groupe Consultatif, a forum of European
actuarial associations, it is also developing actuarial standards

for calculating technical provisions.

The Internal Governance, Supervisory Review and Reporting Expert
Group (IGSRR) is responsible for the requirements for public
disclosure and supervisory reporting by undertakings, capital add-
ons and the valuation of assets and liabilities, and is developing
guidance for supervisors on what the supervisory process may look
like under Solvency II. In doing so, it is focusing specifically on the
evaluation of the own risk and solvency assessment (ORSA) and
the templates for future reporting to supervisors. On a closely
related topic, consideration is being given to how and which data
may in future be exchanged electronically between national
supervisory authorities and with EIOPA.

In 2010, the Internal Models Expert Group (IntMod) developed
guidance on the use test and on calibration, showing supervisors
and the insurance industry how they can fulfil the future
requirements. The Group also drew up general guidelines on
hitherto less-discussed topics, such as the inclusion of profit and
loss attribution in the internal model.

The fourth CEIOPS/EIOPA working group, the Insurance Groups
Supervision Committee (IGSC), is drawing up guidance on practical
cooperation in the colleges and in coordinating measures. The
working group is also developing harmonised approaches for
identifying, reporting and assessing risk concentrations and intra-
group transactions.
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4 European supervisory
structure

At a European level, supervisors previously carried out their work
on the three Lamfalussy Committees. As an integrated supervisory
authority, BaFin was represented on 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 task of the three committees was, firstly, to provide advice to
the Commission as part of the European legislative process and,
secondly, to ensure that supervisory practice in their respective
areas was consistent across Europe. On 1 January 2011, three new
European Supervisory Authorities (ESAs) became operational: the
European Banking Authority (EBA), the European Insurance
and Occupational Pensions Authority (EIOPA) and the
European Securities and Markets Authority (ESMA). The three
ESAs are the legal successors to the former Level 3 committees,
CEBS, CEIOPS and CESR, and have their own legal personality.

In autumn 2010, following extensive negotiations, the ECOFIN
Council, the European Parliament and the European Commission
agreed on a new EU supervisory architecture to take effect on

1 January 2011. The new set-up for the supervision of financial
activities in the EU single market is based on the European System
of Financial Supervision (ESFS), which encompasses both
microprudential supervision (i.e. the supervision of institutions and
markets) and macroprudential supervision. The Regulations
establishing the ESFS were published in the Official Journal of the
European Union on 15 December 2010.

European System of Financial Supervision (ESFS)

Macroprudential supervision is the supervision of the stability of
the financial system as a whole. It is performed by the European
Systemic Risk Board (ESRB) based in Frankfurt am Main. The ESRB
is hosted by but independent of the ECB and does not have its own
legal personality. The voting members comprise the designated
representatives of the ECB, the governors of all the national central
banks, the European supervisory authorities, a member of the
European Commission and the chairs of the advisory committees.
The national supervisory authorities also participate, but do not
have voting rights. If the ESRB identifies systemic risks to the
financial stability of the single European market as a whole, it can
issue warnings and, where appropriate, related recommendations.
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These may be addressed to one or more member states, or to
national or European supervisory authorities. However, the ESRB
can only enforce its warnings and recommendations with the help
of political pressure. The addressee must inform the ESRB and the
Council of the measures it has taken to act on the warnings or
recommendations, or provide an adequate explanation as to why
it will not heed a warning or recommendation (“act or explain”
mechanism).

Institutional and market supervision, also referred to as
microprudential supervision, continues to be performed by

the national supervisory authorities. However, these will be
complemented by three European supervisory authorities with
independent powers. The European Banking Authority (EBA) based
in London is active in the field of banking supervision, the
European Insurance and Occupational Pensions Authority (EIOPA)
based in Frankfurt am Main in the field of insurance supervision
and the European Securities and Markets Authority (ESMA) based
in Paris in the field of securities market supervision. The objective
in establishing independent supervisory authorities at EU level was
to ensure greater harmonisation and consistent application of
supervisory rules in the EU single market. To this end, the three
ESAs can not only issue non-binding guidelines and
recommendations, but also and in particular draft binding
regulatory and implementing technical standards, which can

be adopted by the European Commission. Subject to certain
conditions, they also have direct supervisory powers that enable
them to enforce EU supervisory law. The EBA, EIOPA and ESMA
have powers to intervene directly when national supervisory
authorities fail to apply EU law or apply it incorrectly. In crisis
situations, they also have a tiered system of measures at their
disposal. Firstly, the authorities can request that national
supervisory authorities take measures. If these fail to do so,
however, the ESAs can take a decision that is directly applicable
to a particular financial institution, subject to strict conditions.
However, a precondition for this is that the Council, in consultation
with the European Commission and the ESRB, has established that
a crisis exists.

Finally, in the event of cross-border disagreements, they can
mediate between national supervisory authorities, resolving
disputes by taking a binding decision. To achieve greater
harmonisation between the banking, insurance and securities
sectors, a Joint Committee has been established, where the three
EU authorities are to liaise with one another.
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5 Financial accounting
and reporting

Accounting for insurance contracts

The International Accounting Standards Board (IASB) is

the ultimate body that develops and adopts accounting standards.
The IASB’s members are accountants, analysts and preparers

and users of financial statements. The pronouncements issued

by the IASB are the International Accounting Standards
(IASs)/International Financial Reporting Standards (IFRSs),

which are used in a large number of companies throughout the
world and have been adopted by the European Union.

After 13 years of discussion, the IASB exposed for comment

a draft International Financial Reporting Standard (IFRS) on
accounting for insurance contracts in July 2010. The “Insurance
Contracts Exposure Draft” represents an important milestone in
the IASB’s project to develop a new, unified standard governing
accounting for insurance contracts. A feature of current accounting
practice is that insurance undertakings apply different accounting
standards (e.g. US GAAP and German GAAP - Handelsgesetzbuch)
in parallel, because this is permitted by the current interim
accounting standard, IFRS 4. In consequence, an eclectic
patchwork of accounting practices has evolved over a humber of
years. The new exposure draft is the IASB’s attempt at establishing
a unified concept for accounting for all types of insurance and
reinsurance contracts. The comment period ended on 30 November
2010. The IAIS and CEIOPS, in both of which BaFin is represented,
were closely involved in the controversial debates on the exposure
draft and submitted comment letters to the IASB. The final
accounting standard will complete Phase II of this joint project
between the IASB and the Financial Accounting Standards Board
(FASB) in the United States. As the IASB plans to adopt the final
standard by mid-2011, initial application for years beginning

1 January 2013 appears to be realistic. Before this, however,

the exposure draft will be “field tested” to assess its impact on
accounting by insurers - in particular in conjunction with the new
IFRS 9. BaFin is in favour of aligning the implementation dates

of both accounting standards.

Implementation of the exposure draft will have a fundamental
impact on accounting by insurers; this ranges from the definition
of an insurance contract, through the measurement models to
be used, down to the presentation and disclosure of insurance
contracts in IFRS financial statements.

Up to now, the IASB has favoured measuring insurance contracts
at their current exit value. In future, however, they will be
measured at their current fulfilment value using a building block
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approach. This is designed to reflect the insurer’s entity-specific
obligations to fulfil the insurance contract.

The following three building blocks are used to measure insurance
contracts:

e An unbiased and probability-weighted estimate of the future
cash flows (expected value of the cash flows from the contract).

e A discount rate that adjusts the cash flows for the time value
of money.

¢ A risk adjustment that reflects the effects of uncertainty.

The amount resulting from application of the three building blocks
is termed the present value of the fulfilment cash flows (also
known as the “current fulfilment value”). Any accounting profit
resulting from this initial measurement is eliminated by recognising
a residual margin.

The concept of measuring insurance contracts at the current
fulfilment value does not, as a matter of principle, rely on
observing or estimating current exit values. This avoids the
emergence of volatility in accounting for insurance contracts.
However, because the residual margin to be recognised in the
subsequent reporting periods is not remeasured in each period, but
is released in a systematic way to profit or loss over the coverage
period, all changes in the inputs used to estimate cash flows, or in
the discount rates and the risk adjustment, are recognised directly
in profit or loss. Over time, this in turn leads to substantial
earnings volatility at the insurance undertakings, which runs
counter to the aim of reducing procyclical effects.

Another significant revision proposed by the IASB affects how
insurers account for costs incurred to sell, underwrite and initiate
insurance contracts (“facquisition costs”). Previously, all
components of acquisition costs were recognised and amortised as
intangible assets over the term of the contract, but now the entity
must distinguish between directly attributable acquisition costs and
those that are only indirectly attributable. Costs that can be
directly attributable to an insurance contract are recognised in
profit or loss as incurred. The extent to which these revisions do
justice to the information requirements of users of financial
statements will no doubt be the subject of further debate.

Financial reporting conference

Should promoting financial market stability be one of the
objectives of accounting? What contribution can prudential
rulebooks make to safeguarding financial market stability?

And where do we go from here with fair value? These were

the fundamental issues addressed by the first “Financial Market
Stability, Accounting and Supervision” conference organised by
BaFin in February 2010. Almost 200 high-level representatives of
the financial industry, accountants, standard-setters and academics



64

European Commission aims for single
European reporting system.

Consultation and dialogue between
supervisors and industry.

111 International issues

were invited to this event in Bonn. The public debate centred
around the future shape of accounting and the promotion of
financial market stability, due not least to the measures initiated to
deal with the fall-out from the financial market crisis. Corporates
focused in particular on changes in IFRSs, especially the IFRS 9
and IFRS 4 (Phase II) projects and convergence with US GAAP.
Equally, though, conference participants focused on national GAAP
perspectives. BaFin was able to recruit prominent speakers for
these topics, for instance from the World Bank, the IASB, the US
Securities and Exchange Commission (SEC) and the Institute of
Public Auditors in Germany (Institut der Wirtschaftspriifer).

The speakers discussed the issues in depth with the conference
participants together with two of BaFin’s Chief Executive Directors.

CEBS: Harmonising solvency reporting formats

The European Commission wants to establish a single European
reporting system that will come into force on 31 December 2012,
with standard reporting formats, cycles and dates. Where solvency
requirements are concerned, the Commission has therefore used
the revision of the Capital Adequacy Directive to expand the
reporting requirements set out in directive 2006/48/EC. In line
with the principle of proportionality, the reporting formats must be
structured to reflect the nature, extent and complexity of the credit
institution’s business. To ensure this, the CEBS Subgroup on
Reporting, in which BaFin is represented, analysed of the COREP
data reported by the institutions in the year under review. This
process will continue in the course of 2011.

The European Commission’s initiative to further harmonise
solvency reporting formats is welcomed by supervisors and
industry alike. This became evident in the course of a public
consultation on the COREP framework, the “Guidelines on Common
Reporting”, which CEBS has revised. During the consultation phase
from mid-June to mid-September, BaFin organised several
meetings with representatives of industry together with the
Bundesbank. Both sides also advocate applying the principle of
proportionality to the decision on reporting cycles. Uniform cycles
should apply to internationally operating institutions and - in
contrast to previous practice — no different rules should be
imposed at national level. The proposal by supervisors and industry
means that there would no longer be any national scope for
discretion, which would lead to better comparability.

EU: Green Paper on audit policy

The European Commission launched a consultation process with
the publication of its Green Paper on “Audit Policy: Lessons from
the Crisis” in October 2010. The Green Paper discusses the
fundamental role of the auditor as well as the question of whether
audits provide financial market participants with decision-useful
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information. Some of the issues raised by the Commission are
very far-reaching, for instance on the topics of joint audits or
“audit only” firms. However, the Commission emphasises that

its initial objective in publishing the Green Paper is to initiate a
comprehensive discussion, with an open outcome, of all audit-
related issues. CESR, CEBS and CEIOPS reject in their comments
the dirigiste measures proposed by the Green Paper in the field of
auditing, as does BaFin. Nevertheless, the international supervisors
and BaFin recognise that - as discussed in the Green Paper -
external rotation could improve the quality of audit services. They
also believe that a stricter separation between audit and consulting
services makes sense. The consultation was completed in
December, and the first steps towards implementing the findings
are expected to be reflected in EU legislation in the course of
2011.

IFRS 9: Financial instruments accounting

The IASB ushered in Phase 2 of its project to replace IAS 39 when
it published its exposure draft on the recognition of impairment
losses on financial instruments measured at amortised cost in
November 2009. However, the comment period did not end until
June 2010 because of the complexity of the exposure draft. In
contrast to the requirements of IAS 39, which remains in force and
which uses an incurred loss model for impairment recognition, the
new requirements contained in IFRS 9 would recognise impairment
losses at an earlier stage using the “expected cash flow” approach.
This aims to mitigate the procyclical effect of impairment losses.

The first step is to estimate any credit losses expected at initial
recognition of the financial instruments. The expected losses are
then recognised over the life of the financial instrument and
reported as impairment losses (loan loss allowance). This is
accompanied by a reduction in the contractually agreed interest
income. The entity re-estimates the expected credit loss over
the life of the financial asset at the end of each reporting period.
Any change in the expected loss is recognised in profit or loss
and adjusts the carrying amount. This re-estimate of the future
expected cash flows is performed on an individual exposure

or portfolio basis.

BaFin shares the unanimous view that impairment losses should be
recognised anticyclically in the future. However, because the model
presented by the IASB is based largely on estimates, BaFin
believes that there is still room for improvement in the details.

In response to widespread criticism on this point, the IASB issued
a supplement to the exposure draft in January 2011.

The IASB issued an exposure draft on hedge accounting in
December 2010 - the third and final phase of the IAS 39
replacement project. The fundamental approach underlying this
exposure draft aligns hedge accounting more closely with an
entity’s risk management. Previously, hedge accounting was based
on strict quantitative criteria, but the exposure draft would allow
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qualitative criteria to be used to demonstrate hedge effectiveness.
The exposure draft largely aligns the requirements for accounting
for fair value hedges with those for cash flow hedges. This move
will see changes in the fair value of the hedged item being
presented in a separate line item in the statement of financial
position, and gains or losses on hedged items or hedging
instruments recognised in other comprehensive income (hedging
reserve).

The comment period for Phase 3 lasted until the end of March
2011. Despite the criticism levied at the requirements published
in the first two phases, the IASB is sticking to its timetable of
completing the IFRS 9 project by June 2011. It remains to be
seen whether this ambitious timetable can be met.

FASB: Exposure draft on financial instruments accounting

The FASB issued its own exposure draft on accounting for financial
instruments under US GAAP in May 2010. As well as classification
and measurement, this exposure draft also governs the recognition
of impairment losses on financial instruments and hedge
accounting, and thus covers in a single exposure draft all three
phases in which the IASB is revising its own financial instruments
accounting pronouncements.

The exposure draft would retain fair value measurement of
financial instruments, although it came in for criticism following
the financial market crisis. The FASB proposes that an entity’s own
liabilities will also be accounted for at fair value, with the result
that a deterioration in credit quality could generate income. The
FASB is also sticking to an incurred loss model for accounting for
impairment losses on financial instruments. In line with this, the
majority of comment letters on the FASB exposure draft were
critical. As well as criticising the underlying concepts, commenters
fear that the call by the G20 to the standard-setters to create a
global framework for financial reporting (convergence) will be
ineffectual. There are no indications as to how the FASB will
proceed with the exposure draft and the extent to which there
will be convergence with the IASB’s model.

SEC: Survey of European experience with IFRSs

The Securities and Exchange Commission (SEC) approached the
European supervisory authorities in September 2010 with an
extensive list of questions about their experiences with the
introduction of IFRSs. The background to this is an SEC work plan
to evaluate the potential effects of the adoption of IFRSs by US
companies. The SEC issued a roadmap in November 2008 for

the potential admission of IFRS financial statements for use by
US issuers. The SEC plans to take a final decision on this issue

in 2011.
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. Supervision of rating agencies...

. ...in light of the restructuring of
financial supervision in the EU.

6 Rating agencies

2010 was dominated by the practical implementation of the EU
Credit Rating Agencies Regulation, which entered into force on

7 December 2009. This required all rating agencies operating in
Europe to apply for registration with CESR by 7 September 2010.
Without such registration, their ratings may not - after a transition
period — be used by institutions for regulatory purposes. Under the
first version of the EU Credit Rating Agencies Regulation in force

in the year under review, it is the responsibility of the national
supervisory authorities to register rating agencies. CESR, or since
1 January 2011 ESMA, plays only a coordinating or advisory role
in this process for the time being. In line with this, CESR has
drawn up various guidelines, for example on the registration
process that set out and interpret numerous aspects of the
Regulation in greater detail. ESMA will assume responsibility

for the registration process at a future date.

CESR had also been tasked with examining the equivalents of the
EU Credit Rating Agencies Regulation in the USA, Japan, Canada
and Australia and with reporting back on the findings to the
European Commission. If a third country has a regulatory regime
for rating agencies that is equivalent in terms of content to the
requirements of the EU Credit Rating Agencies Regulation, the
ratings of smaller, non-systemically important rating agencies from
that third country may be used within the EU. In 2010, based on
the CESR report on Japan, the Commission determined that the
regulatory framework in Japan is equivalent to that in the EU and
that it therefore can be considered as equivalent to the Credit
Rating Agencies Regulation. The report on the situation in the USA
has been submitted to the European Commission for its decision,
but will be revised as the Dodd Frank Act is implemented in the USA.

In mid-2010, the EU began revising the EU Credit Rating Agencies
Regulation. This had become necessary as financial supervision in
Europe had been restructured in the course of the financial crisis
and the Commission was convinced that a centralised European
Securities and Markets Authority (ESMA) would be better able to
provide consistent oversight of rating agencies across Europe. The
amendments to the Credit Rating Agencies Regulation therefore
relate almost exclusively to the changes affecting responsibility
for the supervision of rating agencies. From July 2011 onwards,
ESMA will be solely responsible for all aspects of rating agency
supervision, including the enforcement of supervisory
measures and sanctions. Transitional provisions ensure that
the registration applications dealt with by the national
supervisors in the colleges are completed in those colleges.
ESMA may delegate tasks to national supervisory authorities
and thus continue to involve them in the supervisory process.

Further work is already under way at a European level to revise
the content of the Credit Rating Agencies Regulation. As part of
this, the Commission published a consultation paper in November
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2010. The issues presented in this paper include reducing reliance
on ratings, sovereign debt ratings, enhancing competition in the
credit rating industry, introducing a civil liability regime for credit
rating agencies and reducing conflicts of interest due to the “issuer
pays” model.

7 Market transparency/
Integrity and prospectuses

By publishing the new Prospectus Directive, the EU has increased
investor protection. This Directive, which governs requirements
related to the preparation and publication of securities
prospectuses, was published in the Official Journal of the European
Union in December 2010 and must be transposed into national law
by member states by the end of June 2012. The crucial element

in terms of investor protection is the requirement to prepare a
summary of a securities prospectus that provides key information
in a concise manner and in non-technical language. This is
intended to give investors an initial indication of whether a product
meets their investment objectives. In addition, the summary of the
securities prospectus is to be standardised in future so that
potential investors are better able to compare different products.
The aim in revising the Prospectus Directive is not only to increase
investor protection, but also to reduce the administrative hurdles
facing issuers.

Discussions relating to market transparency and integrity centred
on high-frequency trading (HFT) in the year under review, not least
because of the “flash crash” on the New York Stock Exchange.

On 6 May 2010, prices on the New York Stock Exchange
plummeted: the Dow Jones temporarily lost 9%, but recovered
within minutes and closed down 3.3%. The public blamed the
crash primarily on HFT. Although the official SEC report on the
investigation into the crash did not state that high-frequency
trading was directly responsible, it was unable to fully dispel
doubts about the potential ability of HFT to increase volatility,
particularly in times of crisis. The European Commission describes
HFT as a subcategory of algorithmic trading that mostly uses
traditional trading strategies, but that employs very sophisticated
technology such as particularly fast computers to do so. HFT is
now extremely widespread and at many trading venues accounts
for up to 50% of turnover.

The G20 has also taken up the issue and asked IOSCO to draw up
recommendations by June 2011 to promote market integrity and
efficiency so as to mitigate the risks posed to the financial system
by the latest technological developments. One focus of the work is
HFT, on which IOSCO has already held panel sessions for the North
America, Europe and Australia/Asia regions, involving key sectors
and academic representatives. The Organization is working at full
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speed to develop recommendations for regulation by the deadline
set. At a European level, CESR initially launched a call for evidence
in April 2010, although from a regulatory perspective this was
unable to clarify the potentially negative effects of HFT
conclusively. In autumn 2010, CESR therefore set up a working
group, which looked at HFT and related topics such as sponsored
access and co-location services and is to develop regulatory
guidelines at short notice for consideration during the MiFID review
at the end of 2011. The most concrete regulatory proposal to date
is contained in the public consultation document on the MiIFID
review released by the European Commission in December 2010.
Among other proposals, it would require investment firms engaging
in HFT to put in place special risk controls to prevent errors in
trading.

IOSCO recommends that supervisors regularly monitor exemptions
from trade transparency obligations. This is the view expressed in
a consultation report in which the Organization recommends
generally increasing transparency in the context of dark pools.
Dark pools are facilities that are exempt from pre-trade and, in
certain cases, also post-trade transparency requirements. In
Europe, the relevant supervisory authority has until now been able
to grant a waiver for pre-trade transparency obligations for certain
types of order, the main example being large-in-scale orders,
which could have an undesirable influence on the market if all the
transparency obligations were met. Due to the increasing use of
waivers, however, a significant number of orders were not being
included in the price formation process. In its consultation report,
IOSCO therefore requests that the relevant supervisor intervene
when the price formation process is adversely impacted. In
addition, IOSCO members should incentivise market participants to
rely more on public trading and make the way in which dark pools
function transparent. Following the end of the consultation period
at the end of January 2011, IOSCO intends to prepare a final
report by April at the latest.

At a European level, CESR started to draw up guidelines on
improving waiver harmonisation in autumn 2010. ESMA is expected
to release the guidelines for consultation in the first half of 2011.

In 2010, the IAIS revised its Insurance Core Principles (ICPs) on
the market conduct of insurers and intermediaries as well as on
insurance fraud and drafted corresponding standards and guidance
material. One notable aspect of the revised ICPs is that all papers
are now addressed directly to the national insurance supervisor
responsible for monitoring compliance with them. In the guidance
material, the IAIS shows supervisory authorities how they can
implement the binding standards in practice. For example, the
guidance on the market conduct of insurers and intermediaries
contains analyses of the existing disclosure and information
obligations from before a contract is entered into through to the
point at which all obligations under a contract have been satisfied.
Conflicts of interest, contract management, data protection, the
handling of customer complaints and claims procedures are also
analysed. The standards and guidance on insurance fraud describe
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possible scenarios as well as measures to prevent, and appropriate
action to be taken after, cases of fraud. The ICPs, standards and
guidance material are to be adopted by IAIS members in 2011
following the consultation. The background to the work is the
project to revise all IAIS Insurance Core Principles by October 2011.

In reviewing national implementation of the Insurance Mediation
Directive (Directive 2002/92), the European Commission identified
differences in its application in practice between member states.
The European Commission therefore intends to present a proposal
for the revision of Directive 2002/92 in the second half of 2011.
The Insurance Mediation Directive establishes the principle of a
single European passport and sets out basic standards of consumer
protection in relation to insurance mediation. By revising the
Directive, the European Commission wishes to enhance the single
European market for insurance intermediation for all participants
involved in the selling of insurance policies. To achieve this
objective, CEIOPS, at the European Commission’s request, has
drawn up recommendations on aspects the Commission will pay
particular attention to when revising the Directive:

e Legal structure and scope of the Directive.

e Greater legal clarity in relation to intermediaries from third
countries.

¢ Professional requirements, or qualifications, of intermediaries.

e Cross-border aspects of intermediation.

e Conflicts of interest.

e Transparency of remuneration.

The disclosure of intermediary remuneration was a particularly
controversial topic of discussion. Here, most CEIOPS members
came out in favour of a minimum harmonisation regime under
which intermediaries are obliged to disclose the commission they
receive at the customer’s request. The recommendations, which
BaFin as a CEIOPS member was involved in developing, were
presented to the European Commission in November 2010.

8 Investment funds

Even though hedge funds did not trigger the financial crisis, their
behaviour can affect financial stability. As a consequence of the
global financial crisis, the G20 and others also demanded stricter
regulation of hedge funds. IOSCO responded to this call. Alongside
registration of hedge funds, it is recommending continuous
regulatory requirements such as setting up an appropriate risk
management system, holding assets in segregated custody and
minimum standards for investor information. In addition, managers
should notify the supervisory authorities about systemically
important information. The Joint Forum has refined these
recommendations, especially with regard to hedge funds that
could give rise to systemic risks.
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The EU has adopted a directive regulating alternative investment
fund managers (AIFM Directive). However, this stipulates not only
that managers of hedge funds, but also all managers of funds that
are not already covered by the UCITS Directive must be regulated.
In addition, the Directive makes the approval of alternative
investments by the supervisory authority subject to specific
requirements such as the suitability of the managers or capital
backing. It also imposes extensive requirements with regard to the
organisation and transparency of alternative investment funds.

9 Corporate governance

Strengthening corporate governance at financial institutions is at
the heart of the programme on financial market reform drawn up
by the European Commission. In its Green Paper of 2 June 2010,
the Commission assumes that a lack of effective control
mechanisms within these entities was a key factor facilitating
excessive risk taking by financial institutions. In its opinion, the
nature and extent of the risks taken were not adequately
understood. In addition, financial supervisors did not sufficiently
monitor the effective implementation of an efficient, functioning
corporate governance system. BaFin and the Bundesbank have
drawn up a joint proposal for the federal government’s comment
on the Green Paper that emphasises the initiatives Germany has
taken to implement improvements in key areas:

The inclusion of requirements relating to the reliability and
expertise of members of supervisory bodies in the Banking Act
and the Insurance Supervision Act was followed in February 2010
by a BaFin guidance notice providing additional details of the legal
requirements. Both the Banking Act and the Insurance Supervision
Act cap the number of supervisory body appointments that may
be held, while under the Stock Corporation Act an executive board
member may generally only transition to the supervisory board
after a two-year cooling-off period. This aims to prevent mixing up
the executive board’s management function with the supervisory
board’s supervisory function. Remuneration practices are regulated
by the Act on the Appropriateness of Management Board
Remuneration (Gesetz zur Angemessenheit der Vorstandsver-
gitung), which has been in force since mid-2009, and, since

the end of July 2010, by two regulations on the supervisory
requirements to be met by remuneration schemes for the banking
and insurance sectors.

It is not yet clear what conclusions the European Commission

will draw from the Green Paper. A draft directive on corporate
governance is expected for June 2011. What is decisive, however,
is that good corporate governance is put into practice.

Due to the inadequate implementation of its Principles of Corporate
Governance, the OECD will perform peer reviews in the future that
will help it monitor implementation and better identify any
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problems that arise in the process. In 2010, it conducted its first
peer review on corporate governance in five countries in the area
of “Board Practices: Incentives and Governing Risks”. One of the
main findings of this review is that boards should aim for greater
cooperation between the risk committee and the remuneration
committee so as to better align risk management and
remuneration practices. The OECD recommends that boards play
an active role in tailoring remuneration structures to enterprises’
specific situations. In particular, strategy should be aligned with the
entity’s risk appetite. In addition, the OECD considers it wise to
have the system of board remuneration approved by the general
meeting - the ‘say on pay’ rule — because it is of the opinion that
greater involvement by shareholders leads to better control of
remuneration practices. It also recommends making it easier for
institutional investors to exercise their rights. The criteria
underlying the remuneration process should therefore be disclosed.
Prior to this, in February 2010, the OECD had published a report
on corporate governance and the financial crisis that explicitly calls
for more effective implementation of the OECD Principles, among
other things. The subject of the next peer review will be the
principles applicable to institutional investors.

In October 2010, the Basel Committee issued its new Principles for
Enhancing Corporate Governance in Banks. Under the shadow of
the financial crisis, the Basel Committee had decided in 2009 to
revise its Guidelines on Corporate Governance in Banking from
2004. Case studies were evaluated and the existing principles were
then defined in greater detail and enhanced by a working group,
and new aspects were added. The rules were also structured much
more clearly on the basis of the principal corporate functions and
individual areas of responsibility. The Basel Committee then issued
the consultative draft document for comment between March to
June 2010 before overhauling it again in light of the comments
received and publishing the revised version in October.

The Principles for Enhancing Corporate Governance focus on the
following new aspects in particular:

e The role of the board (i.e. the executive and supervisory boards),
including its responsibility for setting and overseeing banks’ risk
strategies.

e Board qualifications.

e The importance of separate, independent units for risk
management, compliance and internal audits.

e The need for effective risk management and control processes to
ensure that risks are identified, monitored and managed on an
ongoing firm-wide and individual entity basis.

e Promotion of the board’s active involvement in the design and
operation of the compensation systems for employees, including
ensuring that these are aligned with risk and focused on
achieving sustainable business success.

Finally, the guidelines stress the importance of extensive knowledge
of the banking organisation — especially in the case of groups of
banks - and awareness of its complexity on the part of the board
and senior management.
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CEBS resolved a Guidebook on Internal Governance and published
a draft for public consultation. This comprehensive Guidebook
consolidates and updates the existing Guidelines on Internal
Governance. Although CEBS had already addressed the relevant
questions in the “High-level Principles on Risk Management”
published in February 2010 and the “High-level Principles on
Remuneration” dating from 2009, it decided to consolidate and
update the existing Guidelines in an extensive Guidebook. Prior to
this, CEBS had conducted a study to review the implementation of
the existing Guidelines and their application by the national
supervisory authorities and by institutions. This revealed a number
of weaknesses, especially with regard to the oversight of the
supervisory function, risk management and internal control
frameworks. CESR is also examining and analysing corporate
governance topics. The predecessors of the ESMA set up a working
group that evaluates the European Commission’s Green Papers from
the perspective of securities supervision.

In the field of corporate governance, the IAIS also revised its
Insurance Core Principles, or in many areas developed them for

the first time in 2010. Specifically, these related to the licensing

of insurance undertakings, the suitability of persons, corporate
governance, risk management and internal control mechanisms.
The documents on internal control give detailed consideration to
those key control functions that are also the subject of the Solvency
IT Framework Directive in Europe, i.e. the actuarial function, internal
audits and testing adherence to applicable laws and regulations.
The new standards and guidelines, particularly on internal control
and corporate governance, incorporate the lessons learned from

the financial crisis: all documents also apply to insurance groups
and contain advice on the application of the rules at group level.
The corporate governance material additionally contains detailed
recommendations on remuneration practice. These specify that there
must be defined remuneration practices at least for those employees
who are largely responsible for the enterprise’s risk taking. The
documents on internal control and corporate governance are due to
enter into force in 2011 after consultation with the IAIS members.
The core principles, standards and guidelines on licensing and the
suitability of persons were adopted by the IAIS in 2010.

10 Occupational retirement
provision

Founded in 2004, the Paris-based International Organisation

of Pension Supervisors (IOPS) performs a similar function to the
IAIS in the area of occupational retirement provision. IOPS aims

to serve as the international standard-setter for the supervision of
private pension arrangements, to promote international cooperation
and to provide a global forum for exchanging information.
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A risk-based approach to supervision can help to avoid or minimise
procyclical effects. This was a lesson that IOPS learned from the
financial crisis and took into account when revising its Principles

of Private Pension Supervision, which first appeared 2006. In doing
so, the international supervisors of private pension arrangements
further emphasised the importance of a risk-based approach.

One of the aims of this approach, which must be accompanied

by a suitable risk assessment methodology, is to ensure the more
efficient use of resources. This means that material risks require
more intensive supervision while minor ones require proportionally
less attention.

IOPS members perform regular self-assessments of how these
Principles are applied. The results of these reviews are
incorporated into IOPS’s work.

The organisation has also published a Toolkit for Risk-based
Supervision. Besides case studies, this practical handbook for
supervisors and supervised entities primarily contains examples
of quantitative and qualitative measures.

The trend towards risk-based supervision also forms the basis for
the Good Practices for Pension Funds’ Risk Management Systems,
which IOPS adopted together with the OECD in 2010. In addition
to risk-based supervision, the Paper also stresses the central
importance of sound, high-quality risk management and the accuracy
of the risk assessment. IOPS and the OECD propose a structured
approach which focuses on identifying and managing potentially
critical risks faced by pension plans or funds. The risk-based approach
is designed to facilitate the continuous assessment by all affected
areas of the pension plans or funds of the financial and operational
factors, with the aim of minimising and mitigating risk.

CEIOPS welcomes the Green Paper entitled “Towards adequate,
sustainable and safe European pension systems” and supports its
aims. The European supervisors for insurance and occupational
pensions took part in the European Commission’s consultation on
the Green Paper that ran until mid-November 2010. In particular,
CEIOPS considers the fact that the Green Paper does not question
the prerogatives of the EU member states or the role of unions
and management in the area of pensions to be one of the Green
Paper’s most important messages. CEIOPS also draws attention

to the diversity and complexity of pensions, which should be taken
into account in future initiatives at European level. While the Green
Paper takes a comprehensive, holistic approach to old-age
provision, CEIOPS concentrated in its answers to the questions on
supervision of the institutions for occupational retirement provision
(IORPs). The focus in this context was on the question of the
solvency rules for IORPs.

Only a political decision can resolve the issues caused by different
definitions of what constitutes cross-border activity by IORPs,
according to CEIOPS in a note presented to the European
Commission in November 2010. In this note, the Committee
describes the practical issues and possible outcomes that occur
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when EU member states and EEA signatory states use differing
definitions of what constitutes cross-border activity by IORPs.

As the EU’s IORP Directive does not provide a precise definition of
cross-border activity, different definitions exist within the EU and
the EEA. While a number of member states define cross-border
activity on the basis of the location of the sponsoring undertaking,
other member states use the approach based on the nationality
of the applicable social and labour law or the nationality of the
scheme. Consequently, EU member states and EEA signatory
states may have different views of what potentially constitutes
cross-border status for IORPs.

As in previous years, CEIOPS reported on the development of
cross-border arrangements by IORPs within the EU and EEA in
2010. Between June 2009 and June 2010, the number of IORPs
engaged in cross-border activity rose only marginally, from 76 to
78. During this period, seven new cross-border IORPs were
reported, while five others ceased cross-border activity. The
reasons for withdrawal vary. The number of home member states
(seven) and the number of host member states (22) did not
change in this period.

11 Colleges and bilateral
cooperation

Colleges

One of the primary aims of the supervisory authorities is to
improve the supervision of cross-border banking and insurance
groups and of rating agencies. Supervisory colleges are the
primary means of doing this. A college is a structure designed to
facilitate cooperation between the home and host supervisors of
a cross-border banking or insurance group or rating agency;

this also includes regular meetings between the group’s
supervisors. The aim of the colleges is to enhance the cooperation
and information exchange between the relevant supervisory
authorities, and hence increasing the efficiency and effectiveness
of international supervision. Working groups promote and
coordinate the establishment of new colleges and the ongoing work
performed by existing colleges at both a global and a European
level. One key aspect here is the exchange of experience, since

in some countries colleges have been in place for a number of
years while in others they are only just being set up.
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According to the CEBS definition, supervisory colleges are
“permanent, although flexible, structures for cooperation and
coordination among the authorities responsible for and involved
in the supervision of the different components of cross-border
groups, particularly large groups”. One of the main tasks of the
banking supervisory colleges is the joint assessment of the group’s
risk situation and capital adequacy. Other key tasks include
information exchange, the establishment of supervisory review
processes and, where applicable, the transfer of tasks and
responsibilities from one supervisory authority to another.

Article 131a of the amended Capital Requirements Directive (CRD
IT), which entered into force on 31 December 2010, introduces a
legally binding requirement to set up a college for cross-border
banking groups in the EEA. In Germany, the Directive was
transposed into national law by amending the Banking Act.

A supervisory college must be established if an EU parent credit
institution has at least one subsidiary or two significant branches
in another EU member state.

The operational functioning and practical work of the supervisory
colleges is largely governed by two sets of CEBS guidelines, which
were developed by the latter, in accordance with the provisions of
the CRD II and published on the CEBS website in 2010. These are
the CEBS “Guidelines for the Operational Functioning of Colleges”
and “Guidelines for the Joint Assessment and the Joint Decision
Regarding the Capital Adequacy of Cross-border Groups”.

In 2010, CEBS provided support at European level for the colleges
of the 44 largest banking groups in Europe, including six German
banking groups. BaFin and Deutsche Bundesbank are the home
supervisor for 18 banking groups, meaning they are responsible
for setting up and implementing the colleges. The number of host
supervisory authorities belonging to the various colleges ranges
from 1 to 16. In addition, the German supervisory authority is

a host supervisor in a steadily growing number of European
supervisory colleges.

BaFin continued its work on global colleges at an international level
as well. During the year under review, the Basel Committee on
Banking Supervision (BCBS) also adopted guidelines on future
cooperation between the supervisory authorities in colleges (Good
Practice Principles on Supervisory Colleges), which it published in
October 2010. These Principles apply globally, and hence also
cover supervisory authorities from non-EU countries. The BCBS
guidelines merely constitute recommendations and go into much
less detail than the European guidelines.

BaFin organises seminar on supervisory colleges
Does it make a difference whether a supervisory college is

responsible for insurance supervision or for rating agency
registration? This question would be answered in the affirmative by
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the 25 people who attended the cross-sectoral seminar on colleges
that BaFin organised in collaboration with CEIOPS in December to
present the legal background and the work of the colleges at an
interdisciplinary level for the first time. The seminar covered both
the work of the colleges active in the area of banking and insurance
supervision and that of the colleges responsible for registering
rating agecies. Representatives of supervisory authorities and
central banks from all over Europe travelled to Berlin for the event.
The goal of the meeting was to increase participants’ expertise -
regardless of whether they have to coordinate a college as the
home supervisor or participate in a college as a host supervisor.
Participants came away with a clear sense of both the points in
common and the considerable differences. While the Allianz college
has up to 70 participants, the college responsible for registering a
major rating agency comprises eight to nine people. In addition,
colleges in the banking and insurance sector tend to be used to
prepare supervisory decisions that are then resolved by specific
national supervisors. The college for the rating agencies, on the
other hand, can decide on the registration itself. Due to the success
of the seminar, there are plans to hold it again in 2011.

Bilateral and multilateral cooperation

In 2010, BaFin signed MoUs in the field of banking supervision
with two other supervisory authorities, the State Bank of Vietham
and the Mexican Comision Nacional Bancaria y de Valores. The
signatories agreed to step up their cooperation, especially with
respect to the exchange of information about cross-border credit
institutions as well as the procedure for on-site inspections.

A formal basis now exists for the information exchanges between
BaFin and the Korean Financial Services Commission (FSC)
designed to combat insider trading and market manipulation:

the FSC and BaFin expanded the existing MoU, which covered
cooperation in the field of banking and insurance supervision,

to include cooperation in the area of securities supervision.

In the year under review, BaFin also sighed MoUs on closer
cooperation with the Egyptian Financial Supervisory Authority
(EFSA) and the Thai Office of Insurance Commission (OIC).

The supervisory authorities agreed arrangements for potential
on-site inspections of subsidiaries and branches in the host country
in question. In addition, the MoUs provide for the exchange of
information that is relevant to the supervisory and regulatory

work performed by the authorities concerned.

The IAIS Multilateral Memorandum of Understanding (MMoU),
which entered into force in June 2009, was signed by eight more
countries in 2010:

¢ Financial Market Authority (FMA), Austria
e Insurance Supervisory Commission (CSA), Romania
¢ Comisién Nacional de Seguros y Finanzas (CNSF), Mexico
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e Monetary Authority of Singapore (MAS), Singapore

e Jersey Financial Services Commission, Jersey

e Malta Financial Services Authority (MFSA), Malta

e Dubai Financial Services Authority (DFSA), United Arab Emirates
e Guernsey Financial Services Commission, Guernsey.

This brought the number of signatories to 14 at the end of 2010.
BaFin had already signed the MMoU in 2009. The IAIS MMoU aims
to improve cross-border cooperation among insurance supervisors.
The signatories agree on arrangements for the exchange of
information on the cross-border activities of insurers, reinsurers
and insurance groups and reach an understanding on minimum
standards for ensuring that this information remains confidential.

Table 3
Memoranda of Understanding (MoUs) in 2010

Banking supervision Securities supervision Insurance supervision
Argentina 2001 Argentina 1998  Australia 2005
Australia 2005  Australia 1998  California (USA) 2007
Austria 2000 Brazil 1999 Canada 2004
Belgium 1993 Canada 2003 China 2001
Brazil 2006  China 1998  Croatia 2008
Canada 2004 Croatia 2008 Czech Republic 2002
China 2004  Cyprus 2003  Dubai 2006
Croatia 2008  Czech Republic 1998  Egypt 2010
Czech Republic 2003  Dubai 2006  Estonia 2002
Denmark 1993 France 1996  Florida (USA) 2009
Dubai 2006 Hong Kong 1997 Hong Kong 2008
Estonia 2002  Hungary 1998  Hungary 2002
Finland 1995  ltaly 1997  Korea 2006
France 1992 Jersey 2000 Latvia 2001
Greece 1993  Korea 2010 Lithuania 2003
Hong Kong 2004 Luxembourg 2004 Malta 2004
Hungary 2000 Monaco 2009 Maryland (USA) 2009
Ireland 1993  Poland 1999  Minnesota (USA) 2009
Italy (BI) 1993  Portugal 1998  Nebraska (USA) 2007
Italy (Bl-Unicredit) 2005 Qatar 2008 New Jersey (USA) 2009
Jersey 2000 Russia 2001 New York (USA) 2008
Korea 2006  Russia 2009 Qatar 2008
Latvia 2000 Singapore 2000 Romania 2004
Lithuania 2001 Slovakia 2004  Singapore 2009
Luxembourg 1993  South Africa 2001  Slovakia 2001
Malta 2004  Spain 1997  Thailand 2010
Mexico 2010  Switzerland 1998 USA (OTS) 2005
Netherlands 1993  Taiwan 1997
Norway 1995  Turkey 2000
Philippines 2007 United Arab Emirates 2008
Poland 2004 USA (CFTC) 1997
Portugal 1996  USA (SEC) 1997
Qatar 2008 USA (SEC) 2007
Romania 2003
Russia 2006
Singapore 2009
Slovakia 2002
Slovenia 2001
South Africa 2004
Spain 1993
Sweden 1995

United Kingdom (BE/FSA) 1995
United Kingdom (SIB/SROs) 1995

United Kingdom (BSC) 1995
USA (OCC) 2000
USA (NYSBD) 2002
USA (FedBoard/OCC) 2003
USA (OTS) 2005
USA (FDIC) 2006
USA (SEC) 2007
Vietnam 2010
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Technical cooperation

In the year under review, BaFin once again provided advice and
support to foreign supervisory authorities establishing supervisory
systems.

In July, the president of BaFin and the chairman of the Chinese
Securities Regulatory Commission (CSRC) signed a joint
declaration agreeing to strengthen the exchange of expertise.

The technical project, which is being supported by the German
Agency for International Cooperation (Deutsche Gesellschaft fir
international Zusammenarbeit - GTZ), takes the institutionalised
exchange of information to a new level. The closer cooperation
reflects the importance of the Chinese financial market. In the year
under review, delegations from the Chinese supervisory authorities
and employees of Chinese financial institutions again visited BaFin
on fact-finding missions and for seminars. The cooperation will
continue in 2011, with both countries wishing to step up their
collaboration to include banking and insurance supervision as well.

Contacts with Ukraine’s financial supervisory authority have
strengthened in the course of cooperation. In December 2010,
for example, BaFin staff gave presentations to the Ukrainian
specialist supervisors in Kiev on a number of bank licensing issues
and the possibility of licences being revoked. The supervisors also
exchanged in-depth information on combating insider trading and
market manipulation. A number of workshops in the field of
insurance supervision were held as part of an EU TACIS (Technical
Assistance to the Commonwealth of Independent States) project.
Topics included consumer complaints, reporting, early warning
systems, insurance statistics, risk management, asset
management, on-site inspections and the freedom to provide
services. The events were attended by Ukrainian insurance
supervisors as well as representatives from Ukraine’s Ministry

of Finance. There are plans to continue the successful cooperation
between the German and the Ukrainian supervisory authority

in 2011.

BaFin also expanded its excellent ties with Russia in the area of
insurance supervision. In May, another Russian delegation visited
BaFin accompanied by a representative of the Russian Insurance
Association. The delegation talked with BaFin about the effects
of the financial market crisis, capital requirements for and asset
management by insurance undertakings, as well as about early
warning systems and stress tests. In November, BaFin presented
its role in complaints processing at a meeting in Berlin with
representatives of the Russian Economics and Finance Ministry.

Employees of South Korea’s Financial Supervisory Service (FSS)
completed multi-week internships in securities and insurance
supervision during June and October. In November, a seminar on
macroprudential regulation and supervision was also arranged at
the FSS in Seoul, reinforcing the already strong ties to the FSS.
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BaFin held discussions with representatives of the Vietnamese and
Taiwanese insurance supervisory authorities about the EU’s new
Solvency II Directive.

In the area of banking supervision, a BaFin employee took part in
discussion forums on consumer protection in the field of financial
services in both Ankara (Turkish Securities Trading Service) and
Perm (branch of the Russian state bank). Collaboration with BaFin’s
partner agency in Turkey was also reinforced in the field of
securities supervision, with joint workshops being organised.

In October, a BaFin employee discussed the new draft banking
supervisory legislation for Azerbaijan in Baku with representatives
of Azerbaijan Central Bank, the Banking Association and the
Parliamentary Committee.

A lively exchange with Montenegro’s Financial Services Authority
developed for the first time. The Authority used a visit to
Frankfurt/Main as well as a return visit by BaFin in Skopje to
obtain information on issues relating to market supervision.

BaFin once again welcomed representatives of the Armenian
insurance and securities supervisors on fact-finding visits. Ties
with the Mongolian financial supervisory authority were also
strengthened in the year under review: two meetings of large-
scale delegations in Frankfurt/Main and in Ulan Bator were used
to discuss issues relating to the monitoring of insider trading in
particular.

In March, six representatives of the Maltese Financial Services
Authority (MFSA) visited BaFin. Among the issues discussed in
the area of insurance supervision topics were stress tests,
internal models and risk-based supervision.

In early March, a BaFin employee presented financing issues
relating to small and medium-sized enterprises to the Federation
of Egyptian Banks. In October, a BaFin employee also attended an
African regional conference in Nairobi aimed at creating a common
market within the regional economic associations and the African
Union. BaFin outlined its experience with the European Single
Market, especially with respect to an integrated capital market
and the concept of a single European passport for cross-border
activities. In addition, a further meeting was held with the
Tanzanian securities authority, CMSA, as well as with
representatives of the Dar es Salaam Stock Exchange.
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IV Supervision of
Insurance undertakings
and pension funds

1 Bases for supervision

1.1 Remuneration Regulation for the
Insurance Industry

Gabriele Hahn, The Remuneration Regulation for the Insurance Industry

Chief Executive Director of (Versicherungs-Vergiitungsverordnung - VersVergV) and the

Insurance Supervision . . . . ., ..
Remuneration Regulation for Institutions (Instituts-Vergitungs-
verordnung - InstitutsVergV) of 6 October 2010 round off the
Federal Government’s three-step package of measures to
implement international requirements as quickly as possible.®
In insurance, this related primarily to the decisions taken by
the heads of government of the G20 countries at the Pittsburgh
summit in autumn 2009, which aim to promote a remuneration
culture based on a sustainable business strategy. The decisions
were implemented in Germany in December 2009, firstly through
a voluntary commitment undertaken by eight large banks and
the three largest insurance undertakings to comply with the
requirements set out by the Financial Stability Board. BaFin then
published circulars 22/2009 (BA) and 23/2009 (VA) containing
requirements for remuneration systems.

. Rules taken over from In a third step, the Remuneration Act (Verglitungsgesetz) of
circular 1/1978. 21 July 2010 stipulates through section 64b Insurance Supervision

Act (Versicherungsaufsichtsgesetz — VAG) that remuneration
systems must be appropriate, transparent and sustainable.”
Details are governed by the VersVergV (section 64b (5) VAG).
The VersVergV incorporates tried-and-tested rules taken over from
circular 1/1978, in which principles had already been published
or the remuneration of supervisory board members, for example.
BaFin repealed circulars 22/2009 (BA) and 23/2009 (VA) when
the InstitutsVergV und the VersVergV entered into force on
13 October 2010.

. Grandfathering rule for The requirements of the VersVergV apply to all contracts signed
existing contracts. or extended after the Regulation’s entry into force, i.e. from
13 October 2010 onwards. However, free collective bargaining
remains unaffected. A grandfathering rule applies to existing
contracts.

¢ Regulation on the Regulatory Requirements for Remuneration Systems in the
Insurance Sector, Federal Law Gazette (BGBI.), I 2010, p. 1379; Regulation on the
Regulatory Requirements for Remuneration Systems of Institutions, Federal Law
Gazette (BGBI.), I 2010, p. 1374.

7 Act on the Regulatory Requirements for the Remuneration Systems of Financial
Institutions and Insurance Undertakings, Federal Law Gazette (BGBI.), I 2010, p. 950.
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. Amended Investment Regulation
entered into force on 1 July 2010.

' Schedule of investments extended.

Changes to the rules governing
diversification and spread.

1.2 Investment Regulation

The Regulation on the Investment of Restricted Assets of Insurance
Undertakings (Verordnung (ber die Anlage des gebundenen
Vermégens von Versicherungsunternehmen - AnlV) was last
amended in 2007 by way of the Second Regulation Amending

the Investment Regulation (Zweite Verordnung zur Anderung

der Anlageverordnung - 2. AnlVAndV). Since then, financial market
legislation, particularly the Investment Act (Investmentgesetz -
InvG), has been adapted on several occasions, for example to
introduce infrastructure funds. In addition, the financial market
crisis has shown that a lack of diversification represents a major
risk and intra-group investments pose a significant threat of
contagion. These changes are addressed in the Third Regulation
Amending the Investment Regulation of 29 June 2010.8

Among others, the following changes have been made to the
schedule of investments in section 2 AnlV:

e The term “equity investment” has been more narrowly defined.
The percentage that may be invested in equity investments under
section 2 (1) no. 13 AnlV has been amended by section 4 (4)
AnlV to 1% of restricted assets, giving grounds to believe that
the amended percentage will in future give rise to cases of
circumvention.

The three-property limit applicable to real estate companies has

been removed (section 2 (1) no. 14 a) AnlV) and loans to real

estate companies have been introduced (section 2 (1) no. 4 b)

AnlV), making it easier for insurers to invest in real estate.

Closed-end real estate funds are now a permitted form of

investment under section 2 (1) no. 14 c) AnlV. This new type of

investment is counted towards the 25% that may be invested in
real estate and therefore does not reduce the percentage that
may be invested in equity investments.

e The exceptions provided for in section 2 (4) no. 3 AnlV now
include undertakings whose sole purpose is to operate plants that
produce electricity from renewable sources within the meaning of
section 3 no. 3 Renewable Energy Act (Gesetz fiir den Vorrang
Erneuerbarer Energien — EEG). Under section 2 (1) no. 13 AnlV,
insurers will therefore be able to make intra-group investments
in infrastructure which previously fell foul of the group
investment prohibition.

There have also been significant changes to the rules in sections
3 and 4 AnlV governing diversification and spread, although these
have been supplemented by transitional and grandfathering rules
in section 6 AnlV:

e Under section 3 (2) no. 3 AnlV, 5% of restricted assets may now
be invested in commodities, which are counted towards the 35%
limit on risk asset investments. This extends the range of
investment options available to insurers.

8Third Regulation Amending the Investment Regulation (Dritte Verordnung zur
Anderung der Anlageverordnung - 3. AnlVAndV), Federal Law Gazette (BGBI.),
12010, p. 841.
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For the same reason, section 3 (3) AnlV raises the percentage
that may be invested in equity investments from 10% to 15%
of restricted assets. The limit on equity investments and similar
instruments of 10% of the investee’s equity under section 4 (4)
AnlV has been replaced by a limit of 1% of restricted assets,
making it far easier to invest in limited liability companies and
limited partnerships.
Investments held through funds will in future be included in
calculating the percentages related to insurers’ asset spreads
(section 4 (1) AnlV). This will make it easier to identify
concentrations of risk, as primary insurers invest a quarter of
their assets in funds, and direct and fund investments often have
the same focus.
e The increased limit under section 4 (2) AnlV for privileged
investments in debt securities with a legally established cover
pool and investments in credit institutions subject to a deposit
guarantee scheme, including investments in public-sector banks,
has been reduced from 30% to 15%, thereby ensuring that
investments are more widely spread among multiple debtors.
The increased limit of 30% on investments in countries of the
European Economic Area (EEA) and the Organisation for
Economic Cooperation and Development (OECD) und in
similar public institutions remains the same.

===
— "_';”‘*"“_ -‘_ Interpretation issues and details of the above-mentioned
: _— changes to the Investment Regulation can be found in the new
investment circular and the new reporting circular. On 15 April
2011, BaFin published a circular containing guidance on the
investment of restricted assets of insurance undertakings (Hinweise
zur Anlage des gebundenen Vermégens von Versicherungsunter-
nehmen, Rundschreiben 4/2011 (VA))°. This circular supplements
the collective decree also published in April 2011 setting out the
disclosure requirements under section 1 (4) AnlV (Sammelver-
fiigung vom 15.04.2011 - Anordnung betreffend die Darlegungs-
pflichten gemaB § 1 Abs. 4 Anlageverordnung)*. Work to revise
circular 11/2005 (VA) began even before the Investment Regulation
entered into force, and the revised version is scheduled to be
published in the first half of 2011.

1.3 Capital redemption operations

. Circular and collective On 7 September 2010, BaFin published a collective decree on

decree published. capital redemption operations and a circular containing guidance
on single-premium life insurance policies and capital redemption
operations.* This was BaFin’s response to the fact that, for some
time now, capital redemption products have been becoming
increasingly important in life insurance. As far as possible, the aim
is to prevent products that may serve as a short-term investment
from becoming a means of speculating against a portfolio.

°Circular 4/2011 (VA), www.bafin.de » Veroffentlichungen » Rundschreiben »
Versicherungsaufsicht (only available in German).

*www.bafin.de » Aufsichtsrecht » Verfligungen » Versicherungsaufsicht (only available
in German).

" Circular 8/2010 (VA), www.bafin.de » Verdéffentlichungen » Rundschreiben »
Versicherungsaufsicht (only available in German).
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' Cross-sector guidance notice on the
monitoring of supervisory
board members.

@ reliability.

. Expertise.

In the collective decree, BaFin for the first time established binding
requirements for capital redemption operations. In particular, insurers
are required to establish separate accounts within guarantee assets
(Sicherungsvermdégen) for capital redemption operations if these
account for at least 3% of guarantee assets. The related investments
are subject to the usual rules governing diversification and spread.

The circular describes BaFin’s administrative practice to date with
regard to single-premium insurance policies and capital redemption
operations and supplements the collective decree.

1.4 Monitoring of supervisory board members

The Act on Strengthening the Supervision of the Financial Markets
and the Insurance Sector (Gesetz zur Stérkung der Finanzmarkt-
und der Versicherungsaufsicht) introduced specific legal minimum
requirements with regard to the personal expertise and reliability
of members of supervisory bodies. There was noticeable amount of
uncertainty as to the content and scope of the documents required
to be filed when providing notification of the intention to appoint a
supervisory board member. In a cross-sector guidance notice dated
22 February 2010, BaFin explained the requirements applicable to
all members of supervisory bodies at insurance undertakings and
credit institutions as a result of the new legal provisions contained
in the VAG and the Banking Act (Kreditwesengesetz — KWG).*?

The focus here is on the reliability and knowledge of appointees
(section 7a (4) sentences 1 and 2 VAG).

The requirement for reliability is based on the principles of trade
law. Supervisory board members must demonstrate personal
integrity and give no cause to doubt that they will discharge their
duties in a conscientious and proper manner. This means that there
may be no convictions with legal force attributable to relevant
financial criminal offences or indications of significant conflicts of
interest. Indications of such conflicts of interest exist, for example,
if appointees have an economic relationship with the undertaking
that intends to appoint them and therefore could benefit as a
result of serving on the supervisory board.

The ability to track and monitor an undertaking’s performance
effectively requires appropriate knowledge of the economic and
legal environment in which the insurance industry operates. The
level of expertise required varies depending on the business model
and complexity of the undertaking in question. Supervisory board
members may already possess this knowledge as a result of
experience gained through their professional employment or
acquire it through training. This applies both to employee
representatives on the supervisory board and to external persons.
A person is usually assumed to have the appropriate expertise if
he or she is a member of the senior management or supervisory
board of a similar undertaking.

2Guidance Notice on the monitoring of members of administrative and supervisory
bodies pursuant to the German Banking Act and the German Insurance Supervision
Act, www.bafin.de » Publications » Guidance Notice » Insurance supervision.
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Documents required to be submitted
when filing the notification.

. Guidance notice on the approval of
multiple management appointments.

‘ Undertakings within the same
insurance group or group of
undertakings may request a
higher number of appointments.

BaFin must be notified of the initial appointment of all supervisory
board members. To enable it to assess an appointee’s suitability,
a detailed curriculum vitae listing all other appointments must be
submitted together with a “Straffreiheitserkldrung”, a statement
that the person concerned has no prior or pending charges or
convictions. A certificate of good conduct for submission to an
authority must also be obtained.

1.5 Multiple management appointments

A further significant amendment to the VAG resulting from the
Act on Strengthening the Supervision of the Financial Markets
and the Insurance Sector relates to the managers of insurance
undertakings, pension funds, insurance holding companies and
special purpose insurance companies. Under section 7a (1)
sentence 5 VAG, such persons can usually hold only two
appointments. By limiting the number of appointments, lawmakers
intend to ensure the proper performance of management
functions. There was previously no legal requirement in the area
of insurance supervision governing the number of appointments
a manager may hold.

In the case of undertakings that are part of the same insurance
group or group of undertakings, BaFin can allow a manager to hold
more than two appointments at the undertaking’s request. On 15
June 2010, BaFin explained which criteria are taken into account

in making its discretionary decision on those requests in a guidance
notice on multiple management appointments.*® Relevant factors
include the breadth of a manager’s remit, for example. In addition,
specialist subsidiaries may be managed by the same persons,
provided there are no conflicts of interest between the undertakings.
However, further criteria and aspects must also be taken into
account in examining individual requests due to the varied nature
of the organisational structures of insurance groups.

Sections 123f VAG provided for a transitional period ending
31 December 2010 in which to change the permitted numbers of
appointments.

2 Ongoing supervision

2.1 Authorised insurance undertakings
and pension funds

The number of insurance undertakings supervised by BaFin
continued to decline. At the end of the year under review, BaFin
supervised a total of 603 insurance undertakings (previous
year: 614) and 30 pension funds. 582 of the insurance

Bwww.bafin.de » Veroffentlichungen » Merkblatter » Versicherungsaufsicht
(only available in German).
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Insurers with business activities

BaFin
supervision
Life insurers 95
Pensionskassen 152
Death benefit funds 40
Health insurers 48
Property/casualty insurers 211
Reinsurers 36
Total 582
Pension funds 30

undertakings conducted business activities, and 21 did not have
any business activities. The explanations in the rest of chapter IV
also cover ten public-law insurance undertakings supervised by the
federal states (nine conducting business activities and one without
business activities). The breakdown by sector is shown in the
following table:

Table 4

Number of supervised insurance undertakings
and pension funds®

as at 31.12.2010

Insurers without business activities

State BaFin State

supervision fotal supervision supervision ueEEL
3 98 10 0 10
0 152 2 0 2
0 40 1 0 1
0 48 0 0 0
6 217 5 1 6
0 36 3 0 3
9 591 21 1 22
0 30 0 0 0

* Small mutual insurance associations that are mostly regionally active are not
included in these figures (BaFin 2009 statistics — Primary insurers and pension
funds, p. 9, table 5).

Two German life insurers supervised by BaFin ceased operating
altogether in 2010, while one new life insurer came under
supervision by BaFin. Two undertakings from EEA countries (United
Kingdom and Luxembourg) established branch offices (BO). In
addition, seven foreign life insurers from the EEA registered for the
cross-border provision of services (CBS) in Germany (previous
year: 22). A number of service providers expanded their business
activities.

Table 5
Registrations by EEA life insurers in 2010

Country CBS* BO**
France 2 0
United Kingdom 5 1
Luxembourg 0 1

* Cross-border provision of services within the meaning of section 110a (2a) VAG.
** Branch office business within the meaning of section 110a (2) VAG.

Health insurers

The number of health insurers declined by three compared with
2009 to 48.

Property and casualty insurers

Seven property and casualty insurance undertakings (including
two branch offices) ceased operating altogether in 2010. Foreign
property and casualty insurers from the European Union (EU)
established four branch offices: one each from Ireland and
Luxembourg, and two from the United Kingdom.
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Table 6

Registrations by EEA property and casualty insurers in 2010

Country CBS* BO**
Austria 1 0
Belgium 2 0
Bulgaria 1 0
Denmark 2 0
France 3 0
Ireland 2 1
Italy 1 0
Luxembourg 2 1
Netherlands 1 0
Poland 1 0
Portugal 1 0
Spain 3 0
Sweden 1 0
United Kingdom 3 2
of which: Gibraltar 1 0

* Cross-border provision of services within the meaning of section 110a (2a) VAG.
** Branch office business within the meaning of section 110a (2) of the VAG.

24 insurers from the EEA registered for the cross-border provision
of services in Germany (previous year: 24). In addition, insurers
already authorised to provide cross-border services registered
expansions of their business activities. A number of insurers also
discontinued the provision of services in Germany in 2010.

Reinsurers

One reinsurer from a third country (in this case the USA) applied
in 2010 for a licence to establish business activities for a branch
office, which was granted by the Federal Ministry of Finance (BMF).
Three companies ceased operating as independent German
reinsurers. Six branches of EU undertakings operated reinsurance
business in Germany in the year under review. Branch offices were
established by undertakings domiciled in the EU member states of
France, Ireland, Luxembourg and Spain.

Pensionskassen and pension funds

BaFin authorised one Pensionskasse and one pension fund to start
operating in 2010. Two Pensionskassen transferred their entire
in-force business to another undertaking. This means that BaFin
supervised a total of 152 Pensionskassen and 30 pension funds

at 31 December 2010.

One institution for occupational retirement provision domiciled
in another EU member state (Luxembourg) registered with BaFin
in the year under review.
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German insurance sector again
stable in 2010.

. Risks should not be ignored.

2.2 Interim reporting
2.2.1 Effects of the financial market crisis

The German insurance sector remained stable in 2010, so the direct
impact of the global financial crisis on German insurers was limited.
In the international arena, insurers were also seen to be at risk
following the outbreak of the crisis. Problems arose, for example,
because AIG had unregulated operations in a complex group, or
because at SwissRe, speculative trading in credit default swaps drove
business models that contained banking risks. This was avoided in
Germany, not least thanks to the country’s strict supervisory regime.
The investment regulations, enhanced crisis management following
the 2002 equity market crisis and the prohibition on non-insurance
business deserve particular mention here. The conservative
investment policy implemented by German insurers also had a
stabilising effect. The ratio of equities held in insurers’ portfolios

was low, and they had very little exposure to toxic assets.

Nevertheless, risks do exist. On the one hand, for example, the
low level of interest rates is dampening business growth in the
German insurance sector. On the other, German insurers are still
highly exposed to credit institutions. Finally, the growing levels of
sovereign debt are also very significant for the sector, because
insurance undertakings traditionally have a high exposure to
government bonds. The spreads for government bonds issued by
the “PIIGS” countries (Portugal, Ireland, Italy, Greece and Spain)
already led to a considerable drop in market prices. In response to
these risks, BaFin stepped up its monitoring of insurers’ investment
policies and increasingly analysed single exposures. BaFin surveyed
the level of exposure to PIIGS government bonds in a large-scale
sample of 25 insurance groups and six individual insurers, for
example. This country exposure varies from around 0.5% to

3% of total investments, depending on the country involved.

2.2.2 Business trends
Life insurers

New direct life insurance policies rose by 0.5% year-on-year, from
5.96 million to 5.99 million new policies in 2010. At €234.9 billion,
the total value of new policies underwritten was 7.5% higher than
in 2009 (€218.5 billion).

The share of mixed endowment insurance policies as a proportion
of the total number of new contracts declined slightly year on year
from 14.7% to 13.8%. The proportion of term insurance policies
also declined slightly from 29.2% to 26.8%. The share of pension
and other life insurance policies increased from 56.2% to 59.4%.
The proportion of endowment policies decreased to 7.1% of the
total value of new policies underwritten (from 8% in the previous
year). This figure declined from 34.0% to 32.2% for term
insurance. Bucking the prior-year trend, pension and other life
insurance rose from 58.6% to 60.8%.
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Early terminations (surrender, conversion to paid-up policies
and other forms of early termination) declined from 3.4 million
to 3.2 million contracts. At €111.8 billion, the amount insured
under contracts terminated early was lower than in the
previous years (€120.3 billion in 2009 and €113.8 billion
in 2008). The number of early terminations of endowment
policies dropped by 18.6%, and the total amount insured
attributable to early terminations fell by 24.7%.

Direct insurance policies totalled 90.3 million contracts
at the end of 2010 (-0.6%), and the total amount insured
was €2,581 billion (+2.1%). The share taken by mixed

p endowment policies declined from 45.5% to 43.1%, and the
total amount insured under these policies decreased from 33.9%

to 31.6%, continuing the trend seen in previous years. Both the
number of term insurance policies, at 14.1%, and the amount
insured under these policies, at 22.0%, were almost unchanged
as against the previous year. Pension and other insurance policies
continued their positive trend, with the proportionate number of
contracts growing from 40.1% to 42.8% and the share of the
total amount insured rising from 44.3% to 46.4%.

Gross premiums written in the direct insurance business increased
from €80.7 billion to €86.2 billion. The share attributable to
endowment policies declined further from 37.2% to 32.9%, while
the share of pension and other life insurance policies recorded
further growth, from 57.7% to 62.2%.

Health insurers

Gross premiums written in the direct insurance business increased
by 6.1% to €33.3 billion in 2010. The number of insured natural
persons rose by 2.6% to 35.7 million.

Property and casualty insurers

Property and casualty insurers recorded a slight year-on-year
decrease in gross premiums written in the direct insurance
business in 2010 to €58.0 billion (previous year: €58.6 billion).

Gross expenditures for claims relating to the year under review
increased by 2% to €20.7 billion (previous year: €20.3 billion),
while gross expenditures for claims relating to previous years also
rose, to €14.8 billion. Gross provisions recognised for individual
claims relating to 2010 amounted to €15.4 billion, compared with
€14.7 billion in the previous year, while gross provisions recognised
for individual claims relating to previous years amounted to €46.6
billion, compared with €45.8 billion in 2009.

With gross premiums written amounting to €19.2 billion, motor
vehicle insurance was by far the largest insurance class, although
the premium volume declined by 1.5% compared with the previous
year. Gross expenditures for claims relating to 2010 rose by 3.2%
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year on year, whereas gross expenditures for claims relating
to previous years declined by 3.1%. Overall, gross provisions
recognised for individual claims relating to 2010 and for
outstanding claims relating to previous years increased by
4.7% and 1.7% respectively year on year.

Property and casualty insurers collected premiums amounting

to €7.5 billion (-1.3%) for general liability insurance, paying out
€1 billion for claims relating to the year under review, as in the
previous year, and €2.25 billion (+2.5% year on year) for claims
relating to previous years. Gross provisions for individual claims,
which are particularly important in this insurance class, rose by
4.5% (previous year: -3.0%) to €2.3 billion for outstanding claims
relating to 2010, while gross provisions for outstanding individual
claims relating to the previous year remained constant at

€13.2 billion.

Insurers recorded gross fire insurance premiums written of
approximately €1.8 billion (+1.5%). Gross expenditures for claims
relating to the year under review declined by 7.2% to €450 million.

Premiums collected for comprehensive household insurance and
comprehensive contents insurance policies amounted to €7.15
billion (+0.7%) in the aggregate. Expenditures for claims relating
to 2010 increased by 10.1% year on year, while provisions for
individual claims rose by 10.9%. Expenditures for claims relating
to previous years increased by 12.1%, while provisions for claims
relating to previous years rose by 4.8% compared with 2009.

Premiums for general accident insurance policies amounted to
€6.3 billion, as in the previous year. Gross payments for claims
relating to the year under review were unchanged, at €0.3 billion,
while provisions recognised for outstanding claims relating to
2010 increased by 4.4% year on year.

Pensionskassen

Pensionskassen competing on the open market (Wettbewerbs-
pensionskassen) have been established since 2002, and this
market segment is now largely saturated. This is illustrated by the
figures for new business growth, with premium income hovering
around the previous year’s level of approximately €2.6 billion.

In the case of Pensionskassen funded largely by employers,
premium income trends depend on the headcount at the
sponsoring company. Premium income at these Pensionskassen
declined slightly to €3.3 billion.
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. German primary insurers
increase investments in 2010.

Pension funds

The number of beneficiaries rose to a total of 757,388 persons in
calendar year 2010, of whom 429,454 were members of defined
contribution plans and 159,542 were members of defined benefit
plans. The majority of pension plans authorised in previous years
were plans with non-insurance-based benefit commitments in
accordance with section 112 (1a) VAG.

2.2.3 Investments

Following the far-reaching financial market turmoil in 2008, 2010
saw further recovery in the global equity markets and historically
low interest rates in the eurozone.

The aggregate investments of all German insurers supervised by
BaFin, including reinsurers, increased by 3.4% year-on-year to
€1,368 billion (previous year: €1,323 billion). The book value of
all investments by German primary insurers as at 31 December
2010 amounted to €1,160 billion, a year-on-year increase of
3.7% (previous year: €1,119 billion). Health insurers recorded
a strong 7.7% or €12.6 billion increase to €176 billion. The
lowest investment growth rates were reported by property and
casualty insurers, whose total investments hardly changed,

and Pensionskassen, which rose by 1.5% or €1.6 billion to
€109.6 billion.

There were no significant changes in the investment patterns
exhibited by primary insurers compared with the previous year.
The largest year-on-year shifts in investment within the various
overarching investment categories compared with the previous
year recorded a maximum change of two percentage points,
measured in terms of total assets.

Primary insurers continued to focus their investments on
fixed-income securities and promissory note loans. Pfandbriefe,
municipal bonds and other debt instruments comprised the
largest single item in investments by primary insurers. Listed
debt instruments, loans to EEA states, promissory note loans
and registered bonds issued by credit institutions accounted for
around one-third of the total assets of the primary insurers.

Additionally, around one-quarter of all investments were
attributable to investment funds. Because of the volume of

their investments, this share is largely driven by life insurers.

By contrast, health and property/casualty insurers invested

19% and 31% of their total assets respectively in investment
funds. Within this category, primary insurers were approximately
96% invested in domestic investment funds, almost unchanged
as against the previous year. Fund investments across all
insurance classes were clearly dominated by fixed-income funds.



92 IV Supervision of insurance undertakings and pension funds

Table 7
Investments by insurance undertakings

Portfolio as Portfolio as Change

Investments by at 31.12.2010 at 31.12.2009% in 2010
insurance undertakings : . _ ; . . ; - )

in € million in % in € million in % in € million in %
Land, land rights and shares in
real estate companies 27,082 2.0 25,748 1.9 + 1,335 + 5.2
Fund units, shares in investment stock
corporations and investment companies 320,008 23.4 293,775 22.2 + 26,233 + 8.9
Loans secured by mortgages and other land charges 56,569 4.1 58,170 4.4 -1,602 -2.8
Securities loans and loans secured
by debt securities 1,347 0.1 797 0.1 + 550 + 68.9
Loans to EEA states, their regional governments
and local authorities, international organisations 113,436 8.3 105,543 8.0 + 7,893 + 7.5
Corporate loans 12,209 0.9 11,451 0.9 + 757 + 6.6
ABSs 863 0.1 910 0.1 - 47 -5.1
Policy loans 4,938 0.4 5,369 0.4 - 431 - 8.0
Pfandbriefe, municipal bonds and other
debt instruments issued by credit institutions 265,644 19.4 265,901 20.1 - 257 -0.1
Listed debt instruments 139,612 10.2 120,951 9.1 + 18,661 + 15.4
Other debt instruments 14,068 1.0 11,777 0.9 + 2,291 + 19.5
Subordinated debt assets 23,224 1.7 22,780 1.7 + 444 + 1.9
Profit participation rights 7,541 0.6 8,590 0.6 - 1,049 -12.2
Book-entry securities and open market instruments 1,826 0.1 1,173 0.1 + 652 + 55.6
Listed equities 9,077 0.7 15,391 1.2 - 6,314 -41.0
Unlisted equities and interests in companies,
excluding private equity holdings 128,711 9.4 121,269 9.2 + 7,441 + 6.1
Private equity holdings 7,801 0.6 7,166 0.5 + 635 + 8.9
Investments at credit institutions 200,857 14.7 214,101 16.2 - 13,244 -6.2
Investments covered by the enabling clause 16,485 1.2 16,271 1.2 + 214 + 1.3
Other investments 16,527 1.2 15,836 1.2 + 690 + 4.4
Total investments 1,367,824 100.0 1,322,971 100.0 + 44,853 + 3.4
Life insurers 734,427 53.7 707,370 53.5 + 27,057 + 3.8
Pensionskassen 109,560 8.0 107,986 8.2 + 1,574 + 1.5
Death benefit funds 1,879 0.1 1,813 0.1 + 67 + 3.7
Health insurers 176,429 12.9 163,856 12.4 + 12,573 + 7.7
Property/casualty insurers 138,024 10.1 137,971 10.4 + 53 + 0.0
Reinsurers 207,504 15.2 203,974 15.4 + 3,530 + 1.7
All insurers 1,367,824 100.0 1,322,971 100.0 + 44,853 + 3.4
Primary insurers 1,160,320 84.8 1,118,996 84.6 41,323 + 3.7

* The 2010 figures are based on interim reports and are only preliminary. These figures
may therefore differ from those published in the previous year.

Pension funds

Investments for the account and risk of pension funds increased
from €871 million to €1,044 million in 2010, representing relative
growth of 20% (previous year: +17.2%). Their portfolios were
dominated by contracts with life insurers, fund units and fixed-
income securities. At the balance sheet date, net hidden reserves
in the investments made by pension funds amounted to
approximately €16 million. The volume of write-downs avoided
due to application of the less strict principle of the lower or

cost of market value in accordance with section 341b German
Commercial Code (Handelsgesetzbuch — HGB) was relatively low.

Assets administered for the account and risk of employees

and employers increased by a total of €16.3 billion in 2010 to
approximately €24 billion. These investments primarily consist
of fund units, which recorded sharp falls in value in some cases
during the financial crisis. By contrast, the value of these
investments recovered significantly overall in 2010. In total,
the provisions to be covered by these investments matched
the investments.
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All 30 pension funds supervised by BaFin in 2010 were able to
cover their technical provisions in full.

Greek sovereign debt downgraded

The turmoil in the sovereign debt market culminated in the
downgrade of Greek sovereign debt by a rating agency in early
2010. As further downgrades to non-investment grade appeared
likely, the insurers were forced to examine whether these
instruments could be classified as high-yield bonds (at least a
“B-" speculative grade rating from Standard & Poor’s and Fitch,

or “B3” from Moody’s), or whether they should apply the enabling
clause. The high-yield ratio is a minimum diversification
requirement and, as with the enabling clause, it is limited to

5% of restricted assets. The enabling clause allows assets to be
added to restricted assets that are not listed in the schedule of
investments, do not meet the relevant criteria, or exceed the
minimum diversification requirement in the Investment Regulation.
In order to mitigate procyclical effects, support financial market
stability and limit losses at the affected insurers in a very difficult
market environment, BaFin published an assessment of the
allocation of Greek government bonds and loans in the restricted
assets of German insurers in May 2010.* In this report, BaFin
gave an assurance that, in light of the bailout measures taken

by the EU, it would not object until further notice to a situation
where the 5% high-yield ratio is exceeded by downgraded Greek
sovereign debt. These means that the insurers do not have to start
fire sales of these bonds in order to maintain their high-yield ratio.
However, they may not invest in new high-yield assets for as

long as the ratio is exceeded.

2.3 Composition of the risk asset ratio

All primary insurers reported on their total investments as at

31 December 2010. The undertakings were required to report the
investment types broken down in accordance with the schedule of
investments in the AnlV, as well as by specific risks.'*

The following assessments are based on the data for life, health
and property/casualty insurers, as well as Pensionskassen. The
book value of all investments in the restricted assets of these
classes amounted to €1.11 trillion at that date (previous

year: €1.08 trillion).

“BaFin Quarterly Q2/2010, p. 4.
**Section 2 (1) AnlV; financial statement form 670.
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Investment type in

accordance with section Life

2 (1) no. ... of the AnlV

(version dated 29 June 2010) absolute

in€m
Total investments* 711,657
Of which attributable to:
Securities loans (no. 2),
where equities (no. 12) are
the subject of the loan 0

Subordinated debt assets and
profit participation rights
(no. 9) 16,529

Fully paid-up equities
admitted to a regulated
market (no. 12) 3,468

Unlisted fully paid-up equities,

shares in a German limited

liability company (GmbH),

limited partner shares and silent
partnership interests within the

meaning of the HGB (no. 13) 9,957

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

- include fully paid-up
equities and profit participation
rights admitted to a regulated
market in the EEA 19,126

- cannot be clearly assigned
to other investment types;
fund residual value and
non-transparent funds 12,627

Investments in high-yield bonds 9,529
Increased fund market
risk potential ** 8,254

Investments linked to

hedge funds (partly in

categories other than the AnlV

nos. shown above) *** 2,345

Total investments subject to
the 35% risk asset ratio 81,835

Table 8
Composition of the risk asset ratio
as at 31.12.2010

Restricted assets

Total of all

Health Property/casualty Pensionskassen four classes

share absolute share absolute share absolute share absolute share

in % in€m in % in€m in % in€m in % in€m in %

100.0 173,902 100.0 120,215 100.0 108,815 100.0 1,114,589 100.0
0.0 0 0.0 0 0.0 0 0.0 0 0.0
2.3 4,824 2.8 2,927 2.4 2,227 2.0 26,507 2.4
0.5 277 0.2 570 0.5 18 0.0 4,333 0.4
1.4 2,629 1.5 2,984 2.5 536 0.5 16,106 1.4
2.7 2,440 1.4 7,348 6.1 5,984 5.5 34,898 3.1
1.8 1,597 0.9 2,179 1.8 2,422 2.2 18,825 1.7
1.3 1,551 0.9 1,277 1.1 1,237 1.1 13,594 1.2
1.2 1,080 0.6 1,158 1.0 170 0.2 10,662 1.0
0.3 618 0.4 393 0.3 622 0.6 3,978 0.4
11.5 15,016 8.6 18,836 15.7 13,216 12.1 128,903 11.6

* Including cash at credit institutions excluding liabilities from mortgages,
land charges and annuity land charges.
** This refers to the market risk potential exceeding 100% that must be included in
the calculation of the risk asset ratio under section 3 (3) sentence 1 AnlV.
*** These amounts are approximations.

Source: Sector totals as at 31.12.2010 for life, health and property/casualty insurers,
as well as Pensionskassen, from financial statement forms 670 and 673, Circular
11/2005 (VA)
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3.5% average ratio of equities
held in the sector.

‘ Alternative investments still only
account for a small proportion of
investments.

Insurance undertakings can invest up to 35% of their restricted
assets in investments associated with a higher level of risk.
Specifically, these risk investments include equity investments,
profit participation rights, subordinated debt assets and hedge
funds. They also include the “residual value” of a fund and the
higher potential market risk of investment funds. The risk asset
ratio for these primary insurers was 11.6% at the reporting date.

Excluding residual value, investments in equities accounted for an
average of 3.5% of insurers’ restricted assets, slightly lower than
the previous year’s figure of 3.7%. This figure varies from class
to class, ranging from 1.6% for health insurers to 6.6% for
property/casualty insurers.

The risk asset ratio also includes investments in hedge funds or
other direct and indirect investments linked to hedge funds. A very
small number of direct investments in hedge funds are contained
in securities investment fund units. However, most hedge fund
investments are promissory note loans issued by eligible credit
institutions or debt instruments whose yield and/or principal
redemption is linked to a hedge fund or hedge fund index. They
are allocated to the schedule of investments depending on their
cash market instrument. However, under section 3 (3) AnlV, they
must also be factored in full into the risk asset ratio. They account
for 0.4% of the risk asset ratio.

Subject to certain conditions, insurers are also permitted to invest
up to 5% of their restricted assets in high-yield investments. These
are investments that have not been given an investment grade
rating by a recognised rating agency. However, at a minimum they
must have a “B-" speculative grade rating from Standard & Poor’s
and Fitch, or "B3” from Moody’s. These investments are also
counted towards the 35% ratio and accounted for 1.2% at the
reporting date.

Non-transparent funds and all investments by a fund that are

not attributable to other types of investment are attributed to

the “residual value”. This position accounted for 1.7% of restricted
assets for all classes within the risk asset ratio. The residual value
was between 0.9% for health insurers and 2.2% for Pensions-
kassen.

Under the Investment Act or the corresponding statutory
provisions of another country, a fund may exhibit leveraged
potential market risk by using certain derivatives. Under section
3 (4) AnlV, this higher potential market risk of a fund is also
factored into the risk asset ratio.
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Life

Investment type

absolute

in€m

Total investments* 734,427

of which attributable to:

Investments in private equity

holdings (in restricted assets

in accordance with section

2 (1) no. 13 of the AnlV) 4,957

Directly held asset-backed

securities and credit-linked

notes in accordance with

C 1/2002 4,215

Asset-backed securities

and credit-linked notes in

accordance with C 1/2002

held via funds 4,903

Investments in hedge funds

and investments linked to

hedge funds (in restricted

assets in accordance with

C 7/2004) 3,194

‘ Continued good solvency

in all insurance classes.

Table 9
Share of total investments attributable

to selected asset classes
as at 31.12.2010

Total assets

Total of all

Health Property/casualty Pensionskassen D GRS

share absolute share absolute share absolute share absolute share

in % in€m in % in€m in % in€m in % in€m in %
100.0 176,429 100.0 138,011 100.0 109,560 100.0 1,158,427 100.0
0.7 855 0.5 1,100 0.8 277 0.3 7,189 0.6
0.6 547 0.3 408 0.3 460 0.4 5,630 0.5
0.7 837 0.5 1,755 1.3 416 0.4 7,911 0.7
0.4 744 0.4 796 0.6 797 0.7 5,532 0.5

* Including cash at credit institutions, excluding liabilities from mortgages, land charges
and annuity land charges.

Source: Sector totals as at 31.12.2010 for life, health and property/casualty insurers, as
well as Pensionskassen, from financial statement forms 670 and 673, Circular 11/2005 (VA)

The table shows that the proportion of total investments
attributable to alternative investments did not change compared
with the previous year.

2.4 Solvency

Preliminary estimates indicate that, overall, primary insurers and
reinsurers again met the minimum capital requirements in 2010
by a healthy margin.

Life insurers

Life insurers’ solvency was again good in 2010. In the
projection as at 15 October 2010, all life insurers demonstrated
that they met the solvency requirements as at 31 December
2010. Compared with the previous year, the solvency margin
ratio improved significantly in 2010 to an expected 215% of
the minimum requirement.
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Solvency margin ratio lower,
but still at a high level.

‘ Highly satisfactory
solvency margin ratio.

Health insurers

All health insurers also comply with the solvency requirements
according to the forecast contained in the projected scenario. At
230%, the target solvency margin ratio for this sector is expected
to be slightly lower than the 240% reported in 2009, although the
sector still has a good level of own funds.

Property and casualty insurers

The solvency margin ratio of property and casualty insurers
declined from 317% in 2009 to 290%. This is attributable to two
trends: on the one hand, the business volume of these insurers
rose slightly while at the same time, a smaller proportion of
claims expenditures was covered by reinsurers. On the other,
extraordinary factors reduced these undertakings’ own funds.
However, this sector’s own funds are still at a very high level
and significantly higher than the minimum capital requirements.

Reinsurers

The solvency margin ratio for the supervised reinsurers in
Germany was highly satisfactory in 2009. The supervisory
solvency requirements of €6.1 billion were more than exceeded
by the reinsurers’ own funds of €69.3 billion. As a result, the
solvency margin ratio of these undertakings increased again
growing, from 1,079% to 1,145%.

The reason for this high level of solvency margin surplus cover