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Preface

At the beginning of May 2012, BaFin can look back on

its first ten years. The previously separate Federal

Insurance, Banking and Securities Supervisory

Offices merged in 2002 to form the integrated
financial supervisor BaFin. The concept of
integrated financial services supervision has
proven its worth in practice. From today’s
perspective, the growing integration of the
financial sectors is the most powerful argument
in favour of a single supervisor.

For more than nine years of its ten-year history,
BaFin was headed by Jochen Sanio. 2011 was the
last year of his presidency. Jochen Sanio shaped BaFin.

Both he and all other members of staff at BaFin deserve our
gratitude and respect for what they have achieved for integrated
financial services supervision in Germany - and hence for Germany
as a financial centre. BaFin is based on solid foundations, which
benefits the stability of the German financial system.

In its first ten years, BaFin adopted a path that will also serve it
well for the future. It is a strong, effective supervisor that is also
not afraid to make uncomfortable decisions. BaFin is quick to
respond and - if required by the situation on the markets -
flexible. In its supervisory activities, BaFin is predictable and
creates transparency so that the entities it supervises can identify
a clear, consistent approach and understand the supervisory
decisions. As far as possible, BaFin adopts a preventive approach
so as to contain risks in advance. And in the future, it will continue
to exercise sound judgement in its supervisory activities and will
champion the cause of judicious regulation in the international
arena.

The underlying strategy has been clearly set out. Nevertheless,
BaFin’s work will undergo significant change. Since the financial
crisis, supervision has become increasingly integrated at the
international level. The European Union has taken far-reaching
decisions in this respect; for Europe, it provides the legal
framework that is missing at the global level. With its reform of the
European supervisory architecture, culminating in the European
System of Financial Supervision, the EU has taken a huge step in
the right direction. BaFin is part of this system and will play a role
in continuing its enhancement. BaFin is also represented in the
global standard-setting bodies, such as the Basel Committee on
Banking Supervision, that are formulating the global responses to
the crisis, where it champions justified German interests.



The goal of all of BaFin’s supervisory efforts is to ensure the
sustainable stability of the financial markets - in Germany, Europe
and across the globe.

BaFin can look back on another eventful year, and there will
certainly be no shortage of challenges in the future, either.
Basel III, Solvency II and EMIR are just three examples of many.

Bonn and Frankfurt am Main | April 2012

Dr Elke Kdnig
President
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. Positive stress test results
for German banks.

. ECOFIN calls for tougher capital
adequacy standards.

‘ Transposition of the Solvency II
Framework Directive into
national law.

I Introduction

In the first half of 2011, the European Banking Authority (EBA)
conducted a bank stress test in the member states of the
European Union (EU) and Norway in cooperation with the
national supervisory authorities, the European Central
Bank (ECB) and the European Systemic Risk Board

(ESRB). Stress tests subject institutions to
T hypothetical analyses of highly adverse but
\ ! unlikely developments. They help with the
g assessment of whether the institutions’
capitalisation is adequate, but do not
represent a forecast of future capital
' requirements. Ninety-one banks, including
13 German institutions, participated in the
stress test. All German participants who
published their results in accordance with the
EBA format achieved the minimum capital ratio
required by the EBA. The average was

considerably higher than the required Common
Equity Tier 1 capital ratio of 5.0%.

To win back trust in the European banking sector, the ECOFIN
Council decided at a special summit on 26 October 2011 to
strengthen the capital position of the large, internationally active
European institutions. The recapitalisation measure focused on
building up a temporary capital buffer. The capital requirements for
the 71 institutions selected by the EBA for its recapitalisation
recommendation amount to a total of €114.7 billion. Around €13.1
billion of this total is attributable to the 13 German banks. Those
institutions that need to recapitalise must reach this capital buffer
by 30 June 2012 and then maintain it until further notice. They
submitted their recapitalisation plans to the supervisory authority
in January 2012.

The government draft for the Tenth Act Amending the Insurance
Supervision Act (Zehntes Gesetz zur Anderung des Versiche-
rungsaufsichtsgesetzes), which is designed to transpose the
European Solvency II Framework Directive into German law, was
published on 15 February 2012. Under this, the future Insurance
Supervision Act (Versicherungsaufsichtsgesetz — VAG) will cover
three different supervisory regimes: in addition to rules for
insurance undertakings that fall within the Solvency II regime, it
contains provisions for undertakings that are not within the scope
of Solvency II. On the one hand, these include funeral expenses
funds as well as small insurance undertakings that will continue to
be governed by the existing rules (Solvency I) because of their
size. On the other, this relates to Pensionskassen and pension
funds, which - as institutions for occupational retirement provision
- are subject to their own directive-based regime. Consequential
amendments to a range of regulations are necessary in addition to
the amendments to the VAG.

SN N N 7N 7N 7N 7N YN A
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remains stable.
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The transposition is being made more difficult by the fact that
adoption of the Omnibus II Directive (which will amend the
Framework Directive) has been delayed. This largely affects the
rules governing delegated acts and the technical standards, as well
as the role of EIOPA. A further objective is to establish a legal
basis for issuing the transitional provisions governing the Solvency
IT rules. The European Commission published the draft Omnibus II
Directive in January 2011. A general consensus was already
achieved in the Committee of Member States’ Permanent
Representatives (COREPER) on 28 September 2011.

In contrast to the original timetable, the “trialogue” — which is
designed to reach agreement between the Council, the Commission
and the European Parliament - did not start in 2011. The trialogue
negotiations are now starting under the Danish Council Presidency
with the goal of completing them while Denmark still holds the
Presidency. For this reason, the Omnibus II Directive is not
expected to be published before the autumn of 2012. The
application of all aspects of Solvency II will probably be postponed
to the beginning of 2014.

The German insurance industry again remained stable in 2011.
However, insurers are still operating in a difficult economic
environment marked by low interest rates and a high level of
government debt in Europe.

BaFin therefore conducted another survey of the impact of low
interest rates at the life insurers in 2011. This indicated that the
investment income of the sector in the defined low interest rate
scenario would be sufficient to fund the guaranteed return for a
total of 15 years, but that the simultaneous growth in the
“Zinszusatzreserve” (an additional provision to the premium
reserve introduced in response to the lower interest rate
environment) and the participation of the policyholders in the
valuation reserves will represent considerable additional burdens. A
similar survey at the Pensionskassen indicated that they will
probably be able to pay the promised benefits even if the period of
low interest rates persists. Many of them have already responded
to the declining interest rates and have initiated countermeasures.

In response to the high level of sovereign debt, BaFin decided in June
2011 to tolerate government bonds that are rated as “in default” in
insurers’ restricted assets for as long as the guarantee issued by the
European Stability Mechanism is in force (2013). BaFin will also
continue to tolerate exceedances by insurers of the 5% high-yield
ratio resulting from downgrades of government bonds. The aim is to
mitigate procyclical effects, bolster financial market stability and limit
losses at the affected insurers. A survey of life insurers also indicated
that the undertakings are actively managing their country risks by
only investing to a limited extent in Portugal, Ireland, Italy, Greece
and Spain (the “PIIGS” countries).

The fact that the individual sectors making up the financial market
are not fully isolated from each other represents a further potential
risk. Cross-sectoral and cross-border cooperation is therefore



« back to contents

I Introduction 11

‘ New notification requirements for
financial instruments.

‘ Deutsche Borse/NYSE merger
collapses.

‘ Large number of reports of suspected
spam campaigns.

. BaFin criticises product information
documents for financial instruments.

. Fund rules amended.

becoming increasingly important for BaFin. The objective is to
identify and monitor any potential risk of contagion.

The notification requirement for financial instruments was extended
in February 2012. Among other things, it now also applies to
retransfer claims under securities lending transactions and
cash-settled financial instruments. This will further strengthen the
upward trend in the number of voting rights notifications. In 2011,
5,929 voting rights notifications, i.e. changes in the shareholder
structure of listed companies, were reported to BaFin. This was a
considerable increase compared with the previous year (5,439).
The number of notifications relating to financial instruments issued
was 135, compared with 57 in 2010.

On 15 February 2011, Deutsche Borse AG and NYSE Euronext
announced their intention to merge and form a joint stock
exchange operator with a global reach. The related takeover offer
by Alpha Beta Netherlands N.V. to the shareholders of Deutsche
Borse AG attracted great public interest and occupied BaFin for
several months. The European Commission prohibited the merger
on 1 February 2012 for competition law reasons.

The number of suspicious transaction reports received by BaFin
relating to market manipulation and insider trading also rose
significantly: there were 473 reports in 2011, following 241 in
2010. Many of the reports related to spam campaigns. The
institutions also filed a large number of reports on instruments
such as warrants, certificates and funds, as well as cases of
unauthorised order placement by telephone.

Since 1 July 2011, investment services enterprises supplying
investment advice to their retail clients have to provide them
with a short, easy-to-understand information document for each
financial instrument they recommend in good time before any
transaction is executed. The information document must enable
the client to understand the nature of the financial instrument
and how it works. The client should be in a position to assess the
associated risks, the prospects for repayment of the amount
invested and the returns in different market conditions, as well as
the costs associated with the investment, and be able to compare
them with other financial instruments. BaFin examined the
comparability of around 130 product information documents and
identified deficiencies. In many cases, information was missing in
its entirety, while in others, the descriptions of the products and
how they work, the risks and the costs were only imprecise or
abstract. BaFin criticised severe breaches at the institutions and
associations; this prompted many companies to announce
amendments to their information documents. BaFin will track
implementation of the amendments.

In addition to dealing with the fallout from the crisis, the fund
sector’s main focus in 2011 was on the transposition of the UCITS
IV Directive into German law. BaFin was involved in the creation of
the legal framework. It was able to approve the amended fund
rules for UCITS funds in good time as at 1 July 2011. In addition,

SN N N 7N 7N 7N 7N YN A
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‘ Registration procedures for
rating agencies.

‘ Measures relating to the risks of
exchange-traded funds.

‘ Oversight and regulation
of shadow banks.

BaFin used workshops and seminars to provide information about
the new requirements at both national and European level.

BaFin was heavily involved in the registration of rating agencies in
2011. The registration procedures that have been mandated in the
EU since 2010 have tied up considerable resources. BaFin approved
eight of the 11 applications received from mid-sized German rating
agencies; three applications were withdrawn. BaFin also dealt with
enquiries and complaints about the activities of rating agencies and
was involved at European level in the cross-border registration
procedures for the large rating agencies. The European Securities
and Markets Authority (ESMA) has been supervising the rating
agencies since 1 July 2011. BaFin and the other European
supervisory authorities are involved in the registration procedures
and in the development of European regulatory technical standards
through their membership of various internal bodies at ESMA.

A number of international institutions, including the Financial
Stability Board (FSB) and the Bank for International Settlements
(BIS), voiced criticism of exchange-traded funds (ETFs) in 2011 in
view of the massively growing market for this form of investment.
ETFs are listed, exchange-traded, predominantly passively
managed investment funds that normally track the performance of
an index. The criticism refers in particular to synthetic replication
ETFs, which account for 64% of the market in Europe. Attention
was drawn to the rapid growth and speed of innovation of newly
created products, as well as to the growing complexity and the
associated low level of transparency. The institutions also have
concerns about additional counterparty credit risk.

ESMA was prompted by this trend to develop new European
standards for ETFs. In September 2011, it initiated a consultation
process by issuing an initial discussion paper; BaFin
representatives were involved in drafting this discussion paper,
whose primary goal is to improve transparency.

At the beginning of November 2011, the G20 heads of state and
government approved the FSB’s recommendations on
strengthening the oversight and regulation of shadow banks. This
involves a three-step approach. The first stage of monitoring
involves using “macro mapping” to obtain a rough overview of the
extent of activities. The purpose of the second step in the
monitoring process is to more closely examine the individual risk
factors derived from non-bank credit intermediation. In addition to
assessing systemic risks, the competent authorities should also
follow up indications of regulatory arbitrage. In the third step in
the monitoring process, the potential negative impact of individual
risks must be assessed. Among other things, the focus here is on
an analysis of the links to the banking system, on the size and
extent of individual shadow banking entities and activities, and on
monitoring earnings indicators.

As regards the regulatory framework, the FSB opted for both direct
regulation of shadow banks and indirect regulation, i.e. regulation
of shadow banks’ links to the banking sector. This combination
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. Collective forms of investment may be
part of the shadow banking system.

More supervision and new rules
for systemically important banks.

makes the regulation of shadow banks generally more robust and
limits the opportunities for arbitrage. The Basel Committee on
Banking Supervision will prepare recommendations on indirect
regulation by the summer of 2012. The FSB is having
recommendations on direct regulation drawn up by its own working
groups. Additionally, the International Organization of Securities
Commissions (IOSCO) will look into possible regulatory measures
related to money market funds so as to reduce systemic risks and
vulnerability to a run. In coordination with the Basel Committee, it
is also examining the extent to which retention requirements for
securitisations and measures to enhance the transparency and
standardisation of securitisation products have been implemented
at national level.

Certain forms of collective investment such as hedge funds also
play an important role in the debate over the regulation of shadow
banks. Among other things, the European AIFM Directive! which
came into force in mid-2011 and which must be transposed into
national law by 22 July 2013 includes within its wide scope
managers of funds that are not already governed by the UCITS
Directive.? They are subject to extensive obligations to provide
information, including to supervisory authorities. The AIFM
Directive also contains detailed provisions on cooperation between
the national supervisory authorities, ESMA and the European
Systemic Risk Board (ERSB), thereby improving the information
available for systemic supervision and the basis on which
supervisors carry out their duties in this area. In addition, the new
rules provide supervisory authorities with specific supervisory tools
for enforcement, such as restricting leverage and trading in units,
as well as withdrawing authorisation. The detailed rules on the
AIFM Directive are currently being developed.

One of the lessons learned from the recent financial market crisis
is to fundamentally reorganise and institutionalise the oversight
and regulation of global systemically important financial institutions
(G-SIFIs). On behalf of the FSB, the Basel Committee therefore
developed new requirements for global systemically important
banks (G-SIBs) during the year under review that were endorsed
by the G20 heads of state and government in November 2011.

These rules will see the Basel Committee selecting the 75 largest
global banking groups each year; national supervisors may report
further potential G-SIB candidates at their supervisory discretion.
The Basel Committee will then assess the systemic importance of
the institutions that are selected or reported and will classify them
into five categories of systemic importance (buckets). In future,
the G-SIBs will be subject to stricter supervision and regulation,
including increased capital requirements that will depend on the
category of systemic importance concerned. The member states
will transpose the SIFI framework into national legislation in the
coming years, though extensive transition periods will apply.

! Directive 2011/61/EU, OJ EU L 174/1.
* Directive 2009/65/EU, OJ EU L 302.

SN N N 7N 7N 7N 7N YN A
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. Dealing with potentially systemically
important insurers.

. Resolution of SIFIs.

In November 2011, the FSB published a list of 29 banking groups
currently classifiable as G-SIBs. The German institutions on this list
are Deutsche Bank AG and Commerzbank AG. Under the FSB's
plans, domestic SIFIs will also receive special regulatory treatment
in future. The Basel Committee is currently working on this issue.

In light of the G20 decisions on SIFIs and in consultation with the
FSB, the Financial Stability Committee (FSC) of the International
Association of Insurance Supervisors (IAIS) is currently developing
a methodology for identifying potential global systemically
important insurers (G-SlIs). One of the questions that must be
addressed is whether there are in fact any globally systemically
important insurers. The FSC issued a paper in November 2011
which concludes that insurers who concentrated on their core
business do not represent a systemic risk. However, it stated that
the crisis has shown that insurance groups and financial
conglomerates that engage in non-traditional or non-insurance
activities are particularly vulnerable.

At the same time as identifying any G-SlIs, the IAIS is currently
working on a regulatory regime for such insurers that would then
have to be implemented nationally so that it can be applied to the
undertakings concerned. It must ensure that regulatory arbitrage is
not possible - either within the insurance sector or between the
banking and insurance sectors. The FSB and the national
supervisory authorities are expected to take final decisions on
insurers’ G-SIFI status by the beginning of 2013. Until then, the
IAIS will also draw up more detailed statements on the regulatory
regime. Subsequent to that, the question must be addressed as to
whether there are also SIIs at European or national level and how
they should be treated by regulators.

At the beginning of November 2011, the G20 heads of state and
government endorsed the twelve “Key Attributes of Effective
Resolution Regimes” for Systemically Important Financial
Institutions; these had been drawn up by the FSB and are
primarily aimed at bank supervisors. Among other things, they
contain guidance on crisis management and make it easier for the
national supervisory and resolution authorities to collaborate more
closely. The objective is to enable the resolution of financial
institutions without severe systemic disruption and, at the same
time, to protect vital economic functions of the institutions.
Shareholders and creditors should shoulder part of the losses in
the event of liquidation so as to minimise the taxpayers’ exposure.
The FSB expects the institution-specific recovery and resolution
plans to be in place by the end of 2012; cross-checks of the
measures introduced in the individual member states are due to be
made in 2013.

The issue of resolution was also on the insurance supervisors’
agenda in the year under review: in mid-2011, the IAIS published
a general paper illustrating the problems related to resolution and
outlining initial thoughts on possible solutions. The study is based
on the above-mentioned FSB “Key Attributes”.
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‘ Implementation of Basel III -
CRD IV and CRR.

On 20 July 2011, the European Commission published its proposal
for CRD IV in the course of the transposition of Basel III into
European law. This represents the third set of fundamental
amendments to the Capital Requirements Directive (CRD), which
transposed the Basel II rules into European law in 2006. CRD IV
differs from the two previous amending directives in two key
points. Firstly, it not only amends individual provisions of the
Banking Directive® and the Capital Adequacy Directive®, which have
so far made up the CRD, but rather completely replaces the
existing rules. Secondly, significant elements will be transferred to
a directly applicable EU regulation, the Capital Requirements
Regulation (CRR). This will contain in particular requirements that
apply directly to the institutions, such as the definition of own
funds, the minimum capital requirements, the liquidity
requirements and the leverage ratio. The directive component,

on the other hand, contains the provisions addressed to the
national supervisory authorities or that require them to intervene.
In addition to the provisions on supervisory cooperation, these
include the rules governing the Internal Capital Adequacy
Assessment Process (ICAAP) and the Supervisory Review and
Evaluation Process (SREP) under Pillar 2, as well as those
governing the authorisation procedure, shareholder control, and
supervisory measures and sanctions.

Under the draft published by the European Commission, CRD IV
and the CRR will be supplemented by well over 100 binding
regulatory and implementing technical standards covering
regulation and reporting; these will be developed by the EBA and
issued by the European Commission in the form of EU regulations.
EU lawmakers thus aim to ensure that the provisions are applied
consistently in all European states. Consultations with the banking
industry to discuss the new reporting requirements are expected to
be held as early as summer 2012. In principle, the new rules will
take effect as at 1 January 2013; certain transition periods will
apply until 1 January 2019. In Germany, in particular the Solvency
Regulation (Solvabilitdtsverordnung - SolvV) and the Regulation
Governing Large Exposures and Loans of €1.5 Million or More
(GroB- und Millionenkreditverordnung - GroMiKV), as well as the
Banking Act (Kreditwesengesetz - KWG), will have to be aligned
with the new European legislation. The directive component must
be transposed into national law.

*Directive 2006/48/EC, OJ EU L 177/1.
“Directive 2006/49/EC, O] EU L 177/201.

SN N N 7N 7N 7N 7N YN A



« back to contents

16

I Introduction

NN NN NN



« back to contents

II Economic environment 17

. Government finances fuelling risk in
Europe.

. The road towards Greek debt
restructuring.

II Economic environment

1 Sovereign debt crisis

The sovereign debt crisis worsened in the second half of 2011,
turning into the main risk to financial stability in Europe and
adding a new dimension to the financial crisis, which had been
smouldering since 2007. Public-sector debt securities issued by
some highly developed industrialised countries - especially in the
eurozone - have all but lost their status as a risk-free investment.
At first, the focus was on individual eurozone countries. Greece
and Ireland had already accepted financial aid in 2010 to
guarantee their solvency. Portugal followed suit in spring 2011,
after the markets had increasingly questioned the solidity of its
public finances and spreads had risen sharply. In May, the
European Union (EU), together with the International Monetary

Fund (IMF), put together a €78 billion rescue package for Portugal.

Shortly afterwards it emerged that Greece would need a second
bailout package and would not be able to return to the capital
market on its own in 2013, as had been planned. The yield on
ten-year Greek government bonds shot up as a result, reaching
35% at the end of the year. The drastic increase reflected the
market’s expectation that debt restructuring entailing considerable
losses for creditors would be unavoidable. During the negotiations,
the private lenders initially agreed to participate voluntarily in a
technical write-down of 21%. Soon, however, there was growing
certainty that this amount would not be enough to put Greece’s
public finances on a sustainable footing. At a crisis summit in
autumn 2011, the eurozone heads of state and government
demanded that the private sector agree to voluntarily swap the
bonds they held and to accept a write-down of 50% on the
nominal value. In February 2012, representatives of the Greek
transitional government and private creditors agreed on a 53.5%
haircut. However, the actual amount of debt waived is significantly
higher, because the new bonds have longer maturities and a lower

coupon rate. This has put additional strain on the already stretched

balance sheets of the banks and insurance companies affected.
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. Mounting problems in Italy
and Spain.

‘ Progress in Ireland.

Figure 1

Interest rate differentials in Europe
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The financial problems in Spain and, above all, in Italy also
increasingly took centre stage in the second half of 2011. The two
countries’ funding costs on the capital market increased sharply.
Although the situation in Spain eased somewhat towards the end
of the year, the spread for Italian sovereign bonds remained at an
elevated level. At the end of 2011, the spread on ten-year bonds
was more than five percentage points higher than the ten-year
Bund yield.

The turbulence caused by Spain’s and Italy’s strained financial
situation led to increasing concern that the European Financial
Stability Facility (EFSF) might be underfunded if it had to deal with
an emergency and that the financial strength of the remaining
donor countries would not be sufficient to prevent the default of a
major country. The EU heads of government therefore resolved in
October to leverage the EFSF in order to multiply its firepower by
giving greater incentives to private and public-sector investors.
Against this backdrop, even some core eurozone countries
temporarily became the focus of market attention. For example,
the difference between the yields on French and German
government bonds widened significantly in the autumn, before the
situation eased again towards the end of the year.

However, the sovereign debt crisis did not intensify everywhere in
Europe. Ireland made visible progress in consolidating its budget in
2011. In November 2010, it had become the first country to accept
help from the EFSF, after rescuing its collapsed domestic banking
sector had proved too much for it to cope with. Credible austerity
measures and strong exports helped Ireland gradually to regain
the confidence of the markets. The yield on ten-year Irish
government bonds almost halved in the space of three months
from their July 2011 level of 14% before rising again to over 8%
towards the end of the year; nevertheless, this meant that funding
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. Increase in sovereign debt
throughout the whole of Europe.

costs on the capital market were still too high to stabilise the
country’s budget at a sustainable level. Ireland therefore continued
to depend on payments from the bail-out fund.

Since the start of the financial crisis, the sovereign debt ratios
have increased in all EU member states, with the exception of
Sweden. In the European Union as a whole, gross public-sector
debt rose from 59% of gross domestic product (GDP) in 2007 to
82.5% in 2011. The eurozone crisis countries were particularly
badly affected. In Ireland, whose government finances had been
very healthy before the crisis, the debt ratio increased by a factor
of more than four during this period. At over 160%, Greece was
still at the top of the list by a wide margin in 2011. No country can
cope with this level of public-sector debt in the long term. The debt
restructuring, including private creditor participation, that has been
resolved is intended to reduce this ratio significantly. However,
even in the United Kingdom, which is not a member of the
eurozone, the debt-to-GDP ratio almost doubled in the past four
years, from 44% to 84%. The increase in sovereign debt was
relatively moderate in Germany; it grew from 65% of GDP in 2007
to just under 82%. Nevertheless, this ratio is well in excess of the
Maastricht criterion (60%). What is important now is that countries
with overstretched public finances systematically continue the
consolidation course they have embarked on and hence avoid the
risk of losing the confidence of the capital markets altogether.

Figure 2
Sovereign debt ratios in Europe
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. High sovereign debt levels also
exist in other parts of the world.

‘ The economy is slowing down.

‘ Flight to safety.

As in the previous year, the main focus of the financial markets’
attention in 2011 was on the sovereign debt crisis in Europe.
However, the health of public finances in some other highly
developed economies of the world is no better. For example,
Japan’s national debt was more than twice its gross domestic
product, resulting in a leverage ratio substantially higher than that
of Greece. Public finances in the United States, where the financial
crisis had its origins in the subprime mortgage market, also
deteriorated rapidly. In 2011, federal debt already accounted for
100% of economic output, around 38 percentage points more than
before the outbreak of the crisis in 2007. A further sharp rise is
inevitable since the extremely expansionary fiscal policy pursued in
2008 and 2009 to rescue the banks and stimulate the economy
continues to have an effect and the political parties were unable at
the end of 2011 to agree on a joint austerity package in the
required amount of US$1.2 trillion to reduce the debt burden.

The measures to rebuild public finances taken in many crisis-hit
European countries had an increasing impact on the economy in
the course of 2011. Tax increases, redundancies in the public
sector as well as wage and pension cuts dampened private
consumption, especially in the peripheral eurozone countries. In
addition, reduced public-sector expenditure led to a fall in
government demand. Greece sank into a deep economic
depression. Portugal’s total economic output also contracted
sharply. Several other eurozone countries faced recession in 2011.
In Germany, too, the pace of growth slowed in the course of the
year. The effects of economic support measures for the financial
sector, which still had a significant impact in 2010 and at the
beginning of 2011, began to wane again.

The German economy had recovered quickly from the sharp
downturn in 2008/2009 that was triggered by the financial crisis.
The recovery was buoyant. In the second quarter of 2011, gross
domestic product had regained the level it had had before the deep
recession set in. Against this backdrop, it is not unusual for growth
to decelerate somewhat. On the whole, however, the state of the
German economy was healthy in 2011. The number of corporate
insolvencies and the unemployment rate continued to decline.
However, exports started to weaken towards the end of the year as
the economic environment at important trading partners
deteriorated.

In spite of all the efforts to deal with the crisis, the capital markets
remained highly nervous due to the fear that the worst-affected
countries could be forced sooner or later to bow to the growing
pressure from their populations and abandon their strict
consolidation course. In addition, the concern that the sovereign
debt crisis could spread to core European countries and would
ultimately be impossible to contain weighed heavily on the
markets. Investors restructured their investments. Gold and
German government securities were particularly popular as safe
havens. The ten-year Bund yield fell to a new all-time low of
1.689% in September 2011. During the remainder of the year, the
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. Crisis of confidence returns to the
interbank market.

interest paid on long-term German government securities
increased slightly. However, at the end of 2011, the yield on
ten-year debt securities fell back below the 2% mark.

The close correlation between governments and the financial sector
also fuelled doubts about risk-bearing capacity, especially with
respect to the financial institutions that were already struggling as
a result of the crisis. Banks and insurance undertakings hold
considerable amounts of public-sector bonds. The risk that further
write-downs of critical government exposures could bring down
some institutions became a reality in October, when the
Franco-Belgian Dexia Bank experienced distress. The confidence of
financial institutions in each other declined rapidly. The mutual
distrust reached levels similar to those experienced after the
collapse of the US investment bank Lehman Brothers three years
earlier. The interbank market dried up again. The European Central
Bank (ECB) intervened by taking emergency measures and
intensified its expansionary fiscal policy. For the first time, towards
the end of 2011, it even provided liquidity to banks with a term of
up to three years - in unlimited amounts and at the low interest
rate of 1%. Thanks to this longer-term refinancing operation alone,
the banks in the eurozone acquired central bank funds of €489
billion to boost their “warchests”.

Financial crisis: a chronology of important events in 2011
January

The new European Supervisory Authorities - the EBA
(European Banking Authority), EIOPA (European Insurance and
Occupational Pensions Authority) and ESMA (European Securities
and Markets Authority) - start their activities.

The first bond issued by the European Financial Stability
Facility (EFSF) is placed successfully.

France makes the fight against volatility on the currency and
commodity markets the central theme of its G8 and G20
Presidency.

February

The decision on the fate of the struggling WestLB drags on. Its
owners submit three different plans for the future of the institution
to the European Commission.

The G20 finance ministers agree on a catalogue of criteria to
measure economic imbalances.

March

Hypo Real Estate’s bad bank (FMS Wertmanagement) discharges all
remaining government liquidity guarantees amounting to €15 billion.

A national stress test reveals that Irish banks require additional
capital of €24 billion. The government becomes majority
shareholder of all the country’s institutions.
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. Financial markets negatively
impacted by the European debt
crisis.

The ECB intensifies its expansionary policy and reduces the key
interest rate from 1.5% to 1.25%. The world’s leading central
banks take concerted action, announcing that they will grant banks
unlimited liquidity in foreign currency at a reduced interest
rate.

Italy comes under severe pressure on the capital markets because
of growing doubts about the country’s ability to reform; the
government resigns. A new interim government is also formed in
Greece.

The sovereign debt crisis starts to affect core eurozone
countries. The spreads on government bonds issued by France
and some smaller eurozone countries over Bund yields rise.

Hungary asks the EU and the IMF for financial aid as a
precautionary measure.

In the USA, Democrats and Republicans fail to reach agreement
on the required savings of US$1.2 trillion.
Automatic budget cuts now loom from 2013 onwards.

December
The European Commission approves the break-up of WestLB.

On the basis of revised calculations, the EBA increases banks’
EU-wide recapitalisation requirements to €114.7 billion. Six out
of 13 German institutions now have to raise an aggregate of €13.1
billion of fresh Tier 1 capital by mid-2012, more than double the
figure estimated as recently as October. In light of this, the Federal
Government plans to reactivate SoFFin, the national bank rescue
fund.

The ECB reduces its key interest rate to 1%. In addition, 523
banks borrow €489 billion in Central Bank money for up to
three years. Part of the liquidity, which was provided for the first
time on such a long-term basis, is immediately injected into the
deposit facility, which grows to €452 billion just before the end
of the year - its highest level since the introduction of the euro.

The EU member states agree the first steps towards a fiscal pact
with more closely coordinated budget and economic policies; the
United Kingdom refuses to support the reorganisation of the EU.
The planned launch of the permanent ESM rescue facility is
brought forward to the middle of 2012.

2 Financial markets

The financial markets were dominated in 2011 by the escalating
European sovereign debt crisis. Although only a small humber of
countries had experienced marked declines in their bond prices in
the previous year, the group of crisis countries expanded in the
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course of 2011, resulting in a — in some cases dramatic - increase
in their bond yields. The collapse in prices led to a loss of
confidence in the European banking sector, because these credit
institutions hold a significant amount of government bonds. To
reduce the funding pressure on the institutions and thus mitigate
the risk of a credit squeeze, the European Central Bank relaxed its
monetary policy. The dramatically heightened uncertainty was also
felt on the international stock markets in the second half of the
year.

ETFs: a risk to financial stability?

Exchange-traded funds (ETFs) are listed, exchange-traded,
predominantly passively managed investment funds that normally
track the performance of an index. They are different from other
exchange-traded products (ETPs) such as exchange-traded
commodities (ETCs) or exchange-traded notes (ETNs), which are
not funds, but debt instruments. Unlike traditional investment
funds, investors normally buy and sell ETFs only on an exchange.

According to the physical replication (full replication) method,

all components of the underlying index are held in the
investment fund in accordance with the corresponding
weighting. Synthetic index replication is a more recent
technique under which the fund uses derivatives (swaps) to
replicate the performance of the index.

Between 2000 and 2010, the assets managed in ETFs

worldwide increased rapidly, at an average annual rate of

33%. At the end of 2011, there were around 3,000 ETFs
worldwide with a combined value of US$1,351 billion. With a

volume under management of US$267 billion, the European
market is still considerably smaller than the US market (US$940
billion). In Europe, ETF growth is driven above all by products that
replicate the index by entering into derivatives (swaps). At the end
of 2011, 61% of all European ETFs used synthetic replication. This
corresponds to an investment volume of US$162 billion.

In 2011, leading European and international institutions engaged in
financial supervision, such as the Financial Stability Board (FSB)
and the International Monetary Fund, investigated the potential
risk associated with these financial products and flagged possible
implications for financial stability for discussion. ETFs are
systemically important in as far as they are closely linked to their
reference markets. Criticism was primarily levelled at counterparty
and liquidity risk, securities lending and the fact that the
transparency of these products decreases as their complexity
increases. The supervisory authorities are focusing above all on
synthetic, swap-based ETFs. In January 2012, the European
Securities and Markets Authority (ESMA) presented a consultation
paper with guidelines for ETFs. The final requirements are to be
published in summer 2012.
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‘ Declines in international
share indices.

. DAX turns in poor performance.

Until March 2011, the international share indices continued their
rally from the last two quarters of the previous year. Then the
tsunami in Japan, which led to the nuclear disaster in Fukushima,
caused the first major decline in share prices, which affected
Japan’s Nikkei index in particular. Unlike other leading global
indices, the Nikkei failed to recover its losses in full in the
subsequent months.

At the end of spring, uncertainty started to creep back into the
markets, with rating agencies starting to downgrade a number of
peripheral eurozone countries in April and Europe’s debt problems
worsening. At the beginning of August, the USA also lost its AAA
rating from Standard & Poor’s. Neither the G8 summit at the end
of May nor several other eurozone summits produced any solutions
that were regarded by the market participants as sustainable or
convincing. Concerns that the debt crisis in Europe and the USA
could have a negative impact on the economy sent stock markets
around the world on a downward slide in the third quarter of the
year.

Figure 3
Comparison of stock markets in 2011
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Germany’s DAX share index, which had closely tracked the
performance of the S&P 500 in the first two quarters of 2011, was
hit significantly harder by the falling share prices in late summer
than were other international share indices. However, the DAX held
its ground compared with the EuroStoxx, because economic
development in Germany was more stable than in most other
European countries. The DAX closed the year at 5,898 points,
having lost around 15% in the course of the year.
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‘ Yield curve shifts downwards
and flattens.

. Monetary policy in crisis mode.

The yield curve experienced major fluctuations in 2011. The yields
for short and medium maturities rose until the middle of the year,
causing the yield curve to flatten slightly. In the second half of the
year, the European debt crisis led to such a surge in demand for
secure investments that Bund yields fell sharply across all maturity
bands. In addition, the short end of the curve was significantly
affected by the ECB’s two key interest rate cuts in November and
December. Towards the end of the year, the yield curve was
relatively steep in spite of low long-term yields, with a nominal
interest rate of close to 0% for one-year bonds.

Figure 4
Yield curve for the German bond market*
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The key factors influencing the monetary policy environment in the
eurozone in 2011 were increasing tension on the interbank market,
several changes in key interest rates, and new special measures
taken by the European Central Bank. Having set itself the objective
in the previous year of toning down its expansionary policy, the
ECB raised its key interest rate in two steps from 1% to 1.5% in
April and July 2011. However, when the European debt crisis flared
up again, the Central Bank responded by relaxing the monetary
conditions again. In two further steps, it reduced the key interest
rate back to 1%. In a coordinated campaign, the world’s leading
central banks granted banks unlimited amounts of foreign
currency, after some European institutions had run into difficulty
raising US$ liquidity on the market. In addition, to ease the
worsening situation on the interbank market and to counter the
crisis of confidence in the financial sector, the ECB found it

necessary to issue a tender for three-year loans towards the end of

the year, which drew high demand. This was the first time such a
measure had been taken since the introduction of the euro.
Moreover, the ECB stepped up its purchases of government bonds
from peripheral eurozone countries, especially in the second half of
2011, a move over which opinions are divided among monetary
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policymakers and scientists. According to the critics, in doing so
the ECB is exceeding its mandate, which is to focus on price
stability, and threatening its independence, because it opens the
door to indirect government financing by the Central Bank.

. Yields now at record lows. At the beginning of 2011, German and US government bond yields
initially continued their upward trend from the previous year.
However, a downward trend began in the second quarter, which led
to new record lows in the autumn. Thus ten-year bond yields at
times fell significantly below the 2% mark in both countries.
Meanwhile, heavily indebted eurozone countries experienced
sharply higher spreads. The scramble by investors to find risk-free
investment options in light of the resurgent crisis was a key cause
of this development. The financial markets continued to regard
Bunds and US government securities as safe havens in 2011.

Figure 5
Capital market rates
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. Significant rise in corporate The spreads on European corporate bonds are one indication of
sector spreads. how market participants perceive the downside risks to real
economic development in the eurozone. They increased sharply
across all rating categories in the second half of 2011.
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Euro loses ground towards the
end of the year.

Figure 6
Corporate bond spreads in Europe*
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As in the previous year, the euro/dollar exchange rate in 2011 was
dominated by the development of the European sovereign debt
crisis in 2011. The common European currency started the year
with significant gains. However, at the end of the year, the euro
trended considerably weaker after market participants had come to
the conclusion that the international and European summits had
failed to produce any convincing plans to resolve the crisis. At the
end of the year, the exchange rate stood at around US$1.30/€,
virtually the same as one year earlier. However, in historical terms,
this is not an unusually low value and is far removed from the
all-time low reached in 2000 (US$0.83/€).
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Banks caught between sovereign
debt crisis and fears of recession.

Figure 7
Exchange rate movements
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3 Banks

Once again, banks found themselves in a difficult situation in 2011.
On the one hand, the bank balance sheets reflected the growing
uncertainty in relation to the deteriorating European sovereign debt
crisis and the resulting write-downs of government bonds. On the
other hand, the continuing economic recovery in Germany, unlike
other EU member states, led to an increase in business. Moreover,
the continuing decline in the number of corporate insolvencies
reduced the amount of write-downs banks had to recognise. The
main winners in this environment were those banks that had been
able to contain their losses during the crisis thanks to effective risk
management and were thus able to take market share from their
weakened competitors. Other beneficiaries were the traditional
retail banks, which had been gaining customers from other
institutions since the crisis and increasing their business volumes
thanks to a growing aversion to risk. At the same time, they used
the extremely low short-term interest rates to generate additional
income from maturity transformation. By contrast, the situation
worsened for those banks that had already reported heavy losses
during the financial crisis. The economic upturn largely passed
them by, because the capital and deposits needed to write new
business are particularly expensive for them - to say nothing of
additional/stricter banking supervision requirements.
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. Bank stocks fall sharply from
the middle of the year onwards.

The hopes that had arisen on the stock markets in 2010 of a quick
end to the global financial and economic crisis were dashed in
2011. After a positive start to the year, Germany’s DAX share
index lost about one-third of its value in the third quarter, before
recovering again slightly. It closed the year around 15% down on
the previous year. Initially the German banking sector index also
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rose moderately before losing ground substantially as the
sovereign debt crisis worsened and closing 2011 down 34%.
Because of their close correlation with the government sector, bank
stocks suffered particularly heavy losses.

Figure 9
Share indices for the German financial sector
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The banking index climbed by more than 20% in the few weeks up
to the middle of February 2011 on the back of the brighter
economic outlook and earnings prospects. However, it suffered a
setback as early as March, when it became clear that it would
hardly be possible to resolve the sovereign debt crisis in the near
term and that banks would face large write-downs as a result.
Unlike the DAX as a whole, bank shares continued losing value in
the second quarter. This was due not only to the rating
downgrades of some European countries, but also to the
discussions of the controversial criteria applied as part of the
EBA stress test. Although all participating German banks
passed the EBA stress test, the German banking index
almost halved in the third quarter. The contraction is partly
due to the fact that banks were required to waive part of
their receivables from Greece. However, the fact that the
crisis had taken on a new quality thanks to the growing
funding problems experienced by two large eurozone
countries, Italy and Spain, seemed more significant. The
banking index was highly volatile in the fourth quarter, due
in particular to diverging opinions of the prospects for
success of the crisis summits held by the eurozone countries
and the measures taken by the ECB. An exacerbating factor was
that the recapitalisation requirement for German banks calculated
by the EBA increased from €5.2 billion in October to €13.1 billion
in December because of a change in the calculation basis.
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‘ Rollercoaster ride for CDS spreads.

The sharp increase in credit default swap spreads was a clear
indication of the growing uncertainty in 2011.° After their historic
low of less than ten basis points at the beginning of 2007, CDS
spreads for major German banks fluctuated between 50 and 200
basis points in the subsequent three years.

The observed CDS spreads improved slightly in the first quarter of
2011 except for Landesbank Baden-Wirttemberg (LBBW), reaching
stable levels of between 100 and 150 basis points. However, risk
exposure surged in the European banking sector in the third
quarter as uncertainty grew in the southern eurozone countries.
This development was mirrored, at least in approximate terms, by
the performance of the iTraxx Senior Financials credit default
index. For this reason, German bank spreads — which were highly
volatile — also rose in the period up to the end of the year,
reaching over 300 basis points at times. Being a subsidiary of a
major Italian bank, HypoVereinsbank was particularly badly
affected; its CDS spread tripled in the second half of the year. Only
Deutsche Bank’s spread recovered to below 200 basis points,
because market participants expected that it would be able to
implement the capital increase required by the EBA from its own
resources.

Figure 10
Credit default swap spreads for major German banks
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* Unweighted average of CDS spreads for 25 major European financial institutions
(including 16 banks).
Source: Bloomberg/BaFin calculations

° CDS spreads are OTC market prices for accepting the default risk of a loan. A spread
of 120 basis points, for example, 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
involved, the higher the spread.
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. Volatile interbank market.

The various measures taken by the central banks had already
brought about a significant recovery of the interbank market and in
the supply of liquidity in 2009, compared with the situation
immediately after the collapse of the US investment bank Lehman
Brothers in autumn 2008. This positive trend continued until the
middle of the year under review. Although central money market
indicators, such as the overnight funding rates and the
three-month LIBOR money market rates rose in 2011 compared
with the previous year, they did not come close to the heightened
levels reached during the financial crisis roughly three years ago.
The three-month LIBOR climbed to around 1.5% in the first half of
2011, and the overnight rate to around 1.3%. Overall, therefore,
the LIBOR-OIS spread for Europe was marginally down on the
previous year until the middle of the year, at around 20 basis
points. The second half of the year saw above all a fall in the
overnight rate to below 0.4% in anticipation of the cut in the ECB’s
key interest rate that was implemented at the end of the year,
while the LIBOR only declined slightly to 1.3%. As a result,
LIBOR-OIS spreads® ballooned - a sign that the interbank market
was again not functioning properly.

Figure 11
Interbank market indicators
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At the end of the year, the LIBOR-OIS spread for Europe jumped to
almost 100 basis points. In addition to the cut in the key interest
rate, this is due to the surplus liquidity established in the banking
sector, especially in the last quarter of 2011. Banks had gone 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

® The Libor-OIS spread is the difference between the London Interbank Offered Rate
and the overnight index swap rate. The spread between the three-month LIBOR and
a three-month revolving overnight index swap can be taken as a pure-play indicator
of the credit risk on the interbank market.
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rather that they mainly affected peripheral eurozone countries or
individual problem institutions.

‘ Stable credit standards and rising Given the improved general conditions, German banks slightly
demand for credit. eased their lending standards for corporate clients — which had

been tightened in 2008 and 2009 - between the third quarter of
2010 and the first quarter of 2011 and then left them largely
unchanged for the rest of the year, according to the ongoing Bank
Lending Survey conducted by Deutsche Bundesbank. In Germany,
the lending conditions for corporate clients were more favourable
in 2011 than in many other eurozone countries, where more
restrictive lending criteria were applied sooner and to a greater
extent. This development, which benefited the economy, was
attributable to the fact that German banks were in most cases in a
better solvency and liquidity position and enjoyed more stable
financing conditions on the money and capital market. At the same
time, demand for credit by German companies rose further in
2011, bucking the average of the eurozone as a whole.

‘ Uneven consolidation process. The German banking market is expected to see further takeovers
in the medium term, despite the risks involved. The financial crisis
allowed comparatively strengthened players to take over weakened
competitors — assuming their capital base permitted this.
Deutsche Bank’s moves to strengthen its retail business by
continuing its integration of Deutsche Postbank are
particularly significant for the competitive situation in
Germany. The situation is more problematic in the
Landesbank sector, where planned mergers could not yet
be implemented despite (or because of) economic
difficulties and corresponding EU requirements. The
European Commission has now approved the break-up of
WestLB by the middle of 2012. As part of this process, all
material business areas for which no buyer can be found
are to be transferred to Erste Abwicklungsanstalt, the bad
bank for WestLB that has already been established.

4 |Insurers

‘ Declining premium income. The German insurers performed robustly in 2011’s extremely
volatile financial market environment. Nevertheless, the insurance
sector was not immune to the accelerating expansion of the
European sovereign debt crisis and the first signs of a global
economic downturn. After significant increases in premium income
in the past few years, the German Insurance Association (GDV)
expects this to decline by 1.2% to €176 billion in 2011. The
decrease in the volume of premiums collected is primarily
attributable to the normalisation of the extraordinary growth in the
single-premium business.
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. Further increase in CDS spreads.

Apart from the sharp correction seen immediately after the
catastrophic earthquake in Japan, the German insurance sector
equity index turned in an encouraging performance at the
beginning of 2011. Around the middle of the year, however, it gave
up almost all its previous gains in volatile trading. Burgeoning fears
of a global recession and the risk that the European sovereign debt
crisis could spread to the core of Europe drove the index down
25% at times in the third quarter of 2011 compared with its level
at the end of 2010; however, it managed to contain its losses to
12% by the end of the year. For long periods of the year, the share
prices of German insurers moved largely in line with the market as
a whole. Insurance stocks performed significantly better in 2011
than banking shares, which lost 34% of their value in the course of
the year.

CDS spreads for insurers continued to widen in 2011. This trend
accelerated in very volatile trading in the second half of the year,
as the sovereign debt crisis worsened. However, the CDS spreads
of the two German insurers, Allianz and Munich Re, were
significantly below the average spread of other major European
insurers throughout the entire year.

Figure 12
CDS spreads for selected insurers
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* Unweighted average of the CDS spreads for the nine European insurers included
in the iTRAXX Europe Series 16 index.
Source: Bloomberg/BaFin calculations
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‘ Rating agencies downgrade insurers.

Low interest rate environment
intensifies — maximum technical
interest rate reduced.

. 2011 - a year of record losses
for insurers.

The three big American rating agencies downgraded the ratings of
some German insurers in 2011. In particular, the outlook was
negative, because the agencies believed that the risks from
government bonds and bank bonds from Europe’s crisis countries
and the expected economic slowdown would weigh on the financial
strength of insurers.

Long-term interest rates continued to decline in Germany in 2011.
Ten-year Bund yields fell to a fresh all-time low (1.67%) in the
autumn. Bunds were used by investors as a safe haven from the
turbulence on the European bond market. The low interest rates
are impacting insurers’ revenue-generating opportunities. A
protracted period of low interest rates presents a risk for life
insurers in particular, because they may be unable to generate the
guarantee payments promised to customers from fixed-income
securities in the long term. To counter this problem, the Federal
Ministry of Finance reduced the maximum technical interest rate
for life and private pension insurance from 2.25% to 1.75% as
from 1 January 2012.

2011 will probably go down as the most expensive year in the
history of the insurance sector. The devastating natural disasters in
Japan, Australia, New Zealand and Thailand caused losses running
into billions. According to estimates, worldwide insured losses
amounted to US$105 billion in 2011; that is more than in the
previous record year of 2005, when cyclones Katrina, Rita and
Wilma hit the US coast. The total insured and uninsured losses for
2011 are estimated at US$380 billion, two-thirds more than the
previous record set in 2005 (US$220 billion). By far the worst
disaster occurred in Japan, where an earthquake and subsequent
tsunami caused total losses of US$210 billion, of which US$40
billion were insured.
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Table 1
Overview of the German economy and financial sector*

Selected economic data Unit 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011
Economic growth
Global economy % 2.9 3.6 4.9 4.6 5.3 5.4 2.8 -0.7 5.2 3.8
USA % 1.8 2.5 BES 3.1 2ot/ i) = (0.3 = 55 3.0 .7/
Eurozone % 0.9 0.7 2.2 1.7 3.3 3.0 0.4 -4.3 1.9 1.4
Germany % 0.0 -0.4 1.2 0.7 3.7 BiS] 1.1 = 31l 3.7 3.0
Corporate insolvencies Number 37,579 39,320 39,213 36,843 34,137 29,160 29,291 32,687 31,998 30,099
DAX (end of 1987=1,000) ® Points 2,893 3,965 4,256 5,408 6,597 8,067 4,810 5,957 6,914 5,898
Money market rate 2 % BASP: 2838} 2.11 2.11) 3.08 4.28 4.63 o202 .81 1.39
Capital market rate » % 4.81 4.08 4.04 3.36 3.78 4.27 4.09 3.27 2.77 2.67
Euro exchange rate €1 = USD... 0.95 1.13 1.24 1.24 1.25 1.37 1.47 1.39 1.33 1.39
Gross sales of fixed-income securities € bn 819 959 990 989 926 1,022 1,337 1,534 1,375 1,338
Credit institutions
Individual institutions Number 2,593 2,466 2,400 2,349 2,301 2,276 2,169 2,128 2,093 2,048
Branches Number 50,868 47,244 45,467 47,333 40,332 39,817 39,565 38,881 38,183
Lending volume = € bn 2,241 2,242 2,224 2,227 2,242 2,289 2,358 2,358 2,353 2,415
Net interest margin ” % 1.20 1.16 1.18 1.17 1ilS 1ol 1.09 1.14 1.14
Net commission income € bn 24.3 24.4 25.3 27.8 299 31.7 29.7 27.4 28.6
Administrative expenses € bn 78.3 77.3 75.8 78.8 81.5 81.6 78.7 82.2 80.2
Risk provisions € bn 31.2 21.8 17.2 14.0 14.0 23.6 36.6 27.0 15,4
Cost-income ratio ® % 67.2 66.5 65.5 61.0 62.3 64.9 73.4 65.1 63.7
Return on equity (RoE) ? % 4.5 0.7 4.2 13.0 9.4 6.6 = 7/l - 0.8 5.2
Equity ratio @22 % 12.8 13.4 13.3 13.1 13.3 12.5 14.0 15.0 15.9 16.5
Private commercial banks
Lending volume »© € bn 594 579 575 580 587 627 662 654 642 670
Net interest margin ” % 1.34 1.17 1.25 1.27 1.33 1.30 1.20 1.20 1.14
Cost-income ratio ® % 74.2 74.0 73.5 59.8 66.0 65.5 93.6 73.4 72.5
Return on equity (RoE)? % 1.0 = (62 -0.4 21.8 il 2 19.1 = L5, -5.8 3.0
Equity ratio ™ % 14.4 14.5 11837/ 12.7 13.7 11.8 14.8 15.0 14.6 15.6
Savings banks
Lending volume 29 € bn 572 577 573 574 576 578 589 598 612 625
Net interest margin ” % 2.38 2.40 2.35 2.30 2223} 2.06 2.00 PSS 2.20 2.17
Cost-income ratio ® % 66.5 66.4 64.9 66.0 65.8 69.5 68.8 66.6 62.8 60.6
Return on equity (ROE) 92 % 8.2 10.9 9.7 10.4 8.9 7.2 4.0 8.5 11.4 17.0
Equity ratio @ % 11.2 il t 12.1 12.6 13.1 13.1 14.4 14.7 15.1 15.8
Cooperative banks
Lending volume »® € bn 335 338 342 348 58 360 369 382 398 416
Net interest margin ” % 2.49 2.51 2.51 2.46 2.30 2.15 2.06 2.23 238 2.28
Cost-income ratio® % 73.1 69.6 68.7 70.0 64.3 70.5 68.3 68.3 63.7 66.0
Return on equity (RoE)? % ¢,/ 10.6 10.3 13.8 11.0 8.1 5 9.0 12,1l 12.4
Equity ratio @' % 11.0 11.7 a2l 12.2 12.2 12.8 14.2 14.0 14.7 15.6

Insurance undertakings
Life insurers

Hidden reserves in the investment portfolio (IP) *» € bn 6.2 14.9 B5I6} 44.0 £i5.2 14.7 9.0 22.7 29.5 42.7
as a percentage of the IP carrying amount % alil 2.4 55 6.5 51S] 2.0 a2 3.0 7 5.7
Percentage of investment units in IP % 23.0 23.3 22.0 23.2 23.1 22.7 23.5 23.0 24.5 26.4
Percentage of promissory notes and loans in IP 2 % 18.1 19.3 22.0 22.2 23.0 21.9 22.1 21.0 20.4
Net rate of return on IP *» % 4.4 5.0 4.8 5.0 5.4 4.5 3.4 4.0 4.0
Premium reserve € bn 502.8 520.6 536.2 551.2 566.5 586.1 599.6 621.0 647.2
as a percentage of total assets % 83.8 79.4 78.8 78.1 77.3 77.6 79.7 77.2 77.0
Surplus*® € bn 5.1 9.2 9.7 14.2 14.1 13.5 6.6 11.6 11.8
as a percentage of gross premiums earned % 7.9 13.6 14.1 19.5 18.8 17.8 8.6 14.1 13.6
Eligible own funds (A+B+C) € bn 39.8 42.3 43.9 49.1 54.6 57.5 54.4 55.0 55.6
Solvency margin ** € bn 23.3 24.0 24.8 25.9 26.8 27.8 28.4 29.5 30.8
Solvency margin cover *© % 170.4 176.2 177.4 190.0 203.8 206.8 191.5 186.4 180.9
Return on equity ” % 3.4 5.7 5.8 e ¢ 8.8 7.4 9.6 9.8
Property/casualty insurers
Hidden reserves in the investment portfolio (IP) ' € bn 22.3 26.0 26.6 27.7 29.8 28.9 21.4 24.6 26.1 28.8
as a percentage of the IP carrying amount % 21.3 23.8 22.6 22.2 22.4 20.7 15.7 17.8 18.9 20.9
Percentage of investment units in IP % 27.0 27.3 26.5 29.8 30.5 31.0 30.7 30.5 S 31.8
Percentage of promissory notes and loans in IP ** % g2 14.1 16.6 18.3 15.6 19.4 20.2 19.6 18.0
Net combined ratio *® % 103.2 94.7 92.2 92.6 90.6 92.7 92.0 95.0 99.0
# Eligible own funds (A+B) € bn 25.0 27.1 24.1 22.5 27.4 28.3 26.8 27.8 29.0
Solvency margin ** € bn 7.4 7.8 8.4 8.8 8.8 8.8 8.5 8.6 9.0
Solvency margin cover *© % 336.9 346.0 286.3 255.3 BHOM 321.6 Sil5,8 323.3 323.6
Return on equity 7 % 2.8 4.2 3.0 4.5 4.6 4.1 3.6 4.2 3.3
Reinsurers
Hidden reserves in the investment portfolio ** € bn 35.8 34.3 37.2 49.9 57/u7/ 63.6 BEW 33.4 35.4 35.8
as a percentage of the carrying amount % 18.5 15.6 17.2 22.0 26.4 27.6 14.7 14.7 15.4 16.6
Net combined ratio *® % 101.6 92.8 9315 93.8 89.2 94.1 94.1 94.0 101.1
Eligible own funds (A+B) € bn - - - - - 66.9 68.8 69.3 68.6
Solvency margin € bn - - - - - 6.2 6.4 6.1 6.2
Gross technical provisions € bn 130.6 135.8 140.8 154.4 143.1 131.1 126.4 118.2 122.4
as a percentage of gross premium income % 244.0 264.4 298,5 340.0 330.3 329.7 328.4 289.7 295.4
Net profit for the year * € bn 5.4 1.4 3.4 1.8 7.3 8.0 5.7 6.5 5.6
Available capital € bn 40.2 51.4 55.1 57.6 66.3 71.0 70.5 72.0 70.2
Return on equity ' % 1188 2.7 6.1 3.1 11.0 11.2 8.1 9.0 74)

Sources: BaFin/Deutsche Bundesbank/Federal Statistical Office/Eurostat/IMF.
*) Annual totals or annual averages unless otherwise stated.
a) At year-end.
1) Year-on-year change in real GDP.
2) Three-month Euribor.
3) Ten-year government bond yields.
4) Domestic issuers.
5) Pursuant to section 1(1) of the KWG (the number of branches decreased by 560 in 2009 due to a change in classification);
preliminary figures for 2011.
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.
10) 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).
11) Fair values - carrying amount of the entire investment portfolio (IP).
12) As a percentage of the entire IP excluding deposits retained.
13) (Income from IP less expenses for IP)/arithmetic mean of IP (beginning/end of year).
14) Net profit for the year + gross expenses for premium refunds.
15) Minimum own funds free of foreseeable liabilities.
16) Eligible own funds/solvency margin.
17) Net profit for the year/equity.
18) Net expenses for insured events and insurance operations/net premiums earned.
19) Corresponds to item II.14 in format 2 of the RechVersV.
20) Total equity less outstanding capital contributions.
21) The average overall capital ratio was calculated at the level of the individual institutions.
However, this figure does not include the large banks Deutsche Bank, Commerzbank and UniCredit Bank in particular. At group
level these have an average overall capital ratio of 15.4%.
22) 10.8% was actually generated from market operations in 2011. The higher value is based on the reclassification of hidden reserves
to recognised reserves.
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1 Financial stability

Implementation of the G20 decisions on regulation

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 Basel Committee on Banking
Supervision (BCBS), the International Association of Insurance
Supervisors (IAIS) and the International Organization of Securities
Commissions (I0OSCO)) and major financial institutions (e.g. the
International Monetary Fund, the World Bank, the Bank for
International Settlements and the European Central Bank). 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 an indirect impact on it. The FSB’s main tasks
are to monitor the international financial system for vulnerabilities,
to examine whether there is any need for action, and to coordinate
and promote the exchange of information among the various
authorities. The FSB is also to play a greater role in (cross-border)
crisis management.

The FSB is the coordinating body for the G20 heads of state and
government and global standard-setters. In 2011, the FSB continued
to drive forward implementation of the G20 decisions on the
regulation of the global financial markets in close cooperation with
those standard-setters. The FSB’s prime objective is to make the
financial system more stable, and to identify and to reduce global
systemic risks.” In 2011, the focal points of the FSB’s work included:

e regulation of over-the-counter derivatives markets

e addressing systemically important financial institutions (SIFIs)
and global systemically important financial institutions (G-SIFIs)

e laying the foundations for the cross-border recovery and
restructuring of G-SIFIs

¢ regulation of the shadow banking system

e developing a framework for macroprudential supervision and
corresponding policy options.

The FSB also conducted various peer reviews. In 2011, reviewers
focused on Canada and Switzerland. The FSB examined whether
and to what extent international standards are being adhered to in
the two countries. The FSB also conducted a thematic peer review
on deposit insurance systems.

7 The documents mentioned in chapter III are available on the websites of the
organisations concerned (www.bafin.de » International).
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. Regulation of OTC derivatives
markets makes headway.

. G20 and FSB act as pacemakers
in international standard-setting.

. Three pillars of future derivatives
market law.

OTC derivatives

Founded in 1983, the International Organization of Securities
Commissions (I0OSCO) is the leading global forum for securities
regulators. The Madrid-based body is recognised as being the
international standard-setter for securities regulation. The
standards and resolutions adopted by IOSCO are incorporated by
its roughly 200 members from over 100 countries worldwide into
their national regulatory frameworks.

In September 2009, the G20 heads of state and government had
pledged to regulate the previously unregulated trading in OTC
derivatives and to check the risks stemming from these trades.
The FSB was consequently tasked with drawing up international
recommendations. In October 2010, it adopted a report containing
21 recommendations on the future regulation of over-the-counter
(OTC) derivatives. The implementation of those recommendations
continued to gather pace in 2011. In the USA and the EU, the
legislative processes to implement the original G20 regulatory
goals in the form of the Dodd-Frank Act and the European Market
Infrastructure Regulation (EMIR) are at an advanced stage. The
latter is set to be published in the second quarter of 2012. By
contrast, the technical standards that are to ensure a level playing
field worldwide and close loopholes are still in the making. Due to
the highly complex nature of the subject matter, however, the
legislative processes in many countries are taking longer than
expected. Some countries would prefer to wait until the new rules
have been adopted in the USA and the EU. Agreeing on national
rules and regulations has proven to be a challenge in this opaque
and complicated situation and in light of the global nature of
market structures.

The FSB made a key contribution to the final form of the G20
agreements with the recommendations it adopted in October 2010
and has since been monitoring their implementation by
international standard-setters, national lawmakers and the
industry. Particularly noteworthy is a progress report published in
October 2011, which not only contains a differentiated snapshot of
the implementation efforts, but also lists challenges and proposes
measures to overcome them. Some of these were implemented
immediately; this applies in particular to the establishment of a
coordination group comprising the chairmen of the
standard-setters concerned (the Basel Committee on Banking
Supervision (BCBS), the Committee on Payment and Securities

Settlement Systems (CPSS), the Committee on the Global Financial

System (CGFS) and the International Organization of Securities
Commissions (I0OSCO)).

Based on the September 2009 G20 agreement, derivatives market
regulation can be roughly divided into three strands:

N N N 7N N 7N @ N Y
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. Mandatory central clearing.

‘ New supervisory law for central
counterparties.

e all OTC derivatives should be cleared through central
counterparties;

e where appropriate, OTC derivatives should be traded on
organised platforms; and

e transactions in OTC derivatives should be reported to trade
repositories.

The requirement to use central counterparties such as Eurex
Clearing AG is intended to make derivatives trading safer by
improving the provision of collateral and pooling settlement risk. In
December 2011, IOSCO published international standards to be
followed in formulating the statutory clearing requirement. Both
these standards and the corresponding European and national laws
and draft legislation exempt derivatives transactions used for
hedging commercial risks from the clearing requirement due to the
relatively low risks associated with them and in light of the real
economy’s acknowledged interest in cost-effective hedging.
However, parties to derivatives transactions that are not centrally
cleared must manage the risks arising from them. The draft
European acts provide for further exemptions, such as for
intra-group derivatives transactions, for example. Details to be are
governed by technical standards that have to be drafted by the
European Securities and Markets Authority (ESMA) and adopted by
the European Commission.

At both global and European level, work to regulate central
counterparties (CCPs) is in full swing as part of the reform of the
regulation governing OTC derivatives markets. In the case of
transactions in financial instruments, a central counterparty is
interposed between the parties to the contract, becoming the
buyer to every seller and the seller to every buyer. The central
counterparty’s involvement means that the parties to the contract
no longer bear the risk of default by the other party to the
contract. In this way, central counterparties should make a
significant contribution to improving system stability.

On the basis of a mandate issued by the FSB, IOSCO and the
Committee on Payment and Securities Settlement Systems (CPSS)
- a joint committee of the central banks - published for
consultation and then in early 2012 adopted the Principles for
Financial Market Infrastructures. The 24 principles place strict
requirements on central financial market infrastructures such as
central counterparties, securities depositories, data repositories
and payment systems. The key aspects are set out in the following
provisions:

e principle 1 requires a robust, clear and transparent legal basis for
business activities;

e principle 2 requires clear and transparent corporate structures;

e principle 4 contains requirements with regard to credit risk;

e principles 5 and 6 comprise requirements for margin systems and
collateral;

e principle 7 sets out requirements with regard to liquidity risk;

principle 14 demands that processes be set up to ensure the

segregation and portability of collateral;
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. Regulation at European level.

. Trading on organised platforms.

. All transactions in OTC derivatives
to be reported to trade repositories.

e principle 17 requires that adequate risk management processes
and controls be set up for operational risks; the central financial
market infrastructure itself must also contribute to greater
transparency; and

e principles 23 and 24 provide for the disclosure of organisational
information and market data.

In addition to BaFin, numerous supervisory authorities from Europe
and the USA, among other places, are represented in the CPSS
and IOSCO working groups that worked on the standards.

At European level, central counterparties are the subject of the
draft European Market Infrastructure Regulation (EMIR), which is
currently going through the legislative process. Among other
things, the provisions it contains define stringent requirements
with regard to the central counterparty’s management of credit and
liquidity risk. On the basis of risk models, central counterparties
must ask their members to post collateral that will secure the
transactions cleared through them, even in difficult market
conditions. Potential losses are to be absorbed by a guarantee
fund, in which the central counterparty will participate along with
the institutions which, as members, are authorised to clear
transactions directly through the central counterparty. This is
intended to make the central counterparty more stable.

In February 2011, IOSCO published a report containing
recommendations on implementing the requirement to trade OTC
derivatives on organised platforms. The focus is on the
requirements which, depending on market conditions, must be
placed on trading platforms in order to strike an appropriate
balance between high liquidity and transparent price formation. In
December, IOSCO published a supplementary report on the
characteristics of platforms which themselves function as the
counterparty to all transactions and of those where multiple
liquidity providers compete for the order volume. In the USA, the
latter is a precondition for meeting the obligation to trade on
organised platforms. In the EU, this obligation will be implemented
in the Markets in Financial Instruments Regulation (MiFIR), the
regulation that is to supplement MIiFID 2, the planned amendment
to the EU’s Markets in Financial Instruments Directive (MiFID). At
the end of October, the European Commission published an initial
draft of MiFIR. This would require all centrally cleared derivatives
to be traded as a rule on organised platforms, that is on organised
trading facilities (OTFs), multilateral trading facilities (MTFs), or
regulated markets.

In November, IOSCO published international recommendations on
the regulation of trade repositories. These are privately operated
databases that are supposed to store important data on all OTC
derivatives transactions and make it available to the various
stakeholders in aggregated or granular form. While transaction
data primarily assist in pursuing cases of market manipulation,
data on open positions and posted collateral allow the stability of
both individual institutions and the financial system as a whole to
be better assessed. The I0OSCO report leaves important questions
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. G20 agreement.

unanswered, however, particularly regarding the protection of
sensitive business data. It also lacks a precise description of the
data that trade repositories are to make available to the various
stakeholders (including market participants, micro- and
macroprudential supervisors, market supervisors, central banks
and industry professionals). In the EU, the law governing trade
repositories will be set out in EMIR. Supervision of these
enormously important service providers is likely to be performed
across Europe by ESMA. ESMA will also develop technical standards
setting out in greater detail the requirements for trade repositories,
data content and formats, and the recognition of third-country
providers.

Commodities

The regulation of markets for commodities and the derivatives
based on them was again high up the G20’s agenda in 2011.
Various bodies, including IOSCO, observed the evolution of these
markets and drove forward their regulation. IOSCO presented the
G20 heads of state and government with two reports on the
evolution of the oil derivatives markets. It revealed that the
industry has made noticeable progress on risk management,
particularly central clearing. Meanwhile, all leading nations and the
EU are preparing laws that will also make central clearing of
commodity derivatives mandatory.® In addition, IOSCO is
monitoring developments relating to the trade repositories for
commodity derivatives. These are operated by, among others, the
New York-based Depository Trust & Clearing Corporation (DTCC)
and EFETnet, which was established by European energy
companies.

One challenge here stems from the fact that, worldwide, there will
be several trade repositories for commodity derivatives, all of
which will have to meet international requirements. The
background to this is a G20 agreement of 25 September 2009.
This stipulates that all OTC derivatives transactions should be
reported to trade repositories. These data repositories provide
market participants and supervisory institutions worldwide with
information on market events and thus contribute to transparency
and system stability. Finally, IOSCO completed an updated version
of its recommendations on the design of commodity derivatives
contracts and the oversight of commodity derivatives markets,
which had not been changed since 1997. The new version reflects
the lessons learned from the crisis and the far-reaching changes to
the technical environment for exchange-traded commodity
derivatives. In cooperation with the Organization of the Petroleum
Exporting Countries (OPEC) and other international oil industry
bodies, IOSCO investigated the role of price reporting agencies
(PRAS) in price formation in oil markets. The report confirmed the
considerable power over the market exercised by these entities
which, in a similar way to credit rating agencies, form a worldwide
oligopoly in the provision of price information to oil traders. Taking

8 See p. 42.
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up I0SCO’s suggestion, the G20 heads of state and government
tasked it with developing international recommendations on the
organisation and supervision of PRAs.

Short selling

In November 2011, the EU adopted the Regulation on Short Selling
and Certain Aspects of Credit Default Swaps® (CDSs) in response to
the different measures adopted by a number of national
supervisory authorities since autumn 2008 to monitor and restrict
short selling. The regulation provides for ESMA to develop and
submit to the European Commission technical standards setting
out some provisions in greater detail. Since mid-November 2011,
ESMA has therefore been developing more detailed provisions
governing the following areas, for example:

e agreements, arrangements and measures that ensure that
shares and government bonds are available for settlement
(locate rule)

e details with regard to reporting net short positions in shares or
government bonds and to their disclosure in the case of shares

e methods of disclosing net short positions in shares

e details of information that national supervisory authorities must
submit to ESMA in monitoring short selling

e exemptions from the scope of the regulation for shares whose
principal trading venue is outside the EU.

In addition to drafting the standards, the Commission has tasked
ESMA with issuing opinions on numerous delegated acts which the
Commission may adopt on the basis of the short selling regulation.
ESMA had to submit both the technical standards and the opinions
requested by the Commission by the end of March 2012.

Sovereign debt crisis

In 2011, the European Insurance and Occupational Pensions
Authority (EIOPA) continuously analysed the impact of the
sovereign debt crisis on the insurance sector. In the previous years
of the global banking and financial crisis, this had been done by its
predecessor, the Committee of European Insurance and
Occupational Pensions Supervisors (CEIOPS). The crises in several
European countries were a particular focus of EIOPA’s analyses. In
this context, the EIOPA Financial Stability Committee (FSC)
conducted timely ad hoc surveys across the European insurance
sector, with the topics in each case being determined by market
developments. In particular, these surveys also covered the
exposure of undertakings to European government bonds and
banks. EIOPA drew up internal reports on the basis of the survey
data and made them available at the political level of the EU or to
the European Systemic Risk Board (ESRB), so that these

° Regulation (EU) No. 236/2012, OJ EU L 86, p. 1 et seq.
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institutions always had an up-to-date overview of the European
insurance sector’s situation. The results of its work were also
published in the EIOPA Financial Stability Reports.

Systemically important financial institutions

One of the lessons learned from the recent financial market crisis
is to fundamentally reorganise and institutionalise the oversight
and regulation of global systemically important financial institutions
(G-SIFIs). At its summit in Seoul in November 2010, the G20
tasked the FSB with identifying G-SIFIs and drafting a regulatory
framework for those institutions in consultation with international
standard-setters, particularly the Basel Committee on Banking
Supervision (BCBS) and the International Association of Insurance
Supervisors (IAIS). The G20’s aim was to stabilise the global
financial system and protect it against systemic risks via a large
number of supervisory and regulatory measures so that taxpayers’
money and government guarantees would not be needed if
possible to support or rescue G-SIFIs in the event of a crisis.

. Development of SIB supervision. Supervision of systemically important banks (SIBs) must reflect
the potential destabilisation risk that those institutions pose to
their respective national financial systems and the broader
international financial system. The groundwork must be laid to
enable supervisory authorities to identify the risks posed by SIBs

and respond to them with appropriate supervisory measures much

faster than was previously the case, for example by imposing
additional regulatory capital requirements such as those
already decided. In the FSB Supervisory Intensity and

Effectiveness Group (SIE), representatives of BaFin and

other national supervisory authorities have drawn up
papers' that provide for extensive changes to the
supervision of SIFIs and above all SIBs. These set out

- \ f much higher expectations to be met by supervisors and

new requirements for large banks.

For example, the FSB expects supervisory authorities to

e increase on-site supervision significantly;

¢ analyse and assess in greater detail new, highly complex

products and product groups, the business model, the result
of operations and the risk position;

e carry out more frequent and detailed cross-checks, including at
international level;

e carry out intensive and continual monitoring of internal risk
models, including regular — and supervisors’ own - stress tests
(Pillar 2);

e constantly probe the effectiveness of SIBs’ risk management
from a supervisory perspective;

e focus more on the risk appetite of SIBs;

* Report on Intensity and Effectiveness of SIFI Supervision dated 2 November 2010
and Intensity and Effectiveness of SIFI Supervision - Progress Report on
Implementing the Recommendations on Enhanced Supervision dated 27 October
2011.
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e perform intensive and continual oversight of governance,
including constant monitoring of the quality and quantity of the
information available to the institutions’ management; this also
involves continual and extensive dialogue with the management
boards and supervisory boards;

e focus more on the infrastructure of SIBs; for example,
institutions must aggregate their financial and risk data quickly
and accurately, which requires an appropriate IT landscape;

e introduce macroprudential surveillance (in addition to
institution-specific supervision); and

e increase international cooperation by supervisors within
supervisory colleges.

The task going forward is to implement those international
supervisory standards in practice. The FSB sees an effective set of
supervisory tools as a basic requirement for more intense and
effective supervision of SIFIs and SIBs. It is also demanding that
supervisory authorities have sufficiently qualified personnel.

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 currently comprises
representatives of 27 countries: representatives of the central
banks and supervisory authorities of the member countries. The
Basel Committee develops supervisory standards and
recommendations for banking supervision, such as the Basel Core
Principles for Effective Banking Supervision and the Basel capital
adequacy framework. A further aim is to improve cooperation
between national supervisory authorities.

On behalf of the FSB, the Basel Committee also addressed the
issue of global systemically important banks (G-SIBs) in depth in
the year under review. In November 2011, the Committee
published a paper entitled “Global systemically important banks:
Assessment methodology and the additional loss absorbency
requirement”, which comprises the new requirements for G-SIBs.

The G20 heads of state and government had previously given their

final approval to the rules text at their summit in Cannes.

Under these rules, the Basel Committee initially selects the 75
largest global banking groups. This process is performed annually
- for the first time on the basis of bank data from 2011. National
supervisors may report further potential G-SIB candidates at their
supervisory discretion. The institutions that are selected and
reported are subjected to an indicator-based assessment by the
Basel Committee, in which objective figures extracted, among
other things, from the institutions’ annual financial statements are
combined to produce a score that then provides information on a

bank’s systemic importance. The main indicators - each of which is

given a weight of 20% - are an institution’s cross-jurisdictional
activity, its size, interconnectedness, complexity and

substitutability/financial institution infrastructure. These factors are

broken down into a number of other individual indicators.
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G-SIBs are the banks that reach a particular score. At this point
too, national supervisors may add further banks at their
supervisory discretion. Depending on the outcome of the
assessment, the Basel Committee sorts G-SIBs into five categories
of systemic importance (buckets). As the business policy of banks
may change and the institutions are reassessed annually,
migrations will occur within the buckets and in and out of G-SIB
status overall.

In future, G-SIBs will be subject to stricter supervision and
regulation, including increased capital requirements. The amount of
the capital surcharge for G-SIBs depends on the category of
systemic importance to which they are allocated. The additional
capital buffer starts in bucket 1 at 1.0% of the risk-weighted
assets (RWAs) calculated for the banking group. It increases in
increments of 0.5 percentage points up to 2.5% in bucket 4,
currently the highest occupied bucket. To stem further growth, the
Basel Committee has also established a fifth bucket with a capital
surcharge of 3.5%, which is currently empty. So far, the only
capital instrument with which this G-SIB capital surcharge can be
met is Common Equity Tier 1 (CET 1); no convertible capital
instruments are permitted.

At the time the G20 heads of state and government approved the
G-SIB framework in Cannes in November 2011, the FSB published
a list of 29 banking groups currently classifiable as G-SIBs, which
had been drawn up on the basis of the bank data for 2009. The list
was prepared using a methodology almost identical to the
methodology approved at the summit in Cannes for identifying
G-SIBs. The German institutions on the FSB’s current list are
Deutsche Bank Group and Commerzbank Group.

In the coming years, the SIFI framework will have to be
transposed into national legislation. However, member states have
been given extensive transition periods in which to do so. For
example, the capital surcharge for G-SIBs is to be phased in
gradually over a period of four years starting on 1 January 2016. It
is to amount to 25% of the final capital charge in the first year and
to increase by a further 25% of the final capital charge in each of
the following years so that the full supervisory capital requirements
are implemented on 1 January 2019, at the same time as Basel III
is introduced. Until then, a Basel Committee subgroup is to
continuously refine the assessment methodology for G-SIBs
described above and itself work out the arrangements for the later
disclosure by the G-SIBs of institution-specific data.

Under the FSB’s plans, domestic SIFIs requiring increased
prudential supervision are also to receive special regulatory
treatment in future. The Basel Committee is currently working on
this problem. An initial progress report was submitted to the G20
finance ministers and central bank governors at their meeting in
April 2012.



« back to contents

III International issues 49

. IAIS: methodology for identifying
systemically important insurers.

. IAIS FSC: paper on the role of
insurers in the context of stability.

. AIG systemically important in 2008.

Founded in 1994, the International Association of Insurance
Supervisors (IAIS) sets global standards for the supervision of
the insurance industry. It also promotes cooperation between
national supervisory authorities and provides staff training. The
members of the IAIS comprise insurance supervisors from over
140 countries; around 120 further organisations, including a large
number of insurance industry associations, have observer status.
The principles and standards developed by the IAIS are of
considerable importance for national supervisory practices: they
are used by international organisations such as the International
Monetary Fund as a benchmark for assessing the stability of
national and international financial markets. The IAIS’s most senior
decision-making body is the Executive Committee, of which BaFin
is a voting member. Work on content issues is performed in
working groups and is supported by the IAIS Secretariat. BaFin is
represented in the IAIS working groups.

In light of the G20 decisions on SIFIs and in consultation with the
FSB, the IAIS tasked its Financial Stability Committee (FSC) with
developing a methodology for identifying potential global
systemically important insurers (G-SIIs). One question that must
be addressed in the process is whether there are in fact any global
systemically important insurers at the present time.

The IAIS is working on the methodology for this and has already
developed individual indicators covering the categories
interconnectedness, global activity, size, substitutability, and
non-traditional and non-insurance activities. In identifying
systemically important banks, the Basel Committee looks to similar
categories with the exception of the “non-traditional/non-insurance
activities” category.

The IAIS FSC has produced a general paper' on the role of the
insurance sector in the context of financial stability. This paper was
published in November 2011, having already been sent beforehand
to the FSB. It describes experiences drawn from the most recent
financial crisis and states that the traditional insurance business
model has largely proven its worth. Insurers that concentrated on
their core business are not a concern from a systemic risk
perspective, according to the paper. At the same time, however, it
concludes that the crisis has shown that insurance groups and
financial conglomerates that engage in non-traditional or
non-insurance activities are particularly vulnerable.

The IAIS is firmly of the opinion that, at the end of 2008,
American International Group (AIG) had to be regarded as
systemically important and for that reason had to be rescued by
the US government and the Federal Reserve using taxpayers’
money. It should be noted, however, that AIG’s systemic
importance and failure were due predominantly to the group’s
non-traditional activities, particularly its role as a protection seller

* Insurance and Financial Stability.
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‘ Insurers: usually less of a danger
than bank failures.

‘ IAIS developing a regulatory regime
for G-SIIs.

' Preventing regulatory arbitrage.

for credit default swaps (CDSs) and its securities lending, as well
as a run on an Asian subsidiary.

In developing its methodology for identifying G-SIIs, the IAIS is
therefore placing considerable emphasis on insurance groups’ non-
traditional activities. However, the size of the individual undertaking
should not be as relevant for insurers as it is with banks.

In contrast to banking activities, the nature of traditional insurance
activities is such that, if an insurer becomes distressed, there is
not the same time pressure as there is in the event of a bank
failure. If a traditional insurer threatens to fail, signs usually
appear early on, meaning supervisory authorities have more time
to introduce appropriate measures. What is more, the impact of a
failure is normally less dangerous because insurers play a different
role in the economy to banks and do not engage in credit
intermediation, for example. This must be reflected in the
methodology for identifying G-SIIs and their regulation.

At the same time as identifying potential G-SlIIs, the IAIS is
currently working on a regulatory regime for such insurers that
would then have to be implemented nationally so that it can be
applied to the undertakings concerned.

For this, the FSB stipulates, for example, that supervision must
become more intensive and the loss absorption capacity of
undertakings increased. In addition, mechanisms must be
developed to improve the resolution of G-SIIs. For G-SII regulation
too, the IAIS will bear in mind the differences between traditional
and non-traditional activities and probably provide for different
legal consequences in each case. It is proving difficult to establish
criteria for traditional activities. In particular, there appear to be
several grey areas such as mortgage insurance and trade credit
insurance, for example, that cannot be clearly allocated to
traditional or non-traditional activities and that are assessed
differently in different countries.

It is also unclear whether a capital surcharge is to be introduced
for G-SlIs, as it is for G-SIBs. If so, another question that would
have to be addressed is whether this should apply to the entire
group or just to a particular insurer’s high-risk activities of
systemic importance.

It is also important to bear in mind that - unlike for banks - there
is currently no globally uniform regulatory capital framework for
insurers. The IAIS must therefore ensure that it drafts the rules for
G-SlIs in such a way that regulatory arbitrage is not possible -
either within the insurance sector or between the banking and
insurance sectors.

In mid-2011, the IAIS conducted a data collection exercise among
potential G-SlIIs via the national supervisory authorities that
related to the methodology to be used. In February 2012, it sent
the FSB a preliminary report on this. The draft of a paper
containing the methodology for identifying G-SIIs and general
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proposals for their regulation will be released for consultation in
the summer of this year. In autumn 2012, a further data collection
exercise will be carried out in order to identify — or not identify -
insurance undertakings as G-SIIs. The FSB and the national
supervisory authorities are to take final decisions on insurers’
G-SIFI status by the beginning of 2013. Until then, the IAIS will
also draw up more detailed statements on the regulatory regime,
which are likewise to be released for consultation in the course of
2012.

Following the current debate about G-SlIs, the question must be
addressed as to whether there are also SIIs at European or
national level and how they should be treated by regulators.

Resolution of SIFIs

At the beginning of November 2011, the G20 heads of state and
government endorsed the “Key Attributes of Effective Resolution
Regimes for Systemically Important Financial Institutions”, which
had been drawn up by the FSB. These state that the objective of
an effective resolution regime is to make feasible the resolution of
financial institutions without severe systemic disruption and
without exposing taxpayers to loss as far as possible, while
protecting vital economic functions through mechanisms which
make it possible for shareholders and creditors to absorb losses in
a manner that respects the hierarchy of claims in liquidation.

In particular, a resolution regime of this kind requires that the
competent authorities have at their disposal legal instruments that
enable them, for example, to replace the senior managers of an
institution, appoint an administrator, limit the rights of
shareholders or owners, transfer assets to a bridge institution, or -
in the insurance sector — undertake a portfolio transfer moving all
or part of the insurance business from one insurer to another.

The issue of crisis management has been a focus at global and
European level for a number of years. Since as far back as 2008,
the FSB and its predecessor, the Financial Stability Forum (FSF),
have been working on internationally coordinated approaches that
enable a large, internationally active bank to be recovered or - in
the extreme case - resolved in an orderly manner without causing
significant market disruption and without other banks encountering
difficulties.

The term “living will” is frequently used in the international debate
on this issue. Considerable headway was made in this area in
2011: in October, the FSB presented its paper listing a total of
twelve “Key Attributes of Effective Resolution Regimes for Financial
Institutions”. Among other things, this document put in place
guidance on crisis management for institutions which the FSB has
classified as G-SIFIs.

In order to achieve a cooperative solution in resolving an
internationally active financial institution, the various national
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. Legal basis.

. FSB: recovery and resolution
plans should be in place by
the end of 2012.

supervisory and resolution authorities should cooperate more
closely in the event of a crisis. Legal impediments to such
cooperation must be removed. Above all, foreign creditors may not
receive worse treatment than domestic creditors. One important
aspect of the FSB guidance on crisis management guidelines is the
strengthening of the work of Crisis Management Groups (CMGs),
which bring together all the key home and host supervisors,
central banks and finance ministries of a G-SIFI so as to enhance
preparedness for the institution’s possible restructuring or
resolution.

The legal basis for the work of a Crisis Management Group includes
an agreement on cross-border cooperation between a G-SIFI's
home and host supervisors, setting out the details of cooperation.
CMGs are also to conduct regular resolvability assessments. In
doing so, they must review the feasibility of an institution’s
recovery and resolution plans and also assess their impact on the
financial system and the overall economy. In addition, jurisdictions
are expected to develop an ongoing process for putting in place
and reviewing recovery and resolution plans (RRPs), covering at a
minimum all national financial institutions that could be
systemically significant if they fail. RRPs are intended to ensure
that supervisors are able to respond quickly and efficiently in crisis
situations and, if necessary, that they can resolve an institution
with minimum impact on the stability of financial systems. The aim
is also to make supervisory authorities and banks aware of how to
handle and reduce systemic risks so as to prevent future crises or
at least minimise their negative impact and contagion effects.

The FSB lists the key requirements for effective resolution regimes,
but allows the individual jurisdictions leeway to implement these
requirements within their national systems, particularly their legal
systems. The FSB has an ambitious agenda, as the
institution-specific RRPs are required to be in place by the end of
2012. Cross-checks of the measures introduced across the member
countries are due to take place as early as 2013.

Similar developments can be seen at European level. For example,
under the planned EU Crisis Management Directive, the European
Banking Authority (EBA) is expected to have new powers, including
in relation to setting up crisis management bodies. The EBA
Guidelines on the Operational Functioning of Supervisory Colleges
already contain a section on crisis management. In a crisis, the
EBA will also become involved in crisis management in that it will
“facilitate and, where deemed necessary, coordinate any actions
undertaken by the relevant national competent supervisory
authorities”, as stated in the EBA Regulation.

Back in 2005, the Economic and Financial Affairs Council (ECOFIN)
signed a memorandum of understanding, extended in 2008, that
required Cross-Border Stability Groups (CBSGs) to be established
for all large European financial institutions by mid-2011. Like Crisis
Management Groups (CMGs), CBSGs aim to strengthen cooperation
between supervisory authorities, central banks and finance
ministries in the event of a crisis. Their task is also to create a
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framework for European cooperation in crisis situations on the
basis of a cooperation agreement. For G-SIBs, however, only CMGs
must be established; an additional CBSG is not required.

The issue of resolution was also on insurance supervisors’ agenda
in the year under review. In mid-2011, the IAIS published an
“Issues Paper on Resolution of Cross-Border Insurance Legal
Entities and Groups”. This is a general paper illustrating the
problems related to resolution and outlining initial thoughts on
possible solutions. Building on this, the IAIS is currently developing
an appropriate regulatory regime for systemically important
insurers as part of its work on G-SIIs. This is also to include
measures to improve the resolvability of financial institutions. The
IAIS’s work in this regard is based on the FSB paper on the “Key
Attributes of Effective Resolution Regimes for Financial
Institutions”. The IAIS has tasked its Insurance Groups and
Cross-Sectoral Issues Subcommittee (IGSC) with submitting
proposals for the application of the FSB paper. The FSB paper is
directed primarily at bank supervisors; the IAIS must therefore
interpret it for insurers. In doing so, it must also consider
instruments such as bail-ins. What is crucial here is to distinguish
between traditional activities - and whether these are cross-border
activities — and non-traditional and non-insurance activities.

Internationally active insurance groups

On 1 July 2010, the IAIS had officially begun to develop the
Common Framework for the Supervision of Internationally Active
Insurance Groups (ComFrame), including binding solvency rules. A
year later, the IAIS released the ComFrame concept paper for
consultation. The new rules are intended to make global
group-wide supervision more effective. ComFrame also aims to
establish a comprehensive framework that enables national
supervisory authorities to better integrate group-wide activities and
risks into their respective supervisory approaches and to improve
cooperation with the supervisory authorities of other countries.

During the consultation, the IAIS received a number of comments
both from the sector and from supervisory authorities and other
interested parties. The response was positive overall. The main
component of the consultation were the priority A elements
(including the scope of application of ComFrame). Further priority
B and C elements will not be explicitly released for consultation
until mid-2012 and 2013 respectively. The three-year development
phase will be followed by an impact assessment that will be used
to calibrate ComFrame.

In 2011, the IAIS’s Solvency and Actuarial Issues Subcommittee
(SSC) again devoted its attention primarily to developing the
modules of the ComFrame international supervisory standard. For
example, it laid the groundwork that enabled the first concrete
technical specifications to be set down in ComFrame in spring
2012, including a narrow corridor of permissible capital
requirements.
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Meeting of the Solvency and Actuarial Issues Subcommittee in Bonn

In March 2011, the IAIS SSC met in Bonn at the invitation of
BaFin. The focus of the meeting was on developing ComFrame. In
all, representatives of 32 member countries were guests of BaFin.
Participants developed the ComFrame modules on investments,
capital requirements, internal models and risk management. They
also discussed the international supervisory standard on valuation
for solvency purposes (ICP 14). Impressions based on practical
experience were provided in the form of presentations by
high-ranking representatives of Miinchener
Rickversicherungs-Gesellschaft AG and Allianz SE, who reported
first-hand on risk management at internationally active groups.

Macroprudential supervision of insurers

In January 2011, the IAIS established the Macroprudential Policy
and Surveillance Working Group (MPSWG) in response to the
financial crisis. The Group’s mandate is mainly to develop a global
framework for macroprudential supervision, evaluate tools for
identifying systemic risks and tackling their effects, and to update
the Global Reinsurance Market Report. It is chaired by Bermuda. In
its first year, the Group concentrated on selected core areas of its
mandate, such as preparing key indicators for macroprudential
supervision.

In recent years, the IAIS has extensively revised its core principles
for the supervision of insurance undertakings (Insurance Core
Principles — ICPs). The focus here was on introducing a principle on
the macroprudential supervision of insurers and insurance groups.
The objective was to enable the supervisor to identify and analyse
market developments that may affect the insurance sector from
both a quantitative and qualitative perspective to a greater extent
than was previously the case. The results are to have a direct
impact on supervisory practice. The IAIS adopted its amended core
principles and supervisory standards on 1 October 2011. They are
a response to recommendations from the G20 finance ministers
and central bank governors and the FSB. Among other things, the
core principles provide the basis for the assessment of national
supervisory regimes under the Financial Sector Assessment
Program (FSAP) conducted by the International Monetary Fund
(IMF) and the World Bank.

Shadow banking system

At their summit in Cannes at the beginning of November 2011, the
G20 heads of state and government approved the FSB’s
recommendations on strengthening the oversight and regulation of
shadow banks. In submitting those recommendations, the FSB was
fulfilling a task assigned by the previous G20 summit, at which the
G20 had approved in principle the revised Basel capital adequacy
regulations. However, as the adoption of the new supervisory
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standards for banks would also give rise to the risk of capital
migrating to unregulated or underregulated areas, the FSB was
asked to draw up proposals for closing the gaps in cooperation with
the standard-setting bodies.

A high-level task force set up under the auspices of the FSB was
tasked with first defining the shadow banking system, examining
its importance for the financial system and analysing the risks
posed by it. The task force was also asked to develop an approach
to overseeing the shadow banking system, and to prepare
measures designed to help reduce systemic risks and limit the
opportunities for regulatory arbitrage.

Although the shadow banking system has been a subject of
international debate for some time already, there was no common
understanding of the term among regulatory authorities. The
discussion process at the FSB was strongly influenced by
preliminary work carried out by the Federal Reserve Bank of New
York. In a report, the Bank showed that existing alongside the
traditional banking sector is a system which, in a division of labour,
engages in significant credit intermediation, i.e. in transforming
available - short-term, liquid - funds into required - long-term,
illiquid — funds. While credit intermediation in the banking sector
usually takes place under one roof, multiple entities are normally
involved in credit intermediation in the shadow banking system -
for example via consumer loan origination, the pooling of loans,
the issuance of asset-backed securities, and the pooling and
structuring of such securities. In each case, activities are funded
in @ manner adapted to the purpose in hand, such as by issuing
short-term money market securities or through repo
transactions. Drawing on these findings, the FSB developed the
following definition of the shadow banking system: “[...] the
system of credit intermediation that involves entities and
activities outside the regular banking system”. The definition
therefore includes activities and entities directly or indirectly
associated with credit intermediation. In addition, the definition
implies that prudential regulatory standards are not applied in the
same way or to the same extent in the shadow banking system.

However, a purely static definition would not do justice to the
constantly changing nature of shadow banks. Therefore, the FSB
task force also set out a practical two-step approach to defining
the shadow banking system. First, all non-bank credit
intermediation should be identified. Second, the focus should be
narrowed to those aspects that have the potential to increase
systemic risk - including, in particular, liquidity and maturity
transformation, imperfect credit risk transfer and leverage - or
that could indicate regulatory arbitrage.

Based on this definition, the task force developed a three-step
monitoring approach. The first stage involves using “macro
mapping” to obtain a rough overview of the extent of activities.
The starting point for this are the data from the flow of funds
account, a component of the national accounts. For the shadow
banking system, the “other financial intermediaries” subsector is
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examined, leaving aside certain irrelevant segments. The findings
obtained by this method are complemented with further statistical
and/or supervisory information. The purpose of the second step in
the monitoring process is to more closely examine the individual
risk factors derived from non-bank credit intermediation. For
example, the competent authorities should use additional
information on maturity structures or market liquidity to analyse
maturity and liquidation transformation in detail. In addition to
assessing systemic risks, they should also follow up indications of
regulatory arbitrage. Above all, this requires that the authorities
include qualitative as well as quantitative information, for example
from supervisory interviews or contact with market participants, so
as to identify new, innovative shadow banking activities.

In the third step in the monitoring process, the potential negative
impact of individual risks is assessed, building on the indicators for
assessing the systemic importance of financial institution set out in
a joint report by the BIS, the FSB and the International Monetary
Fund (IMF). Among other things, the focus here is on analysing the
links to the banking system, on the size and extent of individual
shadow banking entities and activities, and on monitoring earnings
indicators. The Standing Committee on the Assessment of
Vulnerabilities (SCAV), a high-ranking committee of the FSB, will
perform an annual assessment of the scale of and risks posed

by the shadow banking system, and will forward the results to

the G20.

In addition to developing an approach for monitoring the shadow
banking sector, the FSB was also requested to prepare specific
measures to strengthen regulation. In July 2011, the FSB Plenary
approved the provisional recommendations drawn up by the task
force and combined them into five workstreams. The task force
and the standard-setting bodies have been asked to submit final
recommendations to the FSB Plenary in the course of 2012.

As regards the regulatory framework, the FSB decided to examine
options for both direct regulation of shadow banks and indirect
regulation, that is regulation of shadow banks’ links to the banking
sector. This combination makes approaches for regulating shadow
banks generally more robust and limits the opportunities for
arbitrage. The Basel Committee on Banking Supervision will
prepare recommendations on indirect regulation by the summer of
2012. With an eye to the specific features of the shadow banking
sector, it will examine consolidation for supervisory purposes,
revise the large exposure rules and examine the adequacy of
certain risk weights and requirements in relation to reputational
risk and implicit support.

The FSB is having recommendations on direct regulation drawn up
in several working groups under the task force. It also allocated
assignments to the International Organization of Securities
Commissions (I0SCO). An IOSCO subgroup will look into possible
regulatory measures related to money market funds. The focus is
on reducing systemic risks and vulnerability to a run. In 2011, the
FSB also asked IOSCO, in coordination with the Basel Committee,
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‘ Other shadow banking entities.

. Collective forms of investment may
be part of the shadow banking system.

to examine the extent to which retention requirements for
securitisations and measures to enhance the transparency and
standardisation of securitisation products have been implemented
at national level. The basis for the review is the commitment made
by the G20 countries at the Pittsburgh summit in September 2009
to introduce appropriate retention requirements for securitisations.
Results are scheduled to be available in the second half of 2012.

The working groups set up under the task force will deal with the
issues of “other shadow banking entities” and “securities
lending/repos”. One working group is looking at the shadow
banking entities that the FSB Shadow Banking Task Force has not
yet examined in more detail; these include hedge funds, credit
insurers and finance companies. Building on an assessment of the
risks posed by these players, the working group will examine the
adequacy of existing supervisory rules and, if necessary, draw up
proposals for strengthening prudential regulation. The second
working group is looking at market practices with regard to repo
transactions and securities lending. The focus is, firstly, on the
different practices in providing collateral and possible supervisory
measures to mitigate procyclicality. The working group will also
examine more closely the practices of cash collateral reinvestment
and rehypothecation. As part of its further work, the FSB will
examine to what extent it makes sense to establish international
minimum standards for certain areas and introduce more extensive
reporting requirements.

The FSB’s Standing Committee on Supervisory and Regulatory
Cooperation (SCSRC) will monitor the work’s progress and ensure
that the measures required to be developed are coordinated.

The work set in train by the FSB is now being taken up and
progressed by other global and European supervisory bodies as
well. For example, the European Systemic Risk Board (ESRB) and
IOSCO are themselves pursuing certain aspects of the shadow
banking system.

Certain forms of collective investment such as hedge funds and
money market funds also play an important role in the debate over
the regulation of shadow banks. This issue has been addressed by
European lawmakers. Among other things, the European AIFM
Directive'?, which came into force in mid-2011 and must be
transposed into national law by July 2013, includes within its wide
scope managers of funds that are not already governed by the
UCITS Directive®. The market participants covered by the Directive
are subject to extensive obligations to provide information,
including to supervisory authorities. Where necessary for the
effective monitoring of systemic risk, the supervisory authority
may require additional information on a periodic as well as on an
ad hoc basis.

2 Directive 2011/61/EU, OJ EU L 174, p. 1 et seq.
* Directive 2009/65/EC, OJ EU L 302, p. 32 et seq.
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. EBA stress test for banks.

. EIOPA stress tests for insurers.

The AIFM Directive also contains detailed provisions on cooperation
between national supervisory authorities, the European Securities
and Markets Authorities (ESMA) and the ESRB, thereby improving
the information available for systemic supervision and the basis on
which supervisors carry out their duties in this area. In addition,
the new rules provide supervisory authorities with specific
supervisory tools for enforcement, such as restricting leverage and
trading in units, as well as revoking authorisation.

Stress tests

In the first half of 2011, the EBA conducted a bank stress test in
the European Union member states and Norway in cooperation
with the national supervisory authorities, the European Central
Bank (ECB) and the ESRB." Ninety-one banks from 21 countries
took part. For Germany, 13 institutions participated. All German
participants that reported in accordance with the EBA format
achieved the minimum capital ratio required by the EBA. For

31 December 2012, the average Core Tier 1 ratio of the German
participants that published their results was estimated to be 7.5%
in the adverse scenario and therefore well above the required
5.0%.

EIOPA also performed a stress test in 2011 in order to test the
resilience of the European insurance sector to potential adverse
developments. This was the second European stress test for
insurers; the first took place in 2009.

In summer 2011, the national supervisory authorities conducted
the survey under the auspices of EIOPA. In the autumn, the actual
stress test was supplemented by a satellite stress test comprising
interest rate scenarios. The satellite stress test applied to insurers
that offer products with interest rate guarantees. In addition to the
EU member states, Iceland, Liechtenstein, Norway and Switzerland
took part in the stress tests. A total of 58 insurance groups and 71
individual insurance undertakings participated in the main stress
test, representing a total of approximately 60% of the European
insurance sector as measured by gross premium income.
Eighty-two insurers took part in the satellite stress test.

In both stress tests, the solvency capital and the undertakings’
assets and liabilities undertakings were calculated based on the
provisional status of implementation of the Solvency II framework
on the basis of the fifth Quantitative Impact Study (QIS 5). As the
Solvency II framework is currently still being revised, the results
offer the undertakings that participated and the supervisory
authorities important findings for their preparations for the new
framework. On the other hand, the stress test results do not allow
any direct conclusions to be drawn as to the extent to which the
individual undertakings would meet the current own funds
requirements were the stress scenarios to occur. Therefore, the

* See chapter V 3.2.
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. Reform of the Directive on Deposit
Guarantee Schemes through the
informal trialogue process.

results of the EIOPA stress test and the satellite stress tests were
only published in aggregated form.

The main stress test comprised a total of three scenarios. In two of
the scenarios, the main focus was on the insurance sector’s
resilience to both underwriting risk and capital market risk,
particularly interest rate, equity, real estate and spread risk. There
was also an inflation scenario which, in addition to underwriting
risk, simulated a rise in capital market rates.

In the satellite stress test, the insurance sector’s ability to
withstand a prolonged period of low interest rates was examined in
two scenarios. As this risk primarily affects insurers that guarantee
the amount of future payments to their clients, the sample was
adjusted accordingly.

EIOPA published the results of the stress tests in summer and
winter 2011. Depending on the scenario in question, approximately
5% to 10% of the participants failed to achieve the Solvency II
minimum solvency requirements on the basis of the QIS 5
specifications.

Recapitalisation

The sovereign debt crisis in Europe and its far-reaching
consequences for the European financial system prompted EU
heads of state and government to resolve fundamental measures
to restore confidence in the European banking sector. To this end,
ECOFIN decided at a special summit held in Brussels on 26 October
2011 to strengthen the capital position of the large, internationally
active European institutions.

The recapitalisation measure focused on building up a temporary
capital buffer.’* The 71 institutions selected by the EBA for its
recapitalisation recommendation, including 13 German institutions,
have a capital requirement totalling €114.7 billion. Around €13.1
billion of this is accounted for by German institutions. The
institutions in need of recapitalisation must reach this capital buffer
by 30 June 2012 and must maintain it until further notice. They
also had to submit recapitalisation plans to the supervisory
authority by mid-January 2012.

Deposit guarantee schemes and investor compensation
Since the second half of 2011, the proposal for the amendment of

the European Directive on Deposit Guarantee Schemes has been
going through the informal trialogue process.

* See chapter V 3.2.
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. Key concerns.

Trialogue process

Trialogue is a process used in EU institutional law. The term refers
to the process of negotiation between the three institutions
involved in the EU legislative process, namely the European
Commission, the Council and the European Parliament. The
trialogue process is used if the Council does not approve the
European Parliament’s amendment proposals from the second
reading. A Conciliation Committee is then convened, comprising an
equal number of representatives of the Council and the European
Parliament. The European Commission plays a mediating role, but
has no voting right. In order to avoid this strictly regulated
conciliation procedure, an effort is often made to reach agreement
in an informal trialogue. This is a meeting of the parties involved in
the trialogue that is not bound by any rules and regulations.

In July 2010, the European Commission had originally presented a
proposal® for the thorough reform of the Directive on Deposit
Guarantee Schemes", of which BaFin is highly critical in some
areas.’® Among other things, this proposal sets compensation at
€100,000. In addition, clients of institutions where deposits are
covered by an institutional protection scheme, namely savings
banks, Landesbanks, building and loan associations and cooperative
banks, are to be granted a legal right to compensation. Clients of
these institutions do not currently have an individual legal right to
compensation. However, the joint liability or joint guarantee schemes
established by the institutions are supposed to ensure that no
compensation event can occur among their members in the event of
a crisis by taking the appropriate support measures.

The European Commission no longer wishes to permit higher
voluntary cover in excess of €100,000. For Germany, this
represents a de facto ban on voluntary deposit guarantee schemes.
Other key concerns relate, among other things, to the introduction
of a target funding level for the guarantee scheme of 1.5% of
eligible deposits within a period of eight years, the reduction of the
deadline for payouts from 20 to five days and the mutual
obligation for European guarantee schemes to lend to one another.

The Council and the European Parliament did not approve the
European Commission’s proposal and each submitted their own
modified drafts. Both institutions omitted provisions that would
prevent voluntary deposit guarantee schemes. The Council is in
favour of a lower target funding level of 0.5% of covered deposits.
The European Parliament supports a target funding level of 1.5%
of covered deposits, 10% of which could also be provided in the
form of collateral. Both institutions propose longer periods over
which to accumulate the target funding, which are intended to
better reflect the capability of the institutions concerned. Both

* Proposal for a Directive of the European Parliament and of the Council of 12 July
2010, COM (2010) 371.

7 Directive 97/9/EC, O] EC L 84, p. 22 et seq.

® See 2010 Annual Report, p. 50 et seq.
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. Reform of the Investor Compensation
Schemes Directive still in dispute.

Commission publishes proposal
for CRD IV and CRR.

proposals enable the continuation of voluntary deposit guarantee
schemes at private commercial banks and institutional protection
schemes at savings banks, Landesbanks, building and loan
associations, and cooperative banks in Germany, and are therefore
a considerable improvement on the Commission’s proposal. The
deadlines for payouts and the target funding level continue to be
particularly contentious issues. A compromise is in sight that
strengthens deposit guarantee schemes but does not place an
excessive financial burden on the member institutions, meaning
that the negotiations in 2011 were very successful. A final outcome
is likely to be reached in the course of 2012.

The draft reform of the Investor Compensation Schemes Directive®®
presented by the European Commission in July 2010 is also still
under development. Among other things, the European
Commission’s original proposal raises the maximum amount of
compensation to €50,000 and removes the previous option to
require investors to bear 10% of the loss. As expected, this
proposal did not obtain a majority in the Council*®. The member
states have spoken out in favour of compensation of between
€30,000 and €100,000 and removing the current option to require
investors to bear a portion of the loss. In the Council’s opinion, a
target fund level is unnecessary. The European Parliament,
meanwhile, has proposed maximum compensation of €100,000.*
However, the Parliament sets the target fund level lower than the
European Commission, at 0.3% of the value of the funds and
financial instruments covered by the compensation scheme. This
shows that there are currently no reliable calculations of the target
fund level that needs to be saved in order to be able to finance the
envisaged compensation. The European Parliament is against
mandatory lending, but wishes to permit this on a voluntary basis.

2 Implementation of Basel Il -
CRD IV and CRR

On 20 July 2011, the European Commission published its proposal
for CRD IV in the course of the transposition of Basel III into
European law. This represents the third set of fundamental
amendments to the Capital Requirements Directive (CRD), which
transposed the Basel II rules into European law in 2006. CRD IV
differs from the two previous amending directives in two key
aspects. Firstly, it does not only amend individual provisions of the
Banking Directive® and the Capital Adequacy Directive®, which

** Proposal for a Directive of the European Parliament and of the Council amending
Directive 97/9/EC of the European Parliament and of the Council on
investor-compensation schemes.

20 See 2010 Annual Report, p. 51 et seq.

2 Legislative decision of the European Parliament dated 5 July 2011,
EP-PE_TC1-COD (2010) 0199.

2 Directive 2006/48/EC, OJ EU L 177, p. 1 et seq.

» Directive 2006/49/EC, OJ EU L 177, p. 201 et seq.
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have so far made up the CRD. Rather, it will completely replace the
existing rules. Secondly, significant elements are to be transferred
to a directly applicable EU regulation, the Capital Requirements
Regulation (CRR).

The regulation component primarily governs requirements
addressed directly to institutions. For example, it will contain the
definition of own funds, the minimum capital requirements, the
liquidity requirements and the leverage ratio. The directive
component, on the other hand, contains the provisions addressed
to the national supervisory authorities or that require these
authorities to intervene. In addition to the provisions on
supervisory cooperation, these include the provisions governing the
Internal Capital Adequacy Assessment Process (ICAAP) and the
Supervisory Review and Evaluation Process (SREP) under Pillar 2,
as well as those governing the authorisation procedure,
shareholder control and supervisory measures and sanctions.

Like its predecessors, CRD 1V is to apply to all deposit-taking credit
institutions authorised in the EU. All investment firms within the
meaning of Article 4 (22) of the draft CRR will also be subject to
CRD 1V.

Under the draft published by the European Commission, CRD IV
and the CRR will be supplemented by well over 100 binding
regulatory and implementing technical standards covering
regulation and reporting; these will be developed by the EBA and
issued by the European Commission in the form of EU regulations.
Through these technical standards, EU lawmakers aim to ensure
that the provisions are applied consistently in all European states.
Consultations with the banking industry to discuss the new
reporting requirements are expected to be held as early as
summer 2012.

New definition of own funds under Basel III

' Better-quality own funds The aim of the Basel and European proposals regarding the new
components. definition of own funds is to sustainably increase the quality of the
components of own funds, more specifically with regard to their
permanence, the ability to absorb losses and the opportunity to
cancel distributions voluntarily or on the supervisory authority’s
orders. Significant changes to the current regime involve the
clear categorisation of the various classes of capital, their
largely principles-based definition and the focus on common
equity tier 1 capital. With the capital deductions in particular,
the common practice to date of deducting half from Tier 1
capital and half from Tier 2 capital is largely abandoned; in
future, deductions will mostly be made directly from common
equity Tier 1 capital.

In contrast to Basel III, the European Commission has decided
to allocate all components that meet the criteria listed in Article 26
of the draft CRR to an institution’s common equity tier I capital.
The legal form of the institution is immaterial in this context.
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. Minimum capital requirements
and capital buffers.

Table 2
New capital requirements

. Year
Requirement (%)

Common equity tier 1 capital
Total tier I capital
Total minimum capital

Capital conservation buffer

Minimum capital and
capital conservation buffer

Deductions from common
equity tier 1 capital

Source: BaFin

' Liquidity requirements.

The total minimum capital requirement remains unchanged at 8%.
In line with the Basel rules, however, the weights of the various
capital categories are to change. While it has so far been sufficient
to meet half of the minimum capital requirements through Tier 1
capital, the minimum Tier 1 ratio will increase to 6% by the
beginning of 2015 and the minimum requirement in relation to
common equity tier 1 capital to 4.5%.

In addition, the minimum capital requirements will be
supplemented by two capital buffers:

e The capital conservation buffer is a constant surcharge of 2.5%
consisting of common equity tier 1 capital. Falling below this
percentage leads to restrictions on distributions, among other
things.

e The countercyclical buffer, which as an additional component
intended to strengthen institutions’ own funds, must also be
made up of common equity tier 1 capital. The aim is to build up
capital buffers in an economic upturn that can shrink to cover
losses in the downturn. The capital conservation buffer is a
maximum of 2.5% and is set each quarter on the basis of the
ratio of credit growth to gross domestic product (GDP) and the
recommendations of the ESRB.

The new own funds requirements are to be phased in by 1 January
2019 in line with the Basel rules. In contrast to the Basel text,
however, the draft CRR specifically leaves it up to the member
states to apply the increased requirements from 1 January 2013
and/or to provide for faster transition.

2013 2014 2015 2016 2017 2018 2019
3.5-4.5 4-4.5 4.5 4.5 4.5 4.5 4.5
4.5-6 4.5-6 6 6 6 6 6
8 8 8 8 8 8 8
= = = 0.625 1.25 1.875 2.5
8 8 8 8.625 9.25 9.875 10.5
= 0-100 20-100 40-100 60-100 80-100 100

The Commission draft also follows Basel III when it comes to the
new liquidity requirements. More specifically, it provides for the
introduction of two new metrics:
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' Counterparty credit risk.

. Leverage ratio intended to act
as a brake on debt.

e The liquidity coverage requirement (or liquidity cover ratio — LCR)
is intended to ensure institutions’ short-term resilience to own
funding problems in the event of disruptions to market liquidity.
The LCR therefore compares the institution’s highly liquid assets
with net liquidity outflows in a stress scenario over a 30-day
horizon.

e The net stable funding ratio (NSFR) compares the available
amount of stable funding with the required amount of stable
funding over a one-year horizon. The calculation of such a metric
has not so far been codified in the draft CRR. This has only
happened for the reportable components.

An observation period is provided for both metrics. Only after this
period will they be finally established. Based on the data collected,
the EBA is required to submit a report to the European Commission
by 31 December 2013 for the LCR and by 31 December 2015 for
the NSFR. Following its final definition and calibration, the LCR will
be introduced between 1 January 2015 and 31 December 2015.
The CRR draft does not specify a date from which the NSFR must
be observed.

Among other things, a ladder report based on contractual
maturities (maturity ladder reporting) is to be introduced as an
additional parameter for liquidity monitoring.

If the Council and the European Parliament endorse the
Commission’s proposal, the principle of home country supervision
will also apply to the liquidity supervision of branches in future.
This would mark a departure from the existing practice of liquidity
supervision by the host country.

Building on the European Commission’s proposal regarding central
counterparties and OTC derivatives as well as the Basel rules, the
draft CRR also sets out provisions governing capital requirements
for OTC derivatives. Positions that are cleared centrally through a
central counterparty are assigned a modest risk weight of around
2%, while OTC derivatives that are not cleared centrally are
assigned a higher risk weight. As discussions currently stand, the
2% risk weight may be used in those cases in which the revised
CPSS-IOSCO standards, the Principles for Financial Market
Infrastructures, are observed.

The build-up of excessive on- and off-balance sheet leverage by
institutions has been identified as one of the main causes of the
banking crisis. In response to this, Basel III provides for a leverage
ratio. This ratio is intended to be an easy-to-use tool serving as a
corrective to banks’ internal risk models, which may underestimate
risk. The aim is to better align institutions’ leverage and capital
resources.

The draft CRR has adopted this concept. As it is a new supervisory
tool, the draft CRR, like Basel III, provides for an observation
period until 2017. Only after this period will a decision be taken on
the basis of an EBA report as to whether and in what form to
introduce a binding leverage ratio in 2018, and how high it should
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. Supervisory sanctions.

. Governance provisions
are being revised.

be. Although the observation period will still be running, the draft
CRR provides for institutions to publish their leverage ratio starting
in 2015.

As well as calculating the leverage ratio, institutions are also to
consider the risk of excessive leverage in their internal risk
management in future. This is the risk of a destabilising
deleveraging process that puts market prices under pressure,
causing the carrying amounts of the remaining assets to fall and
thus eroding institutions’ capital. From 2015, at the same time as
publishing the leverage ratio, institutions are also to disclose a
description of the processes they use to manage the risk of
excessive leverage.

The draft CRD IV contains a thoroughly revised and extended section
on banking supervisory sanctions. It not only extends the provisions
on the minimum powers of intervention which the supervisory
authorities within the EU must have. For the first time, the section
also contains provisions on harmonising the system of administrative
fines. The background to the revision is the considerable extent to
which measures and sanctioning regimes within the EU have so far
differed. In light of the fact that institutions are increasingly engaged
in cross-border activity and that, as accompanying measures,
banking supervisory measures and sanctions can ensure the
effectiveness of other stabilising and corrective intervention, the
European Commission sees the need for at least a minimum degree
of harmonisation among supervisory tools in this area, too.

The governance provisions are also being revised. This plan goes
back to the European Commission’s Green Paper of spring 2011,
“The EU corporate governance framework”. Here, too, the process
is dominated by the lessons learned from the crisis, which laid bare
the deficiencies in institutions’ internal risk management and the
failures of managers and supervisory bodies. One key goal of the
new provisions in CRD 1V is therefore to strengthen risk oversight
by managers and supervisory bodies and the risk management
function at undertakings. In addition, the requirements regarding
the composition and qualifications of managers and supervisory
boards are being extended.

Further harmonisation

Besides implementing Basel III, the European Commission also
aims to use CRD IV to further harmonise European banking
supervisory law. The intention is to create a single rule book. The
leading example of this harmonisation drive is the transfer in
particular of the technical Pillar 1 requirements from the existing
CRD and its annexes into a directly applicable EU regulation. The
previous amendments to the CRD had already gradually reduced
national options and discretions; aside from a few narrowly defined
exceptions, the regulation no longer contains any. In many cases,
the few remaining options and discretions available to the national
supervisory authorities are limited by EBA mandates to draft
binding regulatory and implementing technical standards.
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‘ Counterparty credit risk
and central counterparties.

Timetable and national implementation of CRD IV

As the content is closely linked, the timetable for the
implementation and entry into force of CRD IV and the CRR is also
based on Basel III. Generally, therefore, the new provisions are to
enter into force on 1 January 2013. Bearing in mind the transition
and observation periods outlined above, CRD IV and the CRR are
to be applied in full from 1 January 2019 at the latest.

The unusual point about national implementation is that, as
already described some of the provisions are set out in a directly
applicable EU regulation and do not require national
implementation. However, existing national law must be amended
to remove all competing provisions or provisions incompatible with
the EU regulation. As well as the Banking Act (Kreditwesengesetz -
KWG@G), this will also affect the Solvency Regulation
(Solvabilitédtsverordnung - SolvV) and the Regulation Governing
Large Exposures and Loans of €1.5 Million or More (GroB- und
Millionenkreditverordnung — GroMiKV) in particular. National
implementation is still required for the directive component and in
relation to institutions within the meaning of the KWG that do not
fall directly within the scope of CRD IV.

Own funds requirements and supervisory standards for
central counterparties

The Basel Committee on Banking Supervision has tasked the Risk
Measurement Group (RMG), in which BaFin also plays an active
role, with revising the own funds requirements for central
counterparties. The current exemption for exposures to a central
counterparty is to be abandoned in favour of a more risk-sensitive
approach. To be able to take advantage of the much lower capital
requirements compared with bilateral transactions, central
counterparties must observe the revised standards for central
counterparties issued by the Committee on Payment and
Settlement Systems (CPSS) and I0SCO.** The RMG’s proposal
provides for a future risk weight of 2% for trade-related exposures
to the central counterparty, as does the current draft of the
European Capital Requirements Regulation (CRR).

Risk-sensitive capital requirements have not yet been determined
for contributions to default funds. A default fund bears losses
resulting from a clearing member’s default and mutualises them
among the clearing members if the collateral and default fund
contributions of the defaulted clearing member are not sufficient
(waterfall structure).

The capital requirement for default fund contributions is to
correspond to the central counterparty’s risk which this
counterparty, in turn, passes on to its members via the default
fund. Core elements in the calculation are therefore the

2 Principles for Financial Market Infrastructures, see p. 42 et seq.
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. Adoption of the Omnibus II
Directive delayed.

‘ Draft of the delegated acts
being prepared.

hypothetical capital that a central counterparty would itself have to
hold as a credit institution in order to cover the counterparty
default risk in relation to all its clearing members, and the level of
coverage by the default fund. The hypothetical capital requirement
is then transferred to the clearing members in proportion to their
liability for the central counterparty’s losses as a result of their
contributions to the default fund or contributions still to be funded.

3 Solvency Il

Omnibus II Directive

In January 2011, the European Commission presented the draft
Omnibus II Directive®, the aim of which is to amend the Solvency II
Framework Directive*. The planned amendments mainly relate to
the provisions governing delegated acts, regulatory and
implementing technical standards, and the role of the European
Insurance and Occupational Pensions Authority (EIOPA). In
addition, the legal basis is to be established for adopting
transitional rules for Solvency II provisions.

In contrast to the original timetable, the “trialogue” — which is

designed to reach agreement between the Council, the Commission

and the European Parliament - did not start in 2011. The trialogue
negotiations will now begin under the Danish Council Presidency.
For this reason, the Omnibus II Directive is not expected to be
published before the autumn of 2012.

The delays in adopting the Omnibus II Directive impact on the
timetable for the entire Solvency II project. The changes that
Omnibus II will make to the Framework Directive affect the
delegated acts. These cannot be released for public consultation
and published until Omnibus II has entered into force. The
delegated acts, in turn, have a considerable impact on the
guidelines and recommendations produced by EIOPA. They must
be published before the guidelines and recommendations can be
released for public consultation and finalised. Therefore, the latter
may not be completed until some time in the course of 2013.

Delegated acts and technical standards

In the period to mid-2011, the European Commission discussed
the draft of the delegated acts for Solvency II with the member
states in several meetings at the level of the Solvency Experts
Group. The Commission then revised implementing measures
bearing in mind the changes proposed by the member states. It

> Proposal for a Directive amending Directives 2003/71/EC and 2009/138/EC in
respect of the powers of the European Insurance and Occupational Pensions
Authority and the European Securities and Markets Authority of 19 January 2011.
* Directive 2009/138/EC, OJ EU L 335, p. 1 et seq.
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. Own funds played an important role.

was not possible to prepare a final draft in 2011. A largely final
draft version was presented in spring 2012 and will be adopted
following the Omnibus II Directive’s entry into force.

After EIOPA forwarded the last proposals for the delegated acts to
the European Commission in March 2011, the EIOPA working
groups in 2011 worked on drafts for various technical standards.
These have to be drawn up on certain topics because of
amendments expected to the Solvency II Framework Directive as a
result of the Omnibus II Directive. For example, there are to be
technical standards on reporting requirements, capital add-ons,
disclosure requirements, the yield curve, ancillary own funds, the
standard formula and numerous aspects of internal models.

EIOPA has also drawn up a number of guidelines and
recommendations that are intended to help harmonise the various
supervisory authorities’ administrative practice. EIOPA is
developing many of these papers on its own initiative rather than
on the recommendation of the European Commission.

Quantitative requirements

A large number of important topics had to be dealt with in
connection with the quantitative requirements of Solvency II. Due
to the extent of the issues requiring clarification, EIOPA was not
able to complete all guidelines and recommendations in 2011. The
quantitative requirements were fine-tuned based on the results of
the fifth Quantitative Impact Study (QIS 5).

To support the actuarial function, an EIOPA working group has
developed actuarial guidelines that are intended to contribute to
uniform calculation of the best estimate.

Own funds were a key topic in 2011. For example, EIOPA held
further discussions with European associations and representatives
of credit institutions on the criteria for hybrid capital instruments.
The aim was to establish rules that reflect reality and make
possible products that will actually be accepted by the capital
markets. The eligibility limits for own funds also remained a topic
of discussion. The QIS 5 study conducted in 2010 had shown that
stricter requirements can be imposed in order to ensure the quality
of own funds without endangering insurance undertakings’ own
funds position. According to the study results, the amount of own
funds will tend to increase under Solvency II and own funds will
generally be sufficient.

It proved possible to set or keep discussions at European level on
a positive course on several quantitative issues of considerable
significance to the German insurance industry.
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Internal models

EIOPA also focused on drawing up guidelines and recommendations
on internal models, as these are seen as essential in the run-up to
implementing Solvency II. In particular, this includes guidelines
and recommendations on tests and standards, partial internal
models and the approval process. The work on guidelines and
recommendations on model changes and validation tools also made
headway.

' Guidelines on the pre-application phase. ~EIOPA devoted particular attention to what is termed the
pre-application phase. The authority not only developed guidelines
and recommendations on this, but also implemented various
initiatives decided back in 2010. The aim of these initiatives is to
ensure that the practices of the supervisory authorities are
sufficiently uniform in the pre-application phase. The intention is
also to promote cooperation among the supervisory authorities and
further the effectiveness of the work in the supervisory colleges in
approving internal group models.

Group supervision

In 2011, EIOPA’s work on group supervision focused on developing
guidelines and recommendations on intra-group transactions and
risk concentration and calculating the solvency capital requirement
at group level. Supervisory colleges were also an increasingly
important topic in 2011. EIOPA deployed staff from its Oversight
Unit, who regularly attend meetings of the colleges and provide
critical feedback. In addition, guidelines and recommendations
that are intended to harmonise and support the work of the
supervisory colleges were prepared. The Supervisory Review
Process (SRP) and reporting to the supervisory authority at
group level were and remain further topics of discussion. The
drafts of the reporting templates were amended and revised in
the course of the year and from 7 November 2011 to 20 January
2012 were one of the subjects of the consultation on undertakings’
reporting and disclosure obligations.

In addition, EIOPA gave initial thought to guidelines and
recommendations on the supervision of third-country branches.

Third-country supervisory systems

‘ Equivalence test. On the basis of a call for advice from the Commission, EIOPA was
asked to assess the equivalence of the supervisory regimes of
Switzerland, Bermuda and Japan with Solvency II. It assessed
equivalence in relation to Articles 172 (reinsurance), 227 (group
solvency) and 260 (group supervision) of the Solvency II
Framework Directive in the case of Switzerland and Bermuda and
in relation to Article 172 (reinsurance) in the case of Japan.

EIOPA's equivalence findings have an impact on solvency
requirements for European primary insurance and reinsurance
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undertakings that enter into contracts with reinsurers from the
third countries in question, as well as for insurance groups that
operate in both the EU and the third countries in question. The
findings are therefore of considerable financial significance for the
insurance undertakings concerned. The tests were conducted by
the EIOPA Equivalence Committee, with BaFin being significantly
involved.

More specifically, EIOPA submitted the following advice:
Switzerland’s supervisory regime is rated “equivalent” to Solvency
IT overall, albeit with certain, relatively small caveats. Japan was
rated as “equivalent, but with certain caveats” in the supervision of
reinsurance undertakings. EIOPA rated Bermuda’s supervisory
regime as “not equivalent” with regard to captives and “equivalent,
but with certain caveats” in the supervision of commercial insurers.
EIOPA formally resolved the advice regarding the three equivalence
tests on 20 October 2011 and then sent it to the European
Commission.

In 2012, EIOPA will examine the legal provisions of those third
countries that are potentially eligible to be covered by the
transitional provisions for third countries in relation to solvency
calculations under Solvency II (equivalence transitional measures).
The European Commission has drawn up a list of candidates. In
principle, third countries’ participation in the exercise is voluntary.
However, the Commission can and presumably will also subject
third countries that only cooperate to a limited extent to an
analysis on the basis of information in the public domain. EIOPA’s
provisional equivalence decisions are also of considerable relevance
for German insurers and insurance groups, as the supervision of
insurers from third countries covered by the transitional provisions,
including the supervision of the parent undertaking of an insurance
group, is recognised as equivalent in the EU and reinsurers from
these countries do not have to provide collateral.

Qualitative requirements and reporting obligations

Between 7 November 2011 and 20 January 2012, EIOPA held
public consultations on the drafts of two initial papers, which it
subsequently revised. These concerned the technical standards,
the guidelines and recommendations on undertakings’ reporting
and disclosure obligations and the related quantitative reporting
templates, and guidelines and recommendations on the Own Risk
and Solvency Assessment (ORSA). Both issues enjoy a certain
exceptional status that has enabled public consultations to be held
ahead of the publication of the delegated acts. The ORSA paper is
not affected by the delegated acts, as these do not contain any
provisions elaborating on the Framework Directive that concern
ORSA. As regards the reporting and disclosure obligations,
undertakings and supervisory authorities require a certain lead
time, as they must put in place an IT infrastructure to ensure
reliable and timely reporting. The work on the reporting templates
must therefore be completed as quickly as possible. The
consultation on the solo and group templates marks the end of a
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development phase which had been initiated by EIOPA’s
predecessor, the Committee of European Insurance and
Occupational Pensions Supervisors (CEIOPS), in 2010 and which
has involved the close participation of representatives of the
European insurance industry. No further public consultations are
expected before mid-2012.

BaFin maintains intense dialogue with insurance
undertakings

In 2011, BaFin held two conferences on Solvency II with the
participation of the Federal Ministry of Finance. These were
addressed primarily at insurance undertakings. The theme of the
discussion on 7 June was “Solvency II — too complex for small and
medium-sized insurers?” and was geared specifically to this target
group. The event showed that the undertakings place great hope in
the proportionality principle. Undertaking representatives berated
the high level of complexity of the quantitative requirements of
Solvency II, which they say will lead to an increase in costs and
premiums. They are calling for adequate simplifications. As regards
the qualitative requirements in the area of business organisation,
more flexibility was demanded for small and medium-sized
insurance undertakings, which representatives claim would
otherwise be overburdened by the organisational requirements.
Undertaking representatives also expressed fierce criticism of the
planned reporting obligations to the supervisory authority, which
are not felt to be proportionate. BaFin explained options and limits
associated with the proportionality principle and outlined the
current measures and initiatives to simplify the Solvency II
Framework Directive, which it has supported and will continue to
support.

At the event on 13 October, BaFin provided information on current
developments relating to Solvency II. A representative of the
European Commission outlined the objectives of Solvency II and
described the amendments the European Commission has made to
the drafts of the implementing measures. The QIS 5 results have
now been taken into account, he explained, reducing the
complexity of the provisions in many areas, such as provisions,
own funds and the calculation of solvency capital requirements
using the standard formula. A representative of the Federal
Ministry of Finance explained the project risks associated with any
further postponement of the implementation period for Solvency II
and provided information on the status of the implementation
project at national level. Solvency II came under fire at this event,
too. For example, there were calls for the complexity of the
framework to be further reduced. Participants also saw a need for
action with regard to high volatility in the yield curve, which they
say must be avoided. They likewise called for a workable
transitional arrangement and a proportionately designed framework
so that small and medium-sized insurance undertakings are not
overburdened. BaFin endorsed these calls. The main criticism of
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. Powers of the ESAs.

the draft implementing act was that consideration of the
proportionality principle by the supervisory authority has not been
expressly enshrined in the draft act to amend the Insurance
Supervision Act. BaFin does not see this as a problem from a legal
perspective.

4 European supervisory
structure

On 1 January 2011, the three European Supervisory Authorities
(ESAs) started work: the European Banking Authority (EBA) based in
London, the European Insurance and Occupational Pensions
Authority (EIOPA) based in Frankfurt am Main and the European
Securities and Markets Authority (ESMA) based in Paris. The three
ESAs are the legal successors to the former Level 3 committees, the
Committee of European Banking Supervisors (CEBS), the Committee
of European Insurance and Occupational Pensions Supervisors
(CEIOPS) and the Committee of European Securities Regulators
(CESR), and have their own legal personality. Alongside the national
supervisory authorities, they are responsible for institutional and
market supervision, also referred to as microprudential supervision.
Macroprudential supervision, i.e. the supervision of the stability of
the financial system as a whole, is performed by the European
Systemic Risk Board (ESRB) based in Frankfurt am Main. The ESRB
is hosted by but independent of the European Central Bank (ECB)
and does not have its own legal personality.

Through this European System of Financial Supervision (ESFS),
European lawmakers aim to drive forward the harmonisation of
financial supervision in Europe and ensure the consistent

application of supervisory rules in the single European market.

To this end, the three ESAs can issue non-binding guidelines and
recommendations; however, national supervisors must give reasons
if they do not comply with them. The EBA, EIOPA and ESMA can also
draft binding regulatory and implementing technical standards, which
are then adopted by the European Commission. The areas in which
the ESAs can develop technical standards are set out in the
directives for the individual financial sectors. Subject to certain
conditions, the three authorities also have powers to take direct
action against financial institutions, namely when national
supervisors fail to apply EU law or apply it incorrectly, to settle
disagreements between national supervisors, or in crisis situations.

However, direct action only becomes possible once a multiphase
procedure has been followed: firstly, the ESAs contact the national
supervisory authorities to ensure that these take the measures



« back to contents

III International issues 73

. Organisation of the ESAs.

. Board of Supervisors.

. Management Board.

. Board of Appeal.

‘ Joint Committee.

necessary to respond to developments that pose the risk of a crisis
or to remedy a breach of EU law, for example. Only if the national
authorities fail to do so can the EBA, EIOPA and ESMA take a
decision that is directly applicable to a particular financial
institution, subject to strict conditions.

The ESAs are each represented by a Chairperson and managed by
an Executive Director, who discharge their duties independently
and for a term of office of usually five years. Each of the three
ESAs also has a Board of Supervisors and a Management Board. In
addition, there is a joint Board of Appeal and a Joint Committee for
all three authorities.

The decision-making body of each ESA is its Board of Supervisors.
The voting members of this Board are the heads of the 27 national
supervisory authorities. As a rule, the Board of Supervisors takes
decisions by simple majority voting according to the principle of
one member, one vote.

Exceptions to this rule include decisions on the development of
technical standards, the drafting of guidelines and
recommendations, and matters related to ESA budgets. These
decisions are taken by qualified majority voting. Decisions by
which the ESAs settle disputes between national supervisors with
binding effect are also subject to separate voting rules. For certain
tasks that are assigned to them, the Boards of Supervisors can
engage internal committees and bodies.

The Management Boards of the EBA, EIOPA and ESMA each have
seven members: the Chairperson of the ESA in question and six
other members, who are elected by the voting members of the
Board of Supervisors and from among its members. The
Management Boards perform administrative tasks and ensure that
the European authorities carry out their mandate and perform the
tasks assigned to them, for example by proposing an annual work
programme.

If Union law is breached, in crisis situations and to settle
disagreements between national supervisory authorities in
cross-border situations, the ESAs may adopt decisions that are
binding on the authorities or institutions concerned, subject to
certain conditions. National and legal persons directly and
indirectly affected may appeal against these and other decisions
taken by the ESAs. For reasons of efficiency and consistency, it
was decided to set up one joint Board of Appeal for the three
ESAs; however, this is independent of the management and
regulatory structures. The decisions of the Board of Appeal can
themselves be appealed before the Court of Justice of the
European Union.

The Joint Committee provides a forum for regular and close
cooperation among the three ESAs. Its members are the
Chairpersons of the ESAs and the Chairpersons of the Joint
Committee’s four subcommittees. At present, the subcommittees
are working primarily on the development of measures to improve
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the supervision of financial conglomerates, combat money
laundering, identify cross-sectoral risks and promote consumer
protection. The Joint Committee’s prime objective is to ensure that

all three ESAs act in a uniform manner.

EBA

The EBA is a banking supervisor. It is chaired by Andrea Enria and
managed by its Executive Director, Adam Farkas. The internal

organisational structure is as follows:

Figure 14
Structure of the EBA
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Source: BaFin graphic based on EBA sources

BaFin is represented on both the EBA’s Management Board and its
Board of Supervisors by BaFin’s Chief Executive Director of Banking

Supervision, Raimund Rdseler.

The following internal committees have been used to date:

e The Standing Committee on Oversight and Practices (SCOP)
advises and supports the EBA in establishing a common
supervisory culture, in ensuring that the supervisory colleges
function in a coherent manner, in preparing uniform assessments
and making decisions, in drafting high-quality technical standards
or guidelines and recommendations, and in continually assessing

and monitoring risks in the banking sector.
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Figure 15

Structure of EIOPA

e The task of the Standing Committee on Regulation and Policy
(SCREPOL) is to support the EBA in drawing up binding and
non-binding rules for banking supervision, for the recovery and
resolution of banks, and for payment and e-money transactions.

e As its name indicates, the Standing Committee on Accounting,
Reporting and Auditing (SCARA) advises and supports the EBA in
the area of accounting, reporting and auditing.

e The main aim of the Standing Committee on Financial Innovation
(SCFI) is to advise and support the EBA in monitoring innovative
and existing financial activities and in the area of consumer
protection in this context.

Since it was established, the EBA has published initial guidelines
and recommendations on internal governance and recapitalisation,
for example. At present, the EBA is drafting the first binding
regulatory and implementing technical standards, which the
European Commission must adopt in the course of 2012.

EIOPA

EIOPA is responsible for both insurance and occupational pensions.
EIOPA is chaired by Gabriel Bernardino and managed by Carlos
Montalvo in his capacity as Executive Director. EIOPA’s internal
structure is as follows:

Chair
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‘ EIOPA addresses consumer protection.

‘ EIOPA sets up stakeholder groups for
insurance and occupational pensions.

The Chief Executive Director of Insurance Supervision, Gabriele
Hahn, represents BaFin on EIOPA's Board of Supervisors.

EIOPA currently has ten standing committees, the Review Panel
and three task forces. Half of the committees deal with issues
related to Solvency II. Other committees focus on occupational
pensions, financial stability, consumer protection and financial
innovation, issues related to IT and data collection and storage,
and EIOPA’s internal quality control. The task of the Review Panel
is to regularly subject all or some of the activities of the competent
national supervisory authorities to a comparative analysis known
as a peer review on EIOPA’s behalf.

EIOPA has renamed the former CEIOPS Committee on Consumer
Protection, adding “and Financial Innovation” to the name, as the
EIOPA Regulation covers this, too. This Committee deals not only
with conventional areas of consumer protection such as consumer
complaints handling or the disclosure of practices in the sale of
certain products, but also with financial literacy and education
initiatives, for example.

The regulations establishing the three ESAs also provide for
stakeholder groups to be set up to facilitate consultation in the
areas of relevance to the authorities. Based on its remit, EIOPA
has set up two stakeholder groups: one for insurance and
reinsurance, and one for occupational pensions.

The stakeholder groups may submit opinions or advice to EIOPA on
any issue related to EIOPA’s duties. The main focus of this advice
is on the binding technical standards drafted by EIOPA, the
authority’s guidelines and recommendations, and its tasks in
relation to the common supervisory culture, peer reviews and the
assessment of market developments. Both stakeholder groups
were established at the beginning of March 2011. They each have
30 members.

ESMA

ESMA started work in the area of securities supervision under the
chairmanship of Steven Maijoor and the management of Executive
Director Verena Ross. Karl-Burkhard Caspari, BaFin’s Chief
Executive Director of Securities Supervision, represents BaFin on
the Board of Supervisors. He is also a member of ESMA’s
Management Board. ESMA’s internal structure is as follows:
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Figure 16

Structure of ESMA

Chair ]
Steven Maijoor Internal Audit
Executive Director o
Verena Ross Communications
Markets Investment and Operations | Credit Rating
Division Reporting Division Division Agencies Unit
| Secondary _ Investors | L . N
Markets Protection Administration I Ecqnoml-c Resea-r_ch /
Financial Stability
Unit
L Post- | Investment . )
Trading Management TlnEres
|| Legal / Cooperation
| Market [ o || o Convergence Unit
Integrity ntermediaries

Source: BaFin graphic based on ESMA sources

Corp. Finance
and Reporting

ESMA discharges its duties relating to markets and
investment/reporting through the following committees in
particular:

e The Secondary Markets Standing Committee (SMSC) deals with
the structure, transparency and efficiency of secondary markets
for financial instruments.

e The ESMA-Pol Standing Committee carries out tasks relating to
market supervision, enforcement of mandatory requirements and
prohibitions under securities law, and cooperation between
national supervisory authorities. It also deals with all issues
relating to the regulation of short selling.

e Work on the clearing and settlement of transactions in financial
instruments is carried out by the Post-Trading Standing
Committee (PTSC).

e The Investor Protection and Intermediaries Standing Committee
(IPISC) deals with all issues related to the provision of
investment services.

e The Financial Innovation Standing Committee (FISC) is tasked
with capturing new consumer trends and financial innovations,
with the aim being to promptly identify developments or products
of concern and examine whether they pose risks to retail
investors or system stability. In doing so, the FISC relies on data
provided by national supervisory authorities. The results serve to
prepare a broad range of measures from warnings through to
product bans. ESMA divides the work associated with these
measures with national supervisors to the extent that specific
rules and regulations (such as MiFID) empower them to do so.
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‘ ESMA registers and supervises
rating agencies.

ESRB completes important work on
content and identifies risks.

e The Investment Management Standing Committee (IMSC) deals
with issues related to collective investments.

e The Corporate Finance Standing Committee (CFSC) is primarily
responsible for issues related to the Prospectus Directive?,
transparency and corporate governance.

e The Corporate Reporting Standing Committee (CRSC) addresses
all financial accounting and reporting issues.

ESMA is supported by other bodies in addition to these Standing
Committees.

Besides the policy work carried out by the Standing Committees,
ESMA has been responsible since July 2011 for registering and
supervising credit rating agencies (CRAs).?® ESMA also maintains a
central repository in which information regarding credit ratings and
the rating agencies’ previous rating activities is stored and
published. ESMA is supported in this area by the CRA Technical
Committee.

ESRB

The ESRB also started work in January 2011. It supplements the
new European System of Financial Supervision and monitors the
stability of the financial system as a whole by analysing systemic
risks, issuing early warnings about them and recommending
measures to remedy them. The macro supervision conducted by
the ESRB dovetails with the micro supervision for which the EBA,
EIOPA and ESMA are responsible. The ESRB therefore makes a
significant contribution to the safety and stability of the European
financial system.

BaFin is represented at the ESRB by its President, Dr. Elke Kdnig,
who is not a voting member of the ESRB. BaFin employees are
active in various ESRB working groups. The Board has already
completed some important work on content. This includes a public
recommendation on lending in foreign currencies as well as a
number of evaluations and assessments of European and national
legislative plans. A further focus was on establishing an
institutional framework and a toolkit for macroprudential
supervision.

?” Directive 2003/71/EC, O] EU L 345, p. 64 et seq., amended by Directive
2010/73/EU, OJ EU L 327, p. 1 et seq.
% See p. 82.
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. IMF assesses German financial sector.

. IMF emphasises importance of the
German banking system.

5 FSAP assessment

The Financial Sector Assessment Program (FSAP) initiated in
1999 is a joint programme of the International Monetary Fund
(IMF) and the World Bank. It serves to identify potential
vulnerabilities in the financial sectors of IMF member countries and
to recommend a course of action. The FSAP scrutinises the legal
framework and the resilience to a crisis of the financial sectors in
the member country in question. The IMF examines to what extent
the supervisory authorities of the G20 member states are
observing the international standards of the Basel Committee, the
IAIS, IOSCO and the CPSS. In addition, stress tests are performed
in the banking and insurance sectors. FSAP assessments are to be
carried out roughly once every five years. Germany was first
assessed in 2003. The IMF does not have any powers of
intervention. However, at their summits in London and Pittsburgh
in 2009, the G20 heads of state and government pledged to
strengthen the global financial system through suitable measures
and reforms.

At the beginning of 2011, the IMF subjected the German financial
sector to an FSAP assessment. In response to the financial crisis,
the IMF was particularly interested in banking supervision and the
banking sector. The FSAP mainly comprised discussions with BaFin,
the Deutsche Bundesbank and the Federal Ministry of Finance
(Bundesministerium der Finanzen - BMF) as well as with
undertakings and associations. In addition, BaFin, the Bundesbank
and the BMF, which was in overall charge of the assessment, had
to complete self-assessments and questionnaires on German
financial supervision. The IMF assessment took a good two weeks.
During this time, a total of 14 assessors from the IMF and other
supervisory authorities were in Germany for discussions and
interviews. The IMF published the results of the FSAP in a report
on its website.

In their report, the IMF assessors emphasised the international
importance of the German banking system. They therefore also set
a rigorous benchmark. In the final analysis, the FSAP assessment
provided important impetus for improving banking supervision in
Germany. BaFin has already responded to some of the IMF's
criticisms, for example by setting up a section for IT auditing
standards in Banking Supervision’s Basic issues department. BaFin
and the Bundesbank are tackling other criticisms jointly.

In some cases, however, BaFin found the IMF’s judgement difficult
to understand: based on the small number of supervisory capital
add-ons, for example, the IMF has concluded that BaFin is not
implementing the applicable capital requirements effectively
enough. This kind of analysis focuses purely on the number of
supervisory measures instead of gauging supervisory success
based on institutions’ actual capitalisation.
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. FSAP assessment of the
insurance sector.

. FSAP assessment of
securities supervision.

. Joint Forum publishes

principles for the supervision
of financial conglomerates.

In their assessment of insurance supervision, the IMF assessors
found that the IAIS Core Principles are observed and implemented
to a very high level. This view is all the more important given the
high demands the IMF makes of Germany as a result of its pioneer
pioneering role and market power. The risk-based supervisory
approach and the preparations for the introduction of Solvency II
in 2013 were also a topic of discussion, as were BaFin’s analysis of
the insurance market and its crisis management.

The IMF also found securities supervision to be of a high standard
in the FSAP assessment. It assessed both the IOSCO Principles of
Securities Regulation and the IOSCO-CPSS Recommendations for
Central Counterparties. The central counterparty in Germany is
Eurex Clearing AG. The IMF confirmed that the vast majority of the
standards relevant to securities supervision are fully implemented
in supervisory practice. The IMF also supported the plan for stricter
regulation of the “grey” capital market. BaFin likewise received
support for its efforts to make supervision more risk-oriented. The
IMF recommended increasing the use of on-site inspections at
regulated undertakings. It mentioned several opportunities for
improvement which are already the subject of regulatory work at
European level, one example being the supervision of central
counterparties as part of the regulation of OTC derivatives
markets.

6 Financial conglomerates

Founded in 1996, the Joint Forum is the joint working committee
of the International Association of Insurance Supervisors (IAIS),
the International Organization of Securities Commissions (I0SCO)
and the Basel Committee on Banking Supervision (BCBS), the
global standard-setters. The Joint Forum brings together
supervisors from 13 countries to deal with issues related to
financial conglomerate supervision from a cross-sector perspective.
Among other things, this aims to improve supervisors’
understanding of the other sectors.

Last year saw the introduction of some important changes in the
regulation of financial conglomerates at both global and European
level.

Promptly at the end of the year, the Joint Forum released for
consultation the revised and extended principles for the supervision
of financial conglomerates after obtaining the approval of its parent
organisations, the BCBS, the IAIS and IOSCO. The updated version
of the 1999 principles had been adopted at the Joint Forum’s
meeting in Berlin at the beginning of November 2011 after one and
a half years of negotiations. The aim of the amended principles is
to establish an effective and consistent global supervisory
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Conglomerates Directive.

framework for financial conglomerates that also captures risks
arising from unregulated financial activities and undertakings. The

principles provide for a clear legal framework and adequate powers

and resources for effective financial conglomerate supervision.
They also stress the importance of cooperation among all the
supervisory authorities responsible for a financial conglomerate.
The Joint Forum has added several principles on corporate
governance. It has also drawn up new principles on capital
management, internal capital planning processes and liquidity
management, and set out requirements for risk management.

The Joint Committee on Financial Conglomerates (JCFC) is a
subcommittee of the Joint Committee, which was established
alongside the three European supervisory authorities, the EBA,
EIOPA and ESMA, to ensure cross-sectoral convergence. Among
other things, the JCFC’s work aims to ensure that the Financial
Conglomerates Directive is implemented fully and consistently
throughout the individual member states. The JCFC existed as a
joint committee of European banking and insurance supervisors
even before the European System of Financial Supervision was
established.

At European level, the directive amending the Financial
Conglomerates Directive® entered into force on 9 December 2011.
The aim of this amending directive is to close gaps in financial
conglomerate supervision and to bring the Financial Conglomerates
Directive into line with the new European supervisory structure.
The rules governing the supervision of large financial
conglomerates have been tightened, while small financial
conglomerates have been granted an additional option to obtain
exemption from supplementary supervision under the Financial
Conglomerates Directive. The amendments are based on the
proposals put forward by the Joint Committee on Financial
Conglomerates (JCFC) in October 2009 in response to a call for
advice from the European Commission. In addition, alternative
investment fund managers in accordance with the AIFM Directive
have also been included in the scope of the Directive at the
request of the European Parliament and member states have been
given the opportunity to perform stress tests at financial
conglomerate level.

The focus in the year under review was on the work on a further
call for advice from the European Commission regarding the
Financial Conglomerates Directive. On 20 April 2011, the
Commission had asked the JCFC, which is currently being chaired
by BaFin, to submit concrete proposals for a further, thorough
revision of the Financial Conglomerates Directive by summer 2012.
More specifically, this concerns the supervisory requirements for
the internal governance of financial conglomerates, effective

» Directive 2011/89/EU, OJ EU L 326, p. 113 et seq., Directive 2002/87/EC, OJ EU
L 35, p. 1 et seq.
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. Third-country supervisory systems
tested for equivalence.

sanctioning options and the scope of the Directive. For example, it
is planned to extend the scope by including special purpose
vehicles (SPVs), special purpose entities (SPEs) and insurance
ancillary services in the supplementary supervision of financial
conglomerates.

7 Rating agencies

2011 was dominated by the practical implementation of the
amended EU Credit Rating Agencies Regulation (CRA II)*, which
entered into force on 1 June 2011. Under this Regulation, ESMA
has been responsible for the supervision of rating agencies since
1 July 2011. However, rating agency applications for registration
received by national supervisors before 7 September 2010 were
fully dealt with by the colleges of national supervisors set up
specifically for this purpose.®* ESMA had only a coordinating and
advisory role in this. The European subsidiaries of the large rating
agencies Standard & Poor’s Ratings Services, Moody’s Investors
Service, Fitch Ratings and Dominion Bond Rating Service were
registered on 31 October 2011 and have since been under the
supervision of ESMA in the EU.

In addition to registering the agencies, one key task for national
supervisors, or later ESMA, was to examine the legal and
supervisory systems of third countries. This had to be done in
order to ensure that ratings prepared in the countries concerned
meet the requirements of the EU Regulation. Only if it is decided
that they do may those ratings continue to be used for regulatory
purposes within the EU (endorsement).

The third-country ratings used in the EU consist mainly of ratings
from the large, globally active rating agencies. Due to the
time-consuming process of examining third-country systems, ESMA
granted an initial transition period of three months following the
registration of those agencies (until 31 January 2012) and
extended this period by a further three months until 30 April 2012.
During this transition period, third-country ratings could continue
to be used for regulatory purposes within the EU even if the
examination of the legal and supervisory system in the country
concerned had not been completed. After 30 April 2012, these
third-country ratings may no longer be used unless ESMA
determines that the requirements in the third country are
equivalent to those in the EU and the agencies in the country in
question are registered and supervised. In addition, ESMA must
have entered into a cooperation agreement with the
supervisory authority in the third country.

* EU 513/2011, OJ EU L 145, p. 30 et seq.
** See chapter I.
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to be reviewed again.

In the period to 2011, it was only possible to examine the legal
and supervisory systems of Japan (2010) and Australia (2011).
Ratings from these countries can be endorsed. One of ESMA’s main
tasks in 2012 is to complete the examination of the legal and
supervisory systems of other countries outside the EU. So far, the
systems of the USA, Canada, Hong Kong, Singapore, Mexico, Brazil
and Argentina have been fully checked. Ratings from these
countries can also be endorsed.

On 15 November 2011, the Commission presented a proposal for a
further amendment of the EU Credit Rating Agencies Regulation
(CRA III). This mainly contains amendments or changes in relation
to the following:

e reducing the reliance of supervisors and the industry on external
ratings;

e restricting opportunities to hold equity interests in rating
agencies;

e rotating rating agencies within certain periods;

e the examination of amended or new rating methodologies by
ESMA;

e special rules on sovereign ratings;

e the introduction of a European Rating Index; and

e the introduction of civil liability rules.

The Council negotiations on this started at the beginning of 2012
and are due to be completed in summer 2012.

8 Financial accounting and
reporting

The International Accounting Standards Board (IASB) is the
ultimate standard-setter in the field of financial accounting and
reporting. It develops and issues accounting principles -
International Accounting Standards (IASs) and International
Financial Reporting Standards (IFRSs) - that are applied by a large
number of companies across the world and are adopted by the
European Union. The IASB’s members are accountants, analysts
and preparers and users of financial statements.

Write-downs of Greek government bonds
Following negotiations with the Institute of International Finance
(IIF), the Greek government presented the banks and other

private creditors with its proposals for a haircut on 24 February
2012.>> As well as a cash payment, this included a provision for the

%2 See chapter VI 5.
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‘ Impairment rules still unresolved.

Hedge accounting will follow
risk management.

holders of Greek government bonds to receive new, long-dated
government bonds for the portion not covered by the debt waiver.

The bond exchange programme was an adjusting event that
affected the measurement of Greek government bonds in annual
financial statements for the year ended 31 December 2011. The
write-downs at the end of 2011 of Greek government bonds
classified under IFRSs as “loans and receivables” and
“held-to-maturity investments”, and classified as long-term
financial assets under German GAAP, exceeded the agreed 53.5%
private participation in the haircut. The higher level of write-downs
required — 70% to 80% of the principal amount was expected -
resulted from a net present value loss because the new bonds to
be issued had a lower interest rate.

IFRS 9 Financial Instruments

Following the joint presentation in January 2011 by the IASB and
the United States Financial Accounting Standards Board (FASB) of
a good book/bad book model for determining impairment losses,
discussions on the future impairment rules are focussing at present
on an approach involving three categories for determining
impairment allowances (“three-bucket approach”). Different
approaches to measuring impairment allowances are being
proposed for each “bucket”.

An asset will be allocated to the first bucket if there has been no
loss event. However, impairment allowances will be recognised
proportionately in this bucket for expected losses in the following
twelve months, based on the lifetime expected losses. In the
second (portfolio loan) bucket, full remaining lifetime impairment
losses will be recognised collectively for all those assets whose
losses cannot be measured individually. If a loss event can be
attributed to a specific asset (e.g. a loan), it is individually
impaired by a single impairment allowance in the third (individual
loan) bucket.

The details of this impairment model are currently being debated,
and no definitive model has yet been agreed. This is one of the
reasons why the IASB has now decided to postpone the effective
date of IFRS 9, which will succeed IAS 39, from 1 January 2013 to
1 January 2015.

The underlying approach in the Hedge Accounting Exposure Draft
is to align hedge accounting more closely with risk management
and thus enhance the link between the two objectives. The IASB is
in the final phase of the Hedge Accounting project, although macro
hedge accounting has initially been carved out of the project.
Because banks mainly use macro hedges to hedge interest rate
risk, it is not possible at this point to reach a conclusive
assessment of the planned revision of the IFRS 9 hedge accounting
rules. However, it is already evident that the IASB has addressed
much of the criticism levelled at IAS 39 - which still continues to
govern hedge accounting - in the course of its work so far.
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‘ Debate about volatility.

The initial exposure drafts issued by the IASB and the FASB
showed how difficult it might be to achieve convergence in the field
of financial reporting, but the gap between the two
standard-setters is now narrowing. The FASB has adopted some of
the IFRS 9 recognition and measurement rules. This is also evident
from the rules governing the measurement of impairment losses
on financial instruments measured at amortised cost, where the
two standard-setters are working together on the joint
“three-bucket approach”.

There are currently two concepts for hedge accounting that differ
significantly in a number of areas. It therefore remains to be seen
whether it will be possible to achieve full-blown convergence in
financial instruments accounting. The following table shows the
status of the project as at 11 April 2012:

Table 3
Revision of the accounting rules for financial instruments

IASB (IFRS 9) FASB EU endorsement
Phase I: Finalized in 2009,
Recognition and may be revisited ED No
Measurement

ED ED

Phase II: No
Impairment Revised ED announced
Phase III: ED for micro
Hedge-Accounting hedges (ED for macro ED No

hedges announced)

ED = Exposure Draft

IASB Exposure Draft on Insurance Contracts

Following the end of the comment period on 30 November 2010 for
the Insurance Contracts Exposure Draft issued by the IASB,
discussions in the course of 2011 concentrated on how to deal with
volatility in profit or loss resulting from the way the IASB is
proposing to account for technical provisions. The effects of
interest rate changes on the measurement of technical provisions
over time played a key role here.

At the end of 2011, it emerged that the IASB no longer wants to
recognise the effects of changes in interest (discount) rates on the
measurement of liabilities in profit or loss, but rather in other
comprehensive income (OCI). This would eliminate the existing
volatility in profit or loss resulting from the measurement of
technical provisions. BaFin will continue to support the IASB in
adopting a final insurance standard as quickly as possible.
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To avoid an accounting mismatch, especially in the balance sheets
of insurance undertakings, the IASB has also proposed a further
revision of Phase 1 of IFRS 9, a move that is expressly welcomed
by BaFin.

EU: Proposed revision of audit rules

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 consultation resulted in two
legislative proposals that were published by the European
Commission on 30 November 2011: a directive amending the Audit
Directive (2006/43/EC) and a new regulation containing specific
requirements regarding statutory audit of public-interest entities.
Both proposals are part of the financial market reform programme,
and the Commission believes that they are necessary in light of the
financial crisis.

The main features of the proposed amendment to the Audit
Directive are:

e coordination of European supervision of statutory auditors by
ESMA

e creation of a single market for statutory audits by introducing a
European passport for audit firms

e application of the International Standards on Auditing (ISAs)

In its draft regulation, the Commission is also proposing
far-reaching measures for public-interest entities. The main
proposals are:

e external rotation of audit firms

e mandatory tendering for auditor selection

e prohibition on the provision by auditors of certain or all non-audit
services.

The European Commission believes that its proposed regulation
would take account of the global footprint of public-interest entities
at the level of the EU and lower the risk of regulatory arbitrage. A
regulation has direct legislative force because it takes effect
immediately it is adopted.

SEC postpones introduction of IFRSs

The work programme of the United States Securities and Exchange
Commission (SEC) for 2011 included a decision on whether to
permit the use of IFRSs for entities that are both listed and
domiciled in the USA. At the annual conference of the American
Institute of Certified Public Accountants (AICPA) in December on
national developments in accounting, the Chief Accountant of the
SEC commented that no official statement could be expected from
the SEC before 2012. The reasons he gave for this included
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insufficient progress made in the convergence efforts of the two
standard-setters, the FASB and the IASB, and the fact that the
economic impact of a switch to IFRSs had to be taken into
account. Although SEC working groups had issued two reports
analysing the use of IFRSs in practice in mid-November, he also
said that work was progressing on another report that would be
crucial for the SEC’s decision.

In 2011, the SEC also opened the debate on a “condorsement”
approach for adopting IFRSs, which would further prolong the
transition process and possibly restrict the adoption of IFRSs
by US public companies.

9 Market transparency/integrity
and prospectuses

High-frequency trading

In 2011, computer-assisted high-frequency trading was the subject
of what were in some cases critical reports in the business media.
It also received substantial attention from the main international
and European institutions, namely IOSCO and ESMA. In October
2011, IOSCO adopted a report entitled “"Regulatory Issues Raised
by the Impact of Technological Changes on Market Integrity and
Efficiency”. The focus of this report is on high-frequency trading. It
concludes with recommendations on safeguarding against potential
risks that may arise due to the technological development of
trading. Among other things, market operators should have
suitable control mechanisms in place to deal with extraordinary
market volatility; in addition, any order flow should be subject to
pre-trade controls. Regulators are required to continually monitor
the situation and, if necessary, to take further action.

At the end of 2011, ESMA published “Guidelines on systems and
controls in a highly automated trading environment”, which had
previously been released for consultation and which also deal
primarily with high-frequency trading. These guidelines aim to
increase market stability and minimise opportunities for abuse.
They set out in greater detail the current provisions in the EU
Markets in Financial Instruments Directive (MiFID) governing
safeguard mechanisms and risk management for market operators
and investment firms in light of the latest technological
developments such as high-frequency trading.

N N N 7N N 7N @ N Y



« back to contents

88

III International issues

NN NN N N

‘ I0OSCO publishes final report
on dark pools.

European Commission presents
draft of a revised MiFID.

ESMA proposes extensive changes to
prospectus law.

Dark pools

In the 2010 Annual Report, BaFin had already reported on facilities
known as dark pools that are exempt from pre-trade and, in
certain cases, also post-trade transparency requirements.** In May
2011, IOSCO adopted a report on the issue entitled “Principles for
Dark Liquidity”. This states that trading on markets should
generally be transparent. Departures from this requirement, such
as in relation to the pre-trade transparency of certain types of
order, for example, should only be possible after careful
consideration by supervisors. The latter are required to monitor
developments in their markets and intervene where necessary,
especially if the extent of dark pools gives them reason to fear an
adverse impact on the price discovery mechanism.

Revision of MIiFID

One important issue in the context of secondary markets was the
start of the work to revise MiFID*. In October 2011, following
extensive consultation in December 2010 on possible amendments
to the MIFID currently in force, the European Commission published
its proposals for the revision of MIiFID: the draft of MIiFID 2 and the
draft of the supplementary MiFIR. The proposals for MiFID also
concern high-frequency trading and provide for special measures for
both investment firms and trading venues that address the risks
associated with high-frequency trading. The draft MiFIR contains
further fundamental changes with a considerable impact on the
existing market infrastructure, such as the introduction of mandatory
trade transparency for bonds, structured finance products and
derivatives. In addition, MiFID is to create a new category of trading
platform, the organised trading facility category, which covers
previously unregulated, alternative forms of trading and is thus
intended to reduce OTC trading. Council-level negotiations on the
drafts of MiFID and MiFIR began in November 2011.

In connection with the implementation of the amended Prospectus
Directive®, which governs requirements related to the preparation
and publication of securities prospectuses and was published in the
Official Journal of the European Union in December 2010, ESMA
presented the Commission with extensive proposals for a revision
of the Prospectus Regulation®. These aim to create more
transparency through a summary that contains all key information
and allows investors to better compare different offerings. ESMA
also wishes to improve investor protection through a much more
restrictive base prospectus regime. In future, all key information is
to be contained in the base prospectus itself and not, as has been
the case so far, in the final terms, and should therefore be checked
by supervisory authorities. A base prospectus may be used for a

* See 2010 Annual Report, p. 69.

* Directive 2004/39/EC, OJ L 145, p. 1 et seq. as last amended by Directive
2006/31/EC, OJ L 114, p. 60 et seq.

* Directive 2003/71/EC, OJ EU L 345, p. 64 et seq., amended by Directive
2010/73/EU, OJ EU L 327, p. 1 et seq.

* Regulation (EC) No. 809/2004, O] EU L 149, p. 1 et seq., consolidated version dated
1 January 2009.
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number of issues and contains basic information on the issuer and
the securities with the exception of issue-specific information such
as the issue price, the interest rate, or the underlying. The latter
are not set out in the final terms until shortly before the issue and
are not checked by BaFin. To reduce bureaucratic hurdles for
issuers, ESMA also submitted proposals for reduced prospectus
requirements in relation to certain offerings or offerors. In addition
to pre-emptive issues, offers by small and medium-sized
enterprises and enterprises with low market capitalisation in
particular are to be made easier.

AIFM Directive

The Directive on Alternative Investment Fund Managers (AIFM
Directive) was published in the Official Journal of the European
Union on 1 July 2011.”” The member states must transpose it into
national law by 22 July 2013. The AIFM Directive establishes
requirements governing the authorisation of alternative investment
fund managers (AIFMs) and their supervision. An alternative
investment fund (AIF) is any collective investment undertaking
which raises capital from a number of investors, with a view to
investing it in accordance with a defined investment policy for the
benefit of those investors, and is not an undertaking for collective
investment in transferable securities (UCITS) within the meaning of
the UCITS Directive®. AIFs include, for example, private equity
funds, venture capital funds and real estate funds.

It is immaterial whether the AIF is of the open-ended or the
closed-ended type and in what legal form it was established. As
the AIFM Directive therefore also covers managers of closed-end
funds, the transposition of the AIFM Directive into national law will
result in extensive regulation of the “grey” capital market. The
AIFM Directive applies only to a limited extent to managers of AIFs
where the assets, including assets acquired using leverage (e.g.
borrowing, derivatives transactions), do not exceed €100 million in
total. A threshold of €500 million applies to AIFs that are not
leveraged and do not grant redemption rights within five years of
being established. However, AIFMs below this threshold are subject
to registration in their home member state and are required to
provide certain information to the competent authorities (e.g.
information on the principal exposures and most important
concentrations of risk). These AIFMs can also choose to opt in
under the AIFM Directive.

In many areas, the AIFM Directive delegates to the European
Commission the power to adopt delegated acts. The European
Commission asked ESMA to submit recommendations for these
delegated acts by mid-November 2011. Four task forces were
formed to draw up those recommendations: the Operating
Conditions task force, for example, which was chaired by BaFin,
developed proposals for provisions governing the conduct of

* Directive 2011/61/EU, OJ EU L 174, p. 1 et seq.
* Directive 2009/65/EC, O] EU L 302, p. 32 et seq.
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. Call to EIOPA for advice on the revision
of the IORP Directive.

business, conflicts of interest and organisational requirements as
well as on outsourcing, additional own funds and professional
indemnity insurance, investment in securitisation positions and
valuation. ESMA consulted on the recommendations drawn up by
the various task forces in summer 2011. It published the final
version of them on 16 November 2011. The Commission will adopt
the delegated acts in the course of the year.

10 Occupational retirement
provision

In April 2011, the European Commission issued a call for advice to
EIOPA, seeking proposals for possible amendments to the IORP
Directive®. The call for advice was divided into 23 individual topics
and required a response by 15 February 2012.

In its response, the draft of which had previously been released for
consultation, EIOPA advises the Commission not to extend the
scope of the IORP Directive. It also proposes a tighter definition of
the term cross-border activity and supervisory law, based on the
activities for which the home member state is responsible under
the current Directive.

Other deliberations concern the inclusion of key concepts contained
in the quantitative and qualitative rules of the Solvency II
Framework Directive in a revised IORP Directive, bearing in mind
the specific features of occupational retirement provision. The
proposals for the quantitative rules are based on the Commission’s
aim of achieving Europe-wide harmonisation of supervisory rules
governing the calculation of provisions and solvency capital
requirements for all types of institutions for occupational
retirement provision (IORP). EIOPA stresses that implementing this
aim may ultimately require a political decision.

As a possible means of implementing the Commission’s aims,
EIOPA suggests a holistic balance sheet, which is intended to
enable comparison of the IORP’s liabilities (provisions and solvency
capital) and the resources available to meet pension promises.

In addition to the IORP’s assets, resources also include the
employer’s obligation to provide further financial resources where
necessary and pension protection schemes. Other specific features,
such as the option to reduce benefits, should also be included in
the balance sheet.

In many respects, the way in which assets and liabilities in the
holistic balance sheet are calculated follows the new European
requirements for insurance undertakings (Solvency II). However, in
the case of a range of components and the calculation of those

* Directive 2003/41/EC, OJ EU L 235, p. 10 et seq.
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components, EIOPA’s response to the Commission provides for
several options. For example, as well as the option of calculating
the risk margin in accordance with Solvency II, there is also the
option that IORPs do not require such a margin at all. As regards
the technical interest rate, the response provides for the option of
calculating technical provisions using a higher rate as well as using
a risk-free rate.

The response contains the recommendation to undertake a
quantitative impact study (QIS) before taking a decision on the
form of the future quantitative requirements. The European
Commission has now asked EIOPA to undertake such an impact
study.

EIOPA's response concludes with the proposal to extend the
disclosure obligations, particularly for pure defined contribution
obligations.

In 2011, EIOPA reported on the development of cross-border
activities by IORPs within the EU and European Economic Area
(EEA). Between June 2010 and July 2011, the number of IORPs
engaged in cross-border activity rose by 8% from 78 to 84,
according to EIOPA. During this period, 11 new cross-border IORPs
were reported, while five others ceased cross-border activity. The
reasons for withdrawal vary. The number of home countries rose
from seven to nine during this period, and the number of host
countries from 22 to 23.

In April 2011, EIOPA published a report on the obligations of
institutions for occupational retirement provision to report
information to supervisory authorities. It provides an overview of
reporting obligations in EU member states and EEA signatory
states. In the report, EIOPA identifies clear differences within the
EU and the EEA. For example, some supervisory authorities receive
numerous items of information very frequently, whereas other
supervisory authorities mainly obtain information on request. The
analysis revealed that the differences within the EU and EEA can
be explained in particular by the number of institutions for
occupational retirement provision that an authority has to
supervise and the number of institutions that have to be
supervised per employee. For example, the frequency with which
information must be sent to the supervisory authority appears to
be higher in states with fewer institutions than in states with
thousands of institutions. In addition, it appears to be more
common to obtain information on request in countries where a
higher number of institutions have to be supervised per employee.
By contrast, in states with fewer institutions per employee,
information is submitted more frequently, on a monthly and
quarterly basis in particular. Annual reporting is especially relevant
for states where three to 13 institutions have to be supervised per
employee.

N N N 7N N 7N @ N Y



« back to contents

92 III International issues

NN NN N N

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 sets
international standards for the supervision of institutions for
occupational retirement provision, also has the task of promoting
international cooperation and provides a global forum for
exchanging information. BaFin is a voting member of the IOPS
Technical Committee.

. Good practices in the use of alternative ~ The global financial and economic crisis prompted IOPS and the
investments and derivatives. Organisation for Economic Co-operation and Development (OECD)

to investigate in greater detail how institutions for occupational
retirement provision use alternative investments and derivatives.
The different characteristics and risk profiles of these products, and
above all their complexity, require the use of sophisticated
methods for quantitative and qualitative risk analysis. A paper
jointly adopted by IOPS and the OECD in the year under review
illustrates how institutions for occupational retirement provision
can develop their own principles for the use of alternative
investments and derivatives and how an adequate risk
management system supports compliance with those principles.

IOPS working paper on efficient The question of what information is relevant for supervisors and

information collection. how they can best obtain that information was an issue even
before the financial crisis. IOPS looked into this question - in the
context of institutions for occupational retirement provision — and
published a working paper on generating an efficient information
policy. This paper provides a guide for supervisory authorities,
focusing in particular on the specific requirements of risk-based
supervision. With it, IOPS is therefore systematically continuing its
move to risk-based supervision.

11 Corporate governance

The prime objective of the Paris-based Organisation for
Economic Co-operation and Development (OECD) established
in 1961 is to promote economic growth and employment and raise
the standard of living. Its tasks also include strengthening financial
market stability and expanding global trade. The OECD sees itself
as a forum where the governments of the 34 member countries
can swap experiences, identify best practices and develop solutions
to problems. Through a series of standards, the OECD attempts,
among other things, to establish responsible corporate governance.
Its Principles of Corporate Governance represent the main
international standard on stock corporation law and company law.

. OECD committee continues peer Having analysed the weaknesses in corporate governance that
reviews. came to light in the crisis, the OECD’s Committee on Corporate
Governance (CCG) is now investigating the implementation of the
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OECD'’s Principles of Corporate Governance in the individual
countries (thematic peer reviews). This is intended to better
identify the problems that arise in implementing the Principles in
the member countries. A further aim is to find best practice. The
OECD’s recommendations can also help governments to implement
unpopular reforms. The results of the peer reviews are to be
incorporated in the process of updating the OECD Principles, which
is scheduled to take place in 2013. The OECD Principles, which
were revised in 2004, are one of the 12 key standards of the FSB.

In 2011, the peer review on the role of institutional investors
examined the extent to which institutional investors such as
insurers and asset management companies exercise their
ownership rights and the barriers to doing so. The background to
this is that, in 2009, institutional investors managed a total of
US$53 trillion of assets, according to the OECD. It says that, in
this respect, the effectiveness and credibility of the entire
corporate governance system will to a large extent depend on
institutional investors that can make informed use of their
shareholder rights and effectively exercise their ownership
functions in companies in which they invest. The peer review
examining the implementation of the relevant OECD Principles in
Germany, among other countries, found that although there have
been improvements in Germany in terms of facilitating the exercise
of voting rights, this primarily affects domestic investments. By
contrast, foreign investors in Germany and German investors
abroad only exercise their voting rights to a limited extent.
Although this fundamental problem is ultimately due to the
portfolio management costs incurred, further efforts are required
to facilitate the exercise of voting rights, according to the
reviewers. In this context, the CCG also recommended giving
investors clearer rules for necessary agreements. It also suggests
that clear disclosure and transparency obligations be established
and observed. In Germany, this is being achieved through the
implementation of the UCITS Directive.

The subject of the second peer review in 2011 was the protection
of minority shareholders and related party transactions. The CCG’s
recommendations aim to protect minority shareholders from
abusive actions. This is guaranteed by way of appropriate
obligations to disclose conflicts of interest, and by the monitoring
of those obligations by the supervisory board. Issues under
discussion include the disclosure of related party transactions and
the independence of the supervisory board, for example. On the
agenda for 2012 are peer reviews on “Board Nomination and
Election” and “Enforcement”.

Internal governance

In September 2011, the EBA adopted a set of guidelines on
internal governance. In contrast to corporate governance, internal
governance deals only with governance arrangements within an
institution. The guidelines do not therefore contain any provisions
regarding shareholders, for example.
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Firstly, the EBA guidelines deal with the structure and organisation
of an institution. In this context, they also introduce the
know-your-structure principle, which is intended to prevent
corporate structures from becoming opaque. Secondly, they
contain provisions regarding an institution’s management and its
supervisory or administrative board, in particular their
appointment, the qualifications of new members and the overall
composition of the bodies. In addition, the chapter on risk
management takes on board large parts of the “High Level
Principles on Risk Management” issued by the EBA’s predecessor,
the Committee of European Banking Supervisors (CEBS). The
chapter on internal control includes sections on the role of the
Chief Risk Officer (CRO) and the risk management function. The
latter were originally governed by the above-mentioned CEBS
principles. Most of the provisions have already been implemented
in Germany. The remainder are due to be implemented in 2012.

The deadline for implementing the EBA guidelines is the end of
March 2012. These guidelines had already been resolved by CEBS.
They bring together several existing sets of guidelines and develop
them further and also contain references to other guidelines that
deal with certain aspects of internal governance in greater detail,
such as outsourcing and remuneration.

12 Bilateral and multilateral
cooperation

MoUs and bilaterals

In 2011, BaFin agreed memoranda of understanding (MoUs) with a
number of other supervisory authorities. MoUs put the cooperation
between the authorities, and their exchange of information on
cross-border credit institutions, investment firms and insurance
undertakings, on a formal basis. MoUs are usually signed because
undertakings are becoming increasingly active across borders.

In the field of banking supervision, for example, BaFin signed MoUs
with the following authorities:

e the Central Bank of Armenia;

e the Superintendencia del Sistema Financiero de El Salvador;

e the Superintendencia de Bancos y de otras Instituciones
Financieras (Nicaragua);

e the National Bank of Georgia;

e the Central Bank of the Republic of Kosovo;

e the National Bank of the Republic of Macedonia;

e the National Bank of Serbia; and

e the Banking Regulation and Supervision Agency, Turkey.
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In the year under review, BaFin also signed a MoU with the State
of Connecticut Insurance Department (CID) on closer cooperation
in the field of insurance supervision. The supervisory authorities

agreed to exchange information relevant to their respective
supervisory and regulatory work. They also agreed on the

procedure for on-site inspections.

The year under review also saw BaFin sign an agreement with the

Guernsey Financial Services Commission (GFSC) covering all

financial sectors under supervision.

Table 4

Memoranda of Understanding (MoUs) in 2011

Banking supervision
Argentina
Armenia
Australia
Austria
Belgium
Brazil
Canada
China
Croatia
Czech Republic
Denmark
Dubai
El Salvador
Estonia
Finland
France
Georgia
Greece
Guernsey
Hong Kong
Hungary
Ireland
Italy (BI)

Italy (BI-Unicredit)
Jersey

Korea

Kosovo

Latvia

Lithuania
Luxembourg
Macedonia

Malta

Mexico

Netherlands
Nicaragua

Norway

Philippines

Poland

Portugal

Qatar

Romania

Russia

Serbia

Singapore

Slovakia

Slovenia

South Africa

Spain

Sweden

Turkey

United Kingdom (BE/FSA)
United Kingdom (SIB/SROs)
United Kingdom (BSC)
USA (OCC)

USA (NYSBD)

USA (FedBoard/OCC)
USA (OTS)

USA (FDIC)

USA (SEC)

Vietnam

2001
2011
2005
2000
1993
2006
2004
2004
2008
2003
1993
2006
2011
2002
1995
1992
2011
1993
2011
2004
2000
1993
1993
2005
2000
2006
2011
2000
2001
1993
2011
2004
2010
1993
2011
1995
2007
2004
1996
2008
2003
2006
2011
2009
2002
2001
2004
1993
1995
2011
1995
1995
1995
2000
2002
2003
2005
2006
2007
2010

Securities supervision

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

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

1998
1998
1999
2003
1998
2008
2003
1998
2006
1996
2011
1997
1998
1997
2001
2010
2004
2009
1999
1998
2008
2001
2009
2000
2004
2001
1997
1998
1997
2000
2008
1997
1997
2007

Insurance supervision

Australia
California (USA)
Canada

China
Connecticut (USA)
Croatia

Czech Republic
Dubai

Egypt

Estonia

Florida (USA)
Guernsey

Hong Kong
Hungary

Korea

Latvia

Lithuania

Malta

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

Romania
Singapore
Slovakia
Thailand

USA (OTS)

2005
2007
2004
2001
2011
2008
2002
2006
2010
2002
2009
2011
2008
2002
2006
2001
2003
2004
2009
2009
2007
2009
2008
2008
2004
2009
2001
2010
2005
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96 III International issues
@ weetings with other supervisory Last year, BaFin also met with representatives of other supervisory
authorities. authorities at bilaterals, some scheduled and some ad hoc. These

bilateral meetings serve to improve mutual cooperation and to

exchange information on current developments. BaFin both

received high-ranking visitors at bilaterals and organised such
meetings at the working level. The meetings are usually about

~
credit institutions or insurance undertakings that operate or
— have a branch in the countries concerned.
D |\
s \* : In the year under review, supervisory meetings were held

/ with the Cayman Islands Monetary Authority and the
ﬁ Jersey Financial Services Commission, among others.
Meetings also took place with the Austrian Financial

\ Market Authority (FMA) and Luxembourg’s Commission de

Surveillance du Secteur Financier (CSSF). In addition,
BaFin employees met with colleagues from the insurance
- supervisory authorities in France (Autorité de contrdle
prudentiel - ACP) and Italy (Istituto per la Vigilanza sulle
Assicurazioni Private e di Interesse Collettivo — ISVAP) at a
bilateral where issues related to the direction of EIOPA were
particular topics of discussion.

Technical cooperation

. Cooperation with Russia. BaFin has further stepped up its working relationship with the
Central Bank of the Russian Federation (CBR). In 2011, the
President of BaFin and the CBR representative responsible for
banking supervision met three times. Through this in-depth
cooperation, BaFin intends to address both the growing importance
of the Russian financial market and the strategic partnership
between the governments of the two countries. In December 2011,
BaFin employees made their first visit to the CBR to provide direct
help in implementing international standards and establishing a
supervisory system equivalent to those subject to European rules.

. Cooperation with China. Cooperation with supervisory authorities in China continued to
strengthen in the year under review. Several seminars and
workshops were held in both Germany and China on the basis of a
joint declaration signed by the President of BaFin and the
Chairman of the China Securities Regulatory Commission (CSRC) in
July 2010. Dialogue was also stepped up in the field of banking
supervision. Many of these meetings with the China Banking
Regulatory Commission (CBRC) and the People’s Bank of China
(PBC) were initiated or at least supported by the German Agency
for International Cooperation (Deutsche Gesellschaft fiir
Internationale Zusammenarbeit - GIZ) and the European EU-China
Trade Project. One focus of the discussions was the supervision of
rating agencies. In 2012, both sides also aim to step up dialogue
in the field of insurance supervision.

. Cooperation with Korea, In 2011, employees of Korea’s Financial Supervisory Service (FSS)
Bahrain and India. again completed multi-week internships in securities and insurance
supervision at BaFin. In September, the President of BaFin received
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. Contacts with Africa.

four parliamentarians from Seoul. The main topics of discussion at
this meeting were aspects of banking supervision and regulatory
challenges.

In the Gulf region, BaFin has a new partner in the form of Bahrain.
Meetings were held with colleagues from the Central Bank of
Bahrain (CBB), focusing on securities supervision and Islamic
financial services.

In the year under review, two delegations from the Securities and
Exchange Board of India (SEBI) were guests of BaFin in Frankfurt
am Main. The high-ranking delegation was received by the Chief
Executive Director of Securities Supervision. The delegates were
interested in administrative law at BaFin and in issues related to
takeover law. In the year under review, BaFin also continued to
collaborate with the officials responsible for insurance supervision
at the National Bank of Serbia (NBS), the State Commission for
Regulation of Financial Services Markets in Ukraine (SCRFSMU) and
the Central Bank of Armenia (CBA).

At the invitation of the World Bank, two BaFin employees attended
the workshop on “The African Approach to the Implementation of
International Standards for Banking Supervision and the Basel
Capital Framework”. The conference was held in the Ugandan
capital, Kampala. The main theme was the harmonisation of
supervisory standards with the aim of stabilising and strengthening
the East African economic area. Through the GIZ, BaFin also kept
up contact with the financial services supervisor in Senegal
(Direction de la Réglementation et de la Supervision des Systemes
Financiers Décentralisés) in 2011.

European Supervisor Education Initiative

Since 2009, BaFin has been a member of the European Supervisor
Education Initiative (ESE). The ESE Initiative aims to offer financial
supervisors in Europe high-level training in accordance with
uniform standards. With this aim in mind, it combines experiences
drawn from supervisory practice with academic findings. Besides
BaFin, the founding members of the ESE Initiative were the
Bundesbank, the Osterreichische Nationalbank (OeNB) and the
University of Frankfurt’s Goethe Business School. Since then, the
central banks of Luxembourg and the Czech Republic have also
joined. In 2011, the ESE held a total of 19 seminars, including a
seminar on supervisory colleges organised by BaFin. A further 20
seminars are planned for 2012 on topics such as the supervision of
rating agencies, the requirements of Basel III and risk models at
banks.

As well as seminars, the ESE also holds a biennial conference
involving high-ranking representatives of supervisory authorities
and central banks as well as experts from academia and industry.
The 2011 ESE conference on financial crises and the challenges for
supervision was organised by the Banque Centrale du Luxembourg.
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Gabriele Hahn,
Chief Executive Director
of Insurance Supervision®

' Considerable amendments necessary.

IV Supervision of insurance
undertakings and pension
funds

1 Bases of supervision

1.1 Implementation of Solvency II

The government draft for the Tenth Act Amending the Insurance
Supervision Act (Zehntes Gesetz zur Anderung des Versicherungs-
aufsichtsgesetzes) was published on 15 February 2012. This is
designed to transpose European Directive 2009/138 on the
taking-up and pursuit of the business of insurance and reinsurance
(Solvency II Framework Directive)* into German law. The draft bill
currently proposes that the Act will come into effect on 31 October
2012. This is also when the transposition period ends under
applicable law (Article 309 of the Solvency II Framework Directive).

BaFin has been providing in-depth support to the Federal Ministry of
Finance (BMF) since mid-2010 to prepare for the new Act. BaFin’s
proposals were initially incorporated into the first draft of the new
Insurance Supervision Law, which was discussed in late summer
2011 and subsequently revised, again with support from BaFin.

Transposition of the directive into national law will require
substantial amendments to the Insurance Supervision Act
(Versicherungsaufsichtsgesetz — VAG), but will also entail
consequential amendments to a range of regulations. What is
making the transposition work more difficult is the fact that
amendments to the Framework by the Omnibus II Directive* are
still expected. In addition, the implementing measures that will
flesh out the details of the directives have still not been issued.

Implementation of the directive sticks closely to the requirements
set out therein and reflects the common understanding of these
developed at the level of the European Insurance and Occupational
Pensions Authority (EIOPA). The existing supervisory rules will only
be modified to the extent necessary to implement the Solvency II
Directive. The content of the recast text - meaning that part of the

4 Chief Executive Director of Regulatory Services/Human Resources since June 2012.

“ 0] EU L 335, p. 1 et seq. See chapter III 3 for further information on the Solvency
IT Framework Directive.

“ Directive of the European Parliament and of the Council amending Directives
2003/71/EC and 2009/138/EC in respect of the powers of the European Insurance
and Occupational Pensions Authority and the European Securities and Markets
Authority of 19 January 2011. See chapter III 3 for further information on the
Omnibus II Directive.
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. Future VAG will cover three different
supervisory regimes.

. Further preparations for Solvency II.
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directive that is taken over from earlier directives and has already
been transposed into national law - remains almost unchanged.

The future VAG will cover three different supervisory regimes:
firstly, requirements governing insurance undertakings that fall
within the Solvency II regime. Secondly, requirements covering
undertakings not falling within the scope of Solvency II. On the
one hand, these include funeral expenses funds and small
insurance undertakings that will continue to be governed by the
existing rules (Solvency I) because of their size. On the other (the
third supervisory regime), this relates to Pensionskassen and
pension funds, which - as institutions for occupational retirement
provision - are subject to their own directive-based regime. The
European Commission intends to publish a proposal for revising the
Pension Funds Directive in the third quarter of 2012. Preliminary
work on this is already underway.

The new VAG will entail significant changes for undertakings
governed by Solvency II. These relate in particular to capital and
own funds requirements, the measurement of assets and liabilities,
as well as supplementary rules governing business organisation
and reporting and disclosure obligations. Additionally, the
undertakings can, in future, calculate their solvency capital
requirements either using a standard model or a company-specific
internal model to be approved by BaFin. Further amendments
relate to the investment principles and the prudential regime for
groups, which will put the supervision of groups on a new footing.

The existing supervisory regime will continue to apply in large part
to the Pensionskassen and pension funds not covered by Solvency
I1, and to small insurance undertakings and funeral expenses
funds. This applies in particular with regard to quantitative
requirements such as capital requirements, the own funds rules
and the technical provisions. The qualitative requirements
governing business organisation will be modified slightly to bring
them in line with the Solvency II principles. Examples include the
requirement for a transparent organisational structure with a clear
allocation of responsibilities and an appropriate separation of
functions that will be incorporated into the new law, the
preparation of written internal policies on various areas and a more
detailed breakdown of the requirements to be met by the risk
management system. These and other qualitative requirements are
already set out in Circular 3/2009 (VA)*, but will in future be
addressed directly in the Act. However, the affected undertakings
will not be required to establish an actuarial function, nor will they
have to have a compliance function. In terms of reporting
obligations, the existing rules will continue to apply to these
undertakings, and the new disclosure requirements based on the
Solvency II rules will not apply to them.

The Omnibus II Directive that is currently being negotiated at EU
level is designed to further amend the Solvency II Framework

# Circular on Minimum Requirements for Risk Management in Insurance Undertakings
(Mindestanforderungen an das Risikomanagement VA - MaRisk VA).
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New rules for equity interests
and funds.

. Stricter quality standards for funds.

Directive. Among other things, the period for transposing the
directive into national law by the member states will be extended
to 31 March 2013 and the application of Solvency II in full by the
insurance undertakings will be put back to 1 January 2014.
Undertakings will only be able to file certain applications starting in
mid-2013, for example regarding internal models, ancillary own
funds and the classification of basic own funds that are not
contained in the lists drawn up by the Commission. However,
negotiations are still in progress. 2013 will therefore be a
transitional year of trials and tests in which undertakings will for
the first time have to submit some reports in accordance with the
Solvency II requirements. The task of the supervisory authorities
during this period will be to establish how well-prepared the
undertakings are for Solvency II and to urge them to undertake
the steps still necessary for implementation by the required
deadline.

1.2 New Investment Circular

On 15 April 2011, BaFin published its new Circular 4/2011 (VA)
containing guidance on the investment of restricted assets held by
insurance undertakings. The new circular replaces Investment
Circular 15/2005 (VA), which had to be revised in particular
because of the amendments to the Investment Regulation
(Anlageverordnung - AnlV) in 2007, 2010 and 2011.

In the circular, BaFin comprehensively revised the sections on
equity interests and investment funds in particular. For future
investments, for example, it has defined the concept of equity
interests in greater detail: investees must now additionally enter
into business risks and have a business model. The latter case can
be assumed, for example, if the enterprise value - unlike that of
e.g. a securities fund - is not composed exclusively of the total of
the net asset values held by the company. By contrast, the
purchase and sale as well as the management of financial
investments within an investee do not constitute a business model
that entails business risk. The narrower interpretation of the
concept of the equity interest had become necessary because the
new limit for investments in accordance with section 2 (1) nos. 9,
12, 13 of the AnlV in the amount of 1% of the restricted assets
represented a substantial increase in investment opportunities for
most undertakings. This could lead to a risk that investees might
be used solely as a shell for investments that are otherwise
unsuitable.

Additionally, the new circular increases the requirements with
regard to the fungibility of funds so as not to endanger the
insurer’s liquidity, which must be ensured at all times. The
permanent availability of liquidity is endangered if units of German
and foreign funds cannot be redeemed within the following
periods; the contractually agreed redemption dates and periods
must be taken into account in each case:
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. Largest obligors will be included in
diversification percentages.

. Incorporation of existing
pronouncements.

e seven months for microfinance funds, infrastructure funds and
other funds with predominantly non-liquid assets

e six months for real estate funds

e two months for other funds with predominantly liquid assets

e the periods stipulated in section 116 of the Investment Act
(Investmentgesetz — InvG), for example 40, 50, or 100 calendar
days, for investments in funds with additional risks.

e The above-mentioned periods apply, with the necessary
modifications, to special funds whose investment principles are
oriented on real estate funds, infrastructure funds and other
investment funds.

In some cases, the circular thus lays down stricter quality
standards for funds than the Investment Act, whose rules
governing investment funds and special funds have been
significantly liberalised in recent years. However, the stricter rules
are necessary so that the requirements for direct and indirect
investments do not differ too strongly.

Under section 4 (1) of the AnlV, the investments by the ten largest
issuers (obligors) in a fund must be included in the various
diversification percentages. The background to the new rule is as
follows: as funds account for a high proportion of investments by
insurance undertakings, they must be included in line with the risk
that they represent when taking diversification into account.
Experience has shown that an insurer often makes the same type
of investments both directly and via funds. Equally, this risk cannot
be mitigated through diversification over several funds, as these
may also invest in the same way. As a result, significant single-
obligor concentrations could go unnoticed and endanger the
existence of the insurance undertaking in the event of a crisis.
Section 4 (1) of the AnlV addresses this situation.

The circular also governs the supervisory treatment of structured
products that bear very low or even no coupons compared with
standard market yields at the time of acquisition. They may be
allocated to the restricted assets if, firstly, their term is 12 years
or more and, secondly, a low coupon that erodes the economic
substance, or that is even zero, is contractually ruled out. The
assessment of when the economic substance is eroded is based on
the relevant applicable maximum technical interest rate for life
insurance contracts. In practice, this means that, if structured
products have a term of less than 12 years, they may not be
allocated to the restricted assets. The same applies if

- based on the contractual arrangements - they can bear a lower
coupon than the relevant applicable maximum technical interest
rate for life insurance contracts.

Additionally, the undertakings can invest up to five percent of their
restricted assets in promissory note loans that do not fully meet
the collateralisation requirements contained in the negative pledge.
This is the case, for instance, if the borrower does not meet the
minimum rating requirements and/or the unrestricted negative
pledge in the case of non-publicly-traded borrowers. The
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. Loans to liquidation agencies.

‘ Requirements for asset-liability
management at an insurance
undertaking.

Investment Circular thus incorporates the notes on investments in
corporate loans of 22 March 2010.*

Finally, the “loans” investment category has now been extended:
loans to liquidation agencies within the meaning of section 8a (1)
of the Financial Market Stabilisation Act (Finanzmarktstabi-
lisierungsgesetz — FMStG) are treated as loans within the meaning
of section 2 (1) no. 3 e) of the AnlV, provided that the liquidation
agency'’s solvency is guaranteed by the Federal Republic of
Germany, its federal states, local authorities, or the institutions
mentioned under section 2 (1) no. 3 b) or d). Previously,
liguidation agencies as described above did not meet the criteria
for the “loans” investment category; as a result, insurance
undertakings could only assign them to restricted assets as
investments as defined in section 2 (1) no. 10 (ABSs or CLNs) or
section 2 (2) of the AnlV (enabling clause).

Asset-liability management (ALM) is a key condition for developing
an undertaking’s strategic investment policy. The implementation
and proper functioning of the ALM process, which must be
anchored in a defined workflow, is particularly important. The
process must be suitable for monitoring and managing the asset
and liability positions of the undertaking. The goal is to ensure that
the assets invested are appropriate to the liabilities and risk profile
of the undertaking. When implementing the ALM process, the
undertaking must ensure in particular that its ALM goals are
consistently derived from the requirements of its risk strategy.
Additionally, all material risks that could arise from the
undertaking’s assets and liabilities, as well as their causes and
interactions, must be identified and recorded. The results of the
ALM analysis are designed to highlight concrete alternative courses
of action and may include recommendations to the responsible
management board members.

The revision of the Investment Circular has ensured the overdue
harmonisation of the circular with the AnlV. No information
obligations for industry, consumers, or administrative authorities
were introduced, modified, or removed by the amendment to the
Investment Regulation and the revision of the Investment Circular.

New requirements for the “equity interests” and “funds” asset
classes will inevitably lead to new administrative practice. This
practice must be made sufficiently transparent.

Although ALM had already been mentioned in Investment Circular
15/2005, the new circular gives it much greater prominence. This
will inevitably result in an increase in the workload for insurance
undertakings for their own organisation, in particular in the areas
of documentation and implementation. In view of the wide variety
of insurance business activities, the requirements for ALM will vary
depending on the volume, structure and type of the insurance

* Notes on Circular 15/2005 (VA), Part A. III. no. 3. c) on investments in corporate
loans.
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‘ Updated investment reports.

. Reports on commodity risks.

business being conducted, as well as on the type and extent of the
investments (proportionality principle).

1.3 Updated disclosure requirements

In connection with the publication of the new Investment Circular,
BaFin updated its requirements governing the disclosure
requirements under section 1 (4) of the AnlV. For example,
insurance undertakings are now required, among other things, to
provide BaFin by the end of February of each year with both a
general description of the intended investment policy and of the
planned investment portfolio, as well as with a description of the
risk exposure in the investment portfolio. In doing so, the
undertakings must present the results of the ALM analysis and
explain how they implement them in their investment policy.
Additionally, insurance undertakings are now expected to submit
their current internal investment guidelines to BaFin.

1.4 Disclosure and reporting obligations for
investments

On 21 June 2011, BaFin issued a collective decree setting out
requirements for the disclosures and reports to be made by
insurance undertakings about their investments.*

In this collective decree, BaFin harmonised in particular the
quarterly and half-yearly reports by the insurers on the
composition of their investments - including carrying amounts and
fair values - with the current requirements of the Investment
Regulation. In addition, it updated the reporting requirements
relating to financial innovations and the structure of the
investments. The insurance undertakings were required to submit
the modified forms for the first time for the 31 December 2011
reporting date.

As well as the collective decree, the reporting requirements for e.g.
real estate and equity investments were updated; for example, the
reporting form on the diversification of investments has now been
fully aligned with the requirements in the new Investment
Regulation.

Because of the risks inherent in structured investment products
that are linked to commodity risks, BaFin has required the
quarterly submission of reports on such investments since January
2012.

* Collective decree dated 21 June 2011 setting out the disclosure and reporting
obligations of insurance undertakings about their investments (Anordnung
betreffend die Anzeige- und Berichtspflichten der Versicherungsunternehmen (iber
ihre Kapitalanlagen), (available in German only).
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‘ Fewer insurance undertakings

supervised by BaFin.

Table 5

Additionally, since January 2012 several reports are no longer to
be filed with BaFin in paper form, but exclusively via BaFin's MVP
reporting and publishing platform. Examples of these include the
reports on real estate, on the diversification of investments and on
the products with commodity risk exposures.

The scope of reporting has remained almost unchanged compared
with the previous Circular 11/2005 (VA). However, the
amendments to the Investment Regulation mean that there

have been changes in emphasis in the reporting.

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 600 insurance undertakings (previous year:
603) and 30 pension funds. Out of the total number of insurance
undertakings, 580 engaged in business activities, and 20 did not
engage in any business activities. The following information also
covers ten public-law insurance undertakings supervised by the
federal states (nine engaged in business activities and one not
engaged in business activities). The breakdown by sector is shown
in the following table:

Number of supervised insurance undertakings and pension funds*

As at 31 December 2011

Insurers with business activities

BaFin
supervision

Life insurers 94
Pensionskassen 150
Death benefit funds 39
Health insurers 48
Property/casualty insurers 215
Reinsurers 34
Total 580
Pension funds 30

*These figures do not include the relatively small mutual insurance associations whose activities are mostly regionally based and that

Insurers without business activities

State BaFin State

supervision etal supervision supervision ot
3 97 10 0 10
0 150 2 0 2
0 39 1 0 1
0 48 0 0 0
6 221 4 1 5
0 34 3 0 3
9 589 20 1 21
0 30 0 0 0

are supervised by the federal states (BaFin 2010 statistics - Primary insurers and pension funds, p. 9, table 5%).

“ Only available in German.
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Life insurers

Two German life insurers supervised by BaFin ceased operating
completely in 2011, while one new life insurer came under
supervision by BaFin. Two undertakings from EEA countries (United
Kingdom and Ireland) established branch offices (BOs). In addition,
six foreign life insurers from the EEA registered for the
cross-border provision of services (CBS) in Germany (previous
year: seven). A number of service providers expanded their
business activities.

Table 6
Registrations by EEA life insurers in 2011
As at 31 December 2011

Country CBS* BO**
Belgium 1 0
Greece 1 0
Ireland 0 1
Romania 1 0
United Kingdom 3 1

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

Health insurers

The number of health insurers remained unchanged compared with
the previous year, at 48.

Property and casualty insurers

Two property and casualty insurers ceased operating completely in
the year under review. Foreign property and casualty insurers from
the European Union (EU) established three branch offices: one
each from the Netherlands and Luxembourg, and one from the
United Kingdom. Thirty-four 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. Twenty-one insurers ceased providing services in
Germany in 2011 (previous year: 23).
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. Germany'’s insurance industry
remains stable.

Table 7

Registrations by EEA property and casualty insurers in 2011

As at 31 December 2011

Country CBS* BO**
Belgium
Bulgaria
Czech Rebublic
Denmark
France
Greece
Hungary
Iceland
Ireland
Luxembourg
Malta
Netherlands
Poland
Romania
Sweden
United Kingdom
of which: Gibraltar

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

** Branch office business within the meaning of section 110a (2) of the VAG.

Reinsurers

One reinsurer ceased operating as an independent German
reinsurer in 2011. Six branches of EU undertakings operated
reinsurance businesses in Germany in the year under review. The
branch offices were established by undertakings domiciled in the
following EU member states: France, Ireland, Luxembourg and
Spain.

Pensionskassen and pension funds

At the 2011 year-end, BaFin supervised a total of 150
Pensionskassen and 30 pension funds (previous year: 152
Pensionskassen and 30 pension funds).

2.2 Interim reporting

2.2.1 Position of the insurance sector

The German insurance industry again remained stable in 2011.
However, insurers are still operating in a difficult economic
environment marked by low interest rates and high levels of
government debt in Europe.

Basically speaking, the insurance industry continues to profit from
its long-term business model even under these conditions.
However, sustained low interest rates are depressing insurers’
income and making it more difficult for them to meet their
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. Insurers have significant holdings
of government bonds.

. Further decline in early terminations.

contractual guarantees. In addition, the high level of volatility and
uncertainty on the capital markets makes both new investments
and reinvesting existing investments more difficult. For life
insurance policyholders, the low interest rates primarily manifest
themselves in the form of declining discretionary bonuses.

Insurers have significant holdings of government bonds in their
portfolios. These also include bonds issued by EU member states
that are being watched particularly closely by the capital markets.
However, according to monitoring by BaFin, these government
bonds now account for a smaller proportion of portfolios. This was
due in particular to write-downs to their fair value. In some cases,
however, investors also chose not to reinvest money falling due in
such instruments. BaFin estimates that the holdings are not so
high as to impact the undertakings’ risk-bearing capacity.

The fact that the individual sectors making up the financial market
are not fully isolated from each other represents a potential risk.
As a result, cross-sectoral and cross-border cooperation is
becoming increasingly important for BaFin. The objective is to
identify and monitor any potential risk of contagion.

2.2.2 Business trends
Life insurers

New direct life insurance contracts rose by 3.9% year-on-year,
from 5.99 million to 6.22 million new policies in 2011. At €255.7
billion, the total value of new policies underwritten was 8.8%
higher than in the previous year (€234.9 billion).

The share of the total number of new contracts accounted for by
mixed endowment insurance contracts declined slightly
year-on-year, from 13.8% to 12.7%. The proportion of term
insurance contracts rose slightly from 26.8% to 26.9%. The share
of pension and other life insurance contracts increased from 59.4%
to 60.4%. The proportion of endowment policies decreased to
6.5% of the total value of new policies underwritten (down from
7.1% in the previous year). The corresponding figure for term
insurance declined from 32.2% to 31.3%. The share accounted for
by pension and other life insurance contracts increased from
60.8% to 62.2%.

Early terminations (surrender, conversion to paid-up policies and
other forms of early termination) declined from 3.2 million to 3.0
million contracts. At €106.4 million, the amount insured under
contracts terminated early was lower than in previous years
(€111.8 million in 2010 and €120.3 million in 2009). Early
terminations of endowment policies dropped by 11.2%
year-on-year; expressed in terms of the total amount insured, the
figure fell by 10.4%.
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Direct insurance contracts totalled 89.3 million contracts at the end
of 2011 (-1.0%), while the total amount insured was €2,651
billion (+2.7%). The proportion of overall policies accounted for
by mixed endowment policies declined from 43.1% to 41.1%
and the total amount insured under these policies decreased
from 31.6% to 29.4%, continuing the trend seen in previous
years. The share of both the number of term insurance
contracts (14.1%) and the amount insured under these
policies (22.6%) remained almost unchanged as against the
previous year. Pension and other insurance contracts
continued their positive trend. Their share of overall policies
rose from 42.8% to 44.7%, while the amount insured rose
from 46.4% to 48.0%.

Gross premiums written in the direct insurance business declined
from €86.2 billion to €81.6 billion. The share attributable to
endowment policies decreased again, dropping from 32.9% to
32.4%, while the share of pension and other insurance contracts
remained more or less constant, at 62.1%.

Health insurers

Gross premiums written in the direct insurance business increased
by 4.2% to €34.7 billion in 2011. The number of insured natural
persons rose by 2.7% to 36.7 million.

Property and casualty insurers

Property and casualty insurers recorded a slight year-on-year
increase in gross premiums written in the direct insurance business
in 2011 to €59.3 billion (previous year: €58.0 billion).

Gross expenditures for claims relating to the year under review
increased by 1.5% to €21.0 billion (previous year: €20.7 billion).
Gross expenditures for claims relating to previous years also rose,
to €15.4 billion. Gross provisions recognised for individual claims
relating to the year under review amounted to €15.7 billion,
compared with €15.4 billion in the previous year, while gross
provisions recognised for individual claims relating to prior years
amounted to €47.3 billion, compared with €46.6 billion in the
previous year.

With gross premiums written amounting to €20.1 billion, motor
vehicle insurance was by far the largest insurance class, rising by
5.1% compared with the previous year. Gross expenditures for
claims relating to the year under review also rose by 5.0%
year-on-year, while gross expenditures for claims relating to
previous years rose by 8.8%. Overall, gross provisions recognised
for individual claims relating to the year under review declined by
0.7% year-on-year, while outstanding claims relating to the
previous year increased by 2.3%.
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Property and casualty insurers collected premiums of €7.8 billion
(+3.5% in comparison to the previous year) for general liability
insurance. As in the previous year, €1 billion was paid out for
claims relating to the year under review and €2.4 billion for claims
relating to prior years (+5.4% year-on-year). Gross provisions for
individual claims, which are particularly important in this insurance
class, rose by 1.9% (previous year: 4.5%) to €2.4 billion for
outstanding claims relating to the year under review, while gross
provisions for outstanding individual claims relating to the previous
year rose to €14.1 billion (previous year: +6.5%).

Insurers recorded gross fire insurance premiums written of
approximately €1.8 billion (-1.0%). Gross expenditures for claims
relating to the year under review rose by 14.8% to €517 million.

Premiums collected for comprehensive household insurance and
comprehensive contents insurance contracts amounted to €7.3
billion (+2.6%) in the aggregate. Expenditures for claims relating
to the year under review declined by 5.3% year-on-year, while
provisions for individual claims rose by 9.7%. Expenditures for
claims relating to previous years increased by 5.5%, while
provisions for claims relating to previous years rose by 3.6%
compared with 2010.

Premiums for general accident insurance contracts rose marginally
to €6.4 billion. Gross expenditures for claims relating to the year
under review were unchanged year-on-year, at €0.3 billion, while
provisions recognised for outstanding claims relating to the year
under review rose 1.5% 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 generated by these
Pensionskassen declined slightly to €3.2 billion (previous year:
€3.3 billion).

Pension funds

The number of beneficiaries rose slightly year-on-year to total
777,378 (previous year: 757,388), with 453,886 beneficiaries
being members of defined contribution plans and 35,244 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) of the VAG.
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. Further increase in investments by
German insurers in 2011.

2.2.3 Investments

International capital market trends in 2011 were dominated by
uncertainty. Although the stock markets started off by stabilising to
a large extent, the second half of the year in particular was
overshadowed as the financial crisis in the eurozone came to a
head. Whereas some countries had to pay hefty risk premiums on
their government bonds, Bund yields fell to a historic low at the
end of the year.

Aggregate investments by all German insurers supervised by BaFin
increased by 2.6% year-on-year to €1,403.2 billion (previous
year: €1,368 billion). Health insurers recorded the largest increase
among all the sectors, with the carrying amount of their
investments increasing by 7.5% or €13.2 billion year-on-year to
€189.6 billion. Aggregate investments by all primary insurers in
2011 increased by a total of 2.4% or €27.8 billion to €1,188.1
billion.

Insurers continued to focus their investments on fixed-income
securities and promissory note loans. At €263.6 billion,
Pfandbriefe, municipal bonds and other debt instruments issued by
credit institutions domiciled in member states of the Organisation
for Economic Cooperation and Development (OECD) comprised the
largest single class of direct investments. Holdings of listed debt
instruments rose by 9.3% to €152.6 billion. Significant percentage
increases were seen in investments in ABSs and in the private
equity area in the period under review. Property investments rose
by 8.8% to €29.5 billion.

Indirect investments held by insurance undertakings via investment
funds continued to stabilise at the high prior-year level and
amounted to €330.6 billion, or 23.6% of all investments. Roughly
three-quarters of investments by insurance undertakings in funds
are held in bonds.
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Table 8

Investments by insurance undertakings

Investments by
insurance undertakings

Land, land rights and shares in real estate companies,
REITs and closed-end real estate funds

Fund units, shares in investment stock corporations and
investment companies

Loans secured by mortgages and other land charges and
shareholder loans to real estate companies

Securities loans and loans secured by debt securities

Loans to EEA/OECD states, their regional governments
and local authorities, and international organisations

Corporate loans

ABSs/CLNs

Policy loans

Pfandbriefe. municipal bonds and other debt
instruments issued by credit institutions
Listed debt instruments

Other debt instruments

Subordinated debt assets/profit participation rights
Book-entry securities and open market instruments
Listed equities

Unlisted equities and interests in companies,
excluding private equity holdings

Private equity holdings

Investments at credit institutions
Investments covered by the enabling clause
Other investments

Total investments

Life insurers

Pensionskassen

Death benefit funds

Health insurers

Property/casualty insurers

Reinsurers

All insurers

Primary insurers

Portfolio
as at 31 Dec. 2011

in € million in %
29,454 2.1
330,626 23.6
55,869 4.0
1,266 0.1
118,858 8.5
11,529 0.8
4,888 0.3
4,626 0.3
263,626 18.8
152,569 10.9
14,802 1.1
28,656 2.0
1,723 0.1
6,912 0.5
132,804 9.5
9,962 0.7
204,815 14.6
15,955 1.1
14,309 1.0
1,403,249 100.0
742,747 52.9
115,793 8.3
1,922 0.1
189,611 13.5
138,018 9.8
215,158 15.3
1,403,249 100.0
1,188,091 84.7

Portfolio
as at 31 Dec. 2010

in € million in %
27,082 2.0
320,008 23.4
56,569 4.1
1,347 0.1
113,436 8.3
12,209 0.9
863 0.1
4,938 0.4
265,644 19.4
139,612 10.2
14,068 1.0
30,765 2.3
1,826 0.1
9,077 0.7
128,711 9.4
7,801 0.6
200,857 14.7
16,485 1.2
16,527 1.2
1,367,824 100.0
734,427 53.7
109,560 8.0
1,879 0.1
176,429 12.9
138,024 10.1
207,504 15.2
1,367,824 100.0
1,160,320 84.8

The figures are based on the insurance undertakings’ quarterly reports and are only preliminary.

Pension funds

Investments for the account and at the risk of pension funds

Change
in 2011

in € million

+ 2,372
+ 10,618

- 700
-81

+ 5,422
- 680
+ 4,025
- 312

- 2,018
+ 12,957
+ 734

- 2,109

- 103

- 2,165

+ 4,093
+ 2,161
+ 3,958

- 530
- 2,218

+ 35,425
+ 8,320
+ 6,233

+43

+ 13,182

-6

+ 7,654
+ 35,425
27,771

in %

+ 8.8

P Sl

= .2
-6.0

+ 4.8
= 5
+ 466.5
-6.3

-0.8
+ 9.3
+ 5.2
-6.9
-5.6
-23.8

+ 3.2
+ 27.7
+ 2.0
-3.2
-13.4
+ 2.6
+ 1.1
+ 5.7
+2.3
+ 7.5
- 0.0
+ 3.7
+ 2.6
+ 2.4

increased from €1,044 million to €1,189 million in 2011, a rise of

14% (previous year: +20%). Pension fund portfolios were

dominated by contracts with life insurers, bearer bonds and other
fixed-income securities, and fund units. At the balance sheet date,
net hidden reserves in the investments made by pension funds
amounted to approximately €25 million. All 30 pension funds
supervised by BaFin in 2011 were able to cover their technical
provisions in full.

Assets administered for the account and at the risk of employees
and employers increased only slightly in the year under review,
rising from €24 billion to approximately €25 billion. Roughly 85%
of these investments consisted of fund units. These investments
are measured at their fair value. The technical provisions for the
account and at the risk of employees and employers are
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recognised retrospectively in line with the assets administered for
the account and at the risk of employees and employers. This
means that balance-sheet cover for these technical provisions is
guaranteed at all times.

7 www.greekbonds.gr.
“ www.bafin.de >> Supervision.
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Bonds that Greece did not offer to swap and bonds that the Greek
government offered to swap and that were actually swapped by
private investors can remain in insurers’ restricted assets. BaFin
will continue not raising objections to any resulting exceedance of
the high yield ratio. The participation in particular of life insurers
and health insurers in the voluntary Greek debt swap does not
represent an irregularity within the meaning of sections 81c and
81d of the VAG.

In the case of bonds that the Greek government offered to swap
but that were not swapped by private investors, their credit rating
is now the decisive factor. If bonds do not have an investment
grade rating, they can only be held as part of insurers’ restricted
assets under the provisions governing high yield bonds or the
enabling clause (“Offnungsklausel”). The credit quality may be
assessed by the insurance undertaking itself and such a procedure
may be appropriate to avoid dependencies on rating agencies,
provided that the insurance undertaking has the personnel and
technical resources necessary to do this, taking into account the
nature of the investment.

BaFin draws attention to the fact that the qualitative requirements
(MaRisk VA) with respect to the regular review of assets as part of
insurance undertakings’ internal risk management and control
processes remain unaffected by this.

2.3 Composition of the risk asset ratio

For the first time, primary insurers reported their total investments
as at 31 December 2011 using the format set out in the collective
decree on reporting®. The undertakings were required to report
their investment types broken down in accordance with the revised
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 for Pensionskassen. The
carrying amount of all investments contained in the restricted
assets belonging to these classes amounted to €1,114 billion at
that date (previous year: €1,115 billion).

* Collective decree dated 21 June 2011 setting out the disclosure and reporting
obligations of insurance undertakings about their investments (Anordnung
betreffend die Anzeige- und Berichtspflichten der Versicherungsunternehmen (ber
ihre Kapitalanlagen), (available in German only).
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Table 9

Composition of the risk asset ratio

As at 31 December 2011

Investment type in

accordance with section 2 Life

(1) of the AnlV (version

dated 11 February 2011) absolute  Share

in€m in %
Total investments* 721,813 100.0
Of which attributable to:
Securities loans (no. 2),
where equities (no. 12)
are the subject of the loan 0 0.0
Subordinated debt assets and
profit participation rights
(no. 9) 15,513 2.1
Listed equities (no. 12) 2,306 0.3
Unlisted equities and
interests in companies (no. 13) 12,788 1.8

Units in funds (nos. 15-17,
incl. hedge funds) that
- include equities,
profit participation rights, etc. 18,745 2.6
- cannot be clearly
assigned to other
investment types; fund
residual value and non-
transparent funds 11,004 1.5

High-yield bonds and
investments in default status 11,239 1.6

Increased market risk
potential of funds** 3,757 0.5

Investments linked to

hedge funds (partly already

contained in other nos, of

the AnlV) 2,011 0.3

Investments with commodity
risks (partly already contained
in other nos. of the AnlV) 0 0.0

Total investments subject to
the 35% risk asset ratio 77,363 10.7

Health
absolute Share
in€m in %
187,000 100.0
0 0.0
4,315 2.3
204 0.1
3,117 1.7
2,306 1.2
1,584 0.8
2,555 1.4
466 0.2
398 0.2
52 0.0
14,997 8.0

Restricted assets
Property/casualty

absolute Share
in€m in %

120,473 100.0

0 0.0
2,463 2.0
407 0.3
3,166 2.6
5,713 4.7
2,217 1.8
1,611 1.3
247 0.2
228 0.2
0 0.0

16,052 183

Pensionskassen
absolute Share
in€m in %
114,954 100.0
0 0.0

2,113 1.8
21 0.0

637 0.6
4,465 3.9
2,156 1.9
2,044 1.8
411 0.4

679 0.6

0 0.0
12,526 10.9

The figures are based on the insurance undertakings’ quarterly reports and are only preliminary.

Total of all

four classes
absolute Share
in€m in %
1,144,240 100.0
0 0.0
24,404 2.1
2,938 0.3
19,708 1.7
31,229 2.7
16,961 1.5
17,449 1.5
4,881 0.4
3,316 0.3
52 0.0
120,938 10.6

* 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 of the AnlV.

Source: Sector totals as at 31 December 2011 for life, health and property/casualty insurers, as well as Pensionskassen, from
financial statement forms 670 and 673, collective decree dated 21 June 2011.

Insurance undertakings can invest up to 35% of their restricted
assets in investments associated with a higher level of risk (cf.

section 3 (3) sentence 1 of the AnlV). Specifically, these risk

investments include directly and indirectly held investments in
equities, profit participation rights and subordinated debt assets,
as well as hedge funds and investments linked to commodity risks.

They also include the “residual value” of a fund (which is not

clearly attributable), the higher potential market risk of funds, and
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Average sector ratio for

investments in equities of 3%.

. Investments in commodities
as yet insignificant.

all non-transparent investments in funds. The risk asset ratio for
primary insurers was 10.6% at the reporting date (previous year:
11.6%). This means that insurance undertakings still fall well
below the cap on risk assets of 35% of the restricted assets.

The ratio of quoted investments in equities held by insurance
undertakings at the end of 2011 was 3.0% of their restricted
assets, down on the previous year. The figure varies from class to
class, ranging from 1.3% for health insurers to 5.0% for
property/casualty insurers. What is noteworthy is that more than
90% of these investments in equities are held via funds.

Increases in risk investments were recorded for high yield bonds
and investments in default status. These are investments in bonds
that have not received at least one investment grade rating from a
recognised rating agency. As at the reporting date, such
investments accounted for 1.5% of investments in restricted
assets, 0.3 percentage points higher than in the previous year. The
revised ratings issued by the rating agencies for a large number of
investments (and in particular for certain government bonds)
probably had a corresponding effect here.

Following the amendment to the Investment Regulation,
investments linked to commodities risks can now account for up to
5% of restricted assets (section 3 (2) no. 3 of the AnlV). These
investments must also be counted towards the risk asset ratio. At
present, such investments are immaterial in relation to the four
classes of insurance (see the following table).
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Table 10

Share of total investments attributable to selected asset classes

As at 31 December 2011

Investment type

Total investments*

of which attributable to:

Investments in private
equity holdings

Directly held asset-backed

securities and credit-linked
notes

Asset-backed securities and
credit-linked notes held

via funds in accordance with
Circular 1/2002

Investments in hedge funds
and investments linked to
hedge funds (held directly
and via funds)

Investments with commodity

risks (held directly and via funds)

Life insurance

absolute

in€m

742,747

6,279

3,062

3,947

2,801

634

share
in %

100.0

0.8

0.4

0.5

0.4

0.1

Health insurance

absolute

in€m

189,611

1,133

714

839

445

share
in %

100.0

0.6

0.2

0.4

0.4

0.2

Total assets

Property/casualty

insurance

absolute share
in€m in %
138,018 100.0
1,560 1.1
291 0.2
1,418 1.0
620 0.4
265 0.2

Pensionskassen
absolute share
in€m in %
115,794 100.0
357 0.3
181 0.2
407 0.4
909 0.8
175 0.2

The figures are based on the insurance undertakings’ quarterly reports and are only preliminary.

Total of all

four classes
absolute share

in€m in %

1,186,170 100.0
9,329 0.8
3,910 0.3
6,486 0.5
5,169 0.4
1,519 0.1

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

Source:

financial statement forms 670 and 673, collective decree dated 21 June 2011.

Solvency remains good in

all insurance classes.

Sector totals as at 31 December 2011 for life, health and property/casualty insurers, as well as Pensionskassen, from

The table shows that the proportion of total investments

attributable to alternative investments did not change materially
compared with the previous year. Only the share of investments in

the private equity area rose slightly.

2.4 Solvency

Preliminary estimates indicate that primary insurers and reinsurers
again met the minimum capital requirements in 2011 by a healthy

margin.

Life insurers

Life insurers’ solvency remained good in 2011. In the projection
performed on 31 October 2011, all life insurers demonstrated that
they met the solvency requirements as at 31 December 2011. The
solvency margin ratio in the year under review amounted to 175%,

somewhat below the prior-year figure of 182%.*°

* The 2010 Annual Report mistakenly reported a ratio of 215% instead of 182%.
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. Solvency margin ratio improves
further on previous 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 as at
31 December 2011. At an estimated 259%, the target solvency
margin ratio for this sector is expected to be slightly above the
250% reported in the previous year. The sector continues to have
a good level of own funds.

Property and casualty insurers

The solvency margin ratio for property and casualty insurers
increased from 290% in the previous year to 314%. This rise is
attributable to two trends: on the one hand, the business volume
of these insurers declined slightly while a smaller proportion of
claims expenditures was covered by reinsurers. These offsetting
effects led to the solvency margin remaining almost unchanged
overall. On the other hand, the undertakings’ own funds increased
as a result of capital contributions by shareholders, earnings
retention and extraordinary factors. This strengthened the sector’s
own funds, which remain 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 2010. The supervisory solvency
requirements of €6.4 billion were more than exceeded by the
reinsurers’ own funds of €68.7 billion. The solvency margin ratio
for reinsurers declined slightly from 1,145% in the previous year to
1,080%.

One of the reasons for this high level of solvency margin surplus
coverage is that a number of large reinsurers in Germany are also
holding companies for an insurance group or financial
conglomerate. A considerable proportion of these reinsurers’ own
funds serves to finance their holding company function, rather than
covering their reinsurance activities. Eliminating the figures relating
to the holding companies produced an average solvency margin
ratio of 295% in 2010 for reinsurers supervised in Germany
(previous year: 302%), well above the target supervisory ratio

of 100%.

* No information for 2011 was available for reinsurers at the time of going to press,
since the deadline for preparing the annual financial statements in accordance with
section 341a (5) of the HGB is six months later than for primary insurers.
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. Once again, all life insurers ...

... and all health insurers reported
positive results.

Pensionskassen

The forecast solvency margin ratio for the Pensionskassen is an
average of 131%, up slightly on the figure for the previous year
(126%). According to the estimates, three Pensionskassen were
unable to meet the solvency margin ratio in full as at 31 December
2011. Measures were agreed with these undertakings to eliminate
the shortfall. Approved solvency plans are now in place for two of
these undertakings, while another company was prohibited from
acquiring new business a number of years ago.

Pension funds

The solvency margin required for supervisory purposes equalled
the minimum guarantee funds of €3 million (for limited companies)
or €2.25 million (for mutual pension funds) at the vast majority of
the total of 30 pension funds. The individual solvency margin for
these pension funds is below the minimum guarantee funds. This is
due either to the relatively low volume of business engaged in or
the type of business concerned. According to the results of the
projection, all pension funds supervised again had sufficient
available uncommitted assets in 2011.

2.5 Stress test

BaFin conducted a stress test in 2011 as at the 31 December 2010
balance sheet date. As in the past, the stress test scenarios
addressing assumed equity price losses were rule-based, with the
applicable mark-down based on the level of the EURO STOXX 50
share price index.

The index level at the reference date resulted in a 20% mark-down
for the stand-alone equities scenario, and a 14% mark-down for
the combined scenarios (equities/bonds and equities/real estate).
The mark-downs for both the bond and the real estate components
were unchanged, at 5% for bonds and 10% for real estate. The
stand-alone bond scenario was also unchanged, with a 10%
mark-down.

Ninety-two life insurers submitted a stress test. BaFin exempted
three insurers from the duty to submit a stress test because of the
low-risk nature of their investments; one of these insurers
voluntarily submitted the stress test. All 92 life insurers reported
positive results for the stress test overall in the four scenarios.

BaFin included 42 health insurers in its analysis of the sector;
seven companies were exempted from the duty to submit a stress
test because of the low-risk nature of their investments. All of the
undertakings would have had sufficient assets to cover their
technical provisions and statutory capital requirements, even when
faced with significant price losses or interest rate hikes.
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' Five property/casualty insurers ... BaFin asked 174 of the 216 property/casualty insurers supervised
by it to submit their stress test results. 42 undertakings were
exempted from this requirement. Of the total figure, 169
property/casualty insurers reported positive stress test results in
all four scenarios. Negative results were recorded for all four
scenarios at three undertakings. One insurer produced negative
results in three scenarios, while another failed two of the four
scenarios. The key reason for the negative results was the fact that
the stress test model required the adjustment of the provision for
claims outstanding; this was largely based on extraordinary factors
at the individual undertakings and led to increased target levels of
cover for the technical liabilities. When the individual situation of
the five property/casualty insurers that failed the stress test in
whole or in part is taken into account, it can be assumed at
present that these undertakings also have sufficient risk-bearing

capacity.
' - and four Pensionskassen reported BaFin exempted 20 of the 152 Pensionskassen it supervised at the
negative stress test results. end of 2010 from their obligation to submit stress tests because of

the low-risk nature of their investments. Of the 132
Pensionskassen subject to the stress test, 128 reported positive
results in all four stress test scenarios. The four Pensionskassen
with negative results generally reported minor shortfalls. These
companies instituted measures to improve their risk-bearing
capacity in the course of the year under review.

2.6 Risk-based supervision

. Schedule for application procedure for The new Solvency II insurance supervision regime allows insurance

Internal models. undertakings to calculate their solvency capital requirements using
an internal model approved (certified) by the supervisor. BaFin
offers undertakings the opportunity to take part in a
pre-application phase before submitting their application for
approval. The objective is to enable participants to assess how
ready their model is for approval. However, such assessments are
still difficult in some areas, since the legal bases for the new
Solvency II supervisory regime have not yet been finally approved
and/or are still in the consultation phase.

Furthermore, it is not clear as to when undertakings can
submit applications for their internal models to be approved.
It is important to lay down a uniform date for this
throughout Europe, since this is the only way to ensure
that the application of Solvency II gets off to a smooth
start. Although the Omnibus II Directive is expected to
specify a time frame for the successive commencement of
’ Solvency II along with a corresponding reference date, it is
not expected to come into force before the fourth quarter
of 2012. The Board of Supervisors that meets regularly
under the auspices of EIOPA has therefore resolved a
schedule for the transitional period according to which
undertakings can submit applications for the approval of internal
models to the relevant authorities as from 1 January 2013.
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‘ Internal Models Working Group.

‘ Current issues addressed by the AKIM.

Discussions with 24 undertakings on the
preliminary review of internal models.

‘ BaFin allocates insurers to risk classes.

The Internal Models Working Group (Arbeitskreis Interne Modelle -
AKIM) met twice in the course of 2011. It is chaired by BaFin and
serves to facilitate the exchange of information between the
supervisory authority, the insurance undertakings and the German
Insurance Association (Gesamtverband der Deutschen Versiche-
rungswirtschaft e.V. - GDV). The animated discussions and talks
following the presentations again showed how important this forum
is for everyone involved.

The first meeting in June focused among other things on questions
arising in relation to partial internal models. Also addressed were
ideas on how to handle major changes to internal models. These
have to be approved by the supervisory body, since they represent
material changes to the original internal model. The question of
whether undertakings may start using the revised internal model
before it has been approved is still open. In BaFin’s opinion, this is
only possible once preliminary approval of the changes to the
model has been granted. However, not all European legal systems
permit preliminary approval to be granted on the basis of a merely
summary examination.

At the second meeting of the AKIM in December, discussions by the
attendees focused in particular on assessing operational risk in the
context of internal models. Representatives of two undertakings
used practical examples to demonstrate potential approaches. After
this, BaFin representatives addressed recent developments in the
approvals process and presented problems relating to the
requirement for consistency between the assessment and the risk
model laid down in the Solvency II Directive. The particular focus
here was on underwriting risk in the life insurance area.

A number of insurance undertakings and groups took advantage of
BaFin’s voluntary offer to perform a preliminary review of internal
models (pre-application phase). BaFin held in-depth discussions
with 24 insurers on this topic in the year under review. Reviews of
internal models were performed at six undertakings in the period
up to and including 2011, and reviews are planned for 2012 at a
further seven. German subsidiaries of foreign parent undertakings
are also preparing to conduct pre-application phases in 2012. This
shows that constant dialogue and information exchanges between
the supervisory body and undertakings is vital for preparing for
Solvency II.

Risk classification

BaFin allocates the insurance undertakings it supervises to risk
classes that it uses to define how closely the insurers are
supervised. Insurers are allocated to classes using a
two-dimensional matrix that reflects their market relevance and
quality. The market relevance of life insurers, Pensionskassen and
funeral expenses funds, and pension funds is measured on the
basis of their total investments. The relevant parameter for health
insurers, property/casualty insurers and reinsurers is those
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‘ Good-quality insurers predominate.

undertakings’ gross premium income. Market relevance is
measured on a three-tier scale of “high”, *medium” and “low”.

The quality of the insurers is based on an assessment of the
following factors:

e net assets, financial position and results of operations
e growth
e quality of management.

The first two criteria are assessed using insurance-specific
indicators, while management quality is assessed using qualitative
criteria. The rating system adds together the ratings of the
individual criteria to form an overall rating on a four-tier scale from
“A” (high quality) to “"D” (low quality).

BaFin’s most recent risk classification was as at the 31 December
2011 reference date:

Table 11
Risk classification results for 2011

Quality of the undertaking

Market relevance

* Figure includes six insurance undertakings (0.1%) that were not classified.

In the course of the risk classification, BaFin rated 70.7% of the
insurers as “A” or “B”. This means that the proportion of insurance
undertakings in the upper quality ratings decreased slightly
compared with the previous year. The proportion of undertakings
with “C” ratings increased moderately year-on-year, while the
proportion of undertakings with “D” ratings declined. As in the
previous years, BaFin did not rate any insurers with high market
relevance as having a low quality.
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‘ Modest rise in the number of
medium-quality insurers.

‘ Classification of insurance groups.

In the case of life insurers, funeral expenses funds, Pensionskassen
and reinsurers, the proportion of undertakings rated “"A” and “B”
declined overall, whereas the proportion of undertakings with a “C”
rating rose by between 12% and 21%, depending on the class.

By contrast, ratings improved at the health insurers. The
proportion of undertakings with an “A” rating rose by
approximately 10%, while the proportion of undertakings with a
“B” rating declined by approximately 3%.

Pension fund ratings also improved. For example, the number of
undertakings rated “A” rose by approximately 7.5%.

There were no significant shifts for property/casualty insurers.

As in recent years, there were no significant changes in the
allocation of insurance undertakings to the three ratings for market
relevance.

As well as classifying the risks associated with individual insurance
undertakings, BaFin additionally classified the largest insurance
groups at group level in 2011. In contrast to the purely
mathematical aggregation of the classification results of the
individual companies in the groups, this quality assessment uses
additional qualitative and quantitative group-specific inputs, such
as profit transfer and control agreements. The annual group-level
risk classification is based on the concept of insurance group
supervision. It provides further information for BaFin and is used
as an additional tool for assessing insurers’ overall position.

On-site inspections

On-site inspections are planned on the basis of a risk-based
approach. As well as the results of the risk classification, one of
the factors that BaFin takes into account is whether an insurer or
pension fund was subject to an on-site inspection in the recent
past. BaFin also conducts on-site ad hoc inspections. During the
year under review, BaFin conducted 65 on-site inspections, roughly
on a level with the previous year. A significant proportion of on-site
inspections were related to the pre-application phase for internal
models.

The following risk matrix shows the breakdown of the inspections
by risk class.
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‘ Examinations for cause focused
on the structure of the sales
organisation.
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Table 12
Breakdown of on-site inspections by risk class in 2011

Market relevance

Quality of the undertaking

* There were five on-site inspections at unclassified undertakings in the year under review,
bringing the total to 65 on-site inspections.

2.7 Intermediaries

In 2011, BaFin conducted several examinations for cause and one
scheduled examination in its supervision of the sales channels used
by the insurance undertakings. The examinations for cause were
conducted at health insurers, among others, who had drawn
attention to themselves because they paid high brokerage fees.

In the course of an examination for cause conducted
simultaneously at the holding company and various insurance
undertakings in an insurance group, the organisational and
operational structure of the sales channels was examined and
various incidents that had been reported in the media were
clarified. Among other things, attention focused on an incentive
trip for insurance intermediaries at one company that had been
organised in such a way as to damage the reputation of the entire
insurance group. Another issue to be clarified was the extent to
which the undertakings in the group satisfied their advisory and
documentation obligations under the Insurance Contract Act
(Versicherungsvertragsgesetz — VVG) in the course of marketing
and selling insurance contracts.

At another insurer, BaFin objected to the structures in the sales
network (sales organisation structure) in the course of an
examination for cause. Based on an initial assessment, organisational
defects were among the factors that had hampered the detection of
fraudulent activities and other conduct damaging to the undertaking.
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‘ Compliance with prudential
requirements tested during
scheduled examination.

‘ Ban on passing on commissions
in life insurance.

Lower interest rates are leading
to higher valuation reserves.

The main focus of the scheduled examination was on whether the
insurance undertaking being examined satisfied the supervisory
requirements under sections 80 and 80a of the VAG and Circular
9/2007 (VA). The results of the examination indicated that the
legislative and supervisory requirements governing insurance
mediation are generally firmly anchored in the undertaking’s risk
management system. This also applies to the reports of the tied
intermediaries to the register of intermediaries that the
undertaking is required to make.

One insurance intermediary advertised on its website its intention
to share the brokerage fees it received from the insurance
undertakings with its own end-customers.

BaFin called on the intermediary to stop passing on commissions,
citing the ban on passing on commissions. It also notified the
intermediary of the possibility of initiating an administrative
offence procedure. The intermediary then brought a declaratory
judgment action before the Administrative Court in Frankfurt am
Main in order to clarify the legality of its business model. The court
sided with the plaintiff, arguing that the Regulation Governing the
Ban on the Passing on of Commissions in Life Assurance
(Verordnung zum Provisionsabgabeverbot in der Lebensversiche-
rung) dating back to 1934 was insufficiently precise and thus did
not satisfy the requirements of the Basic Law (Grundgesetz - the
German constitution).>?

BaFin initially appealed against this judgment at the Federal
Administrative Court. Following a further, detailed examination, it
withdrew its appeal because the specific case in question was not
suitable overall for obtaining supreme court clarification on the
legality of the ban on passing on commissions. The decision by the
Administrative Court in Frankfurt am Main became final and
unappealable following withdrawal of the appeal. BaFin was
prompted by the judgment of the administrative court to review
the general principles underlying the ban. In this context, BaFin
launched a consultation procedure in April regarding the ban on
passing on commissions and on incentives in health, life and
property/casualty insurance. The consultation procedure is
designed to allow interested associations, undertakings and
individuals to participate in the debate on the future of these
legislative prohibitions.

2.8 Developments in the individual insurance
classes®

Life insurers

The life insurers supervised by BaFin generated gross premiums of
approximately €81.6 billion (previous year: €86.2 billion) in their

*2 Administrative Court in Frankfurt, case ref. 9 K 105/11.F (V).
* The 2011 figures are only preliminary. They are based on the interim reporting as at
31 December 2011.
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All life insurers withstand defined
projections.

. Net investment return of 4.09%.

‘ Low interest rate environment.

direct insurance business in 2011. This represents a year-on-year
decline of approximately 5.3%. Aggregate investments increased
slightly by approximately 0.7% to around €739 billion (previous
year: €734 billion). The life insurers’ financial position in the year
under review was stable. Because of the low interest rates, the
sector continues to report high valuation reserves in
interest-bearing securities, with developments on the equity
markets having only a marginal influence on these reserves. Based
on preliminary figures, the sector had net hidden reserves of
approximately €42.6 billion at year-end (previous year: €30.6
billion), corresponding to roughly 5.7% of the aggregate
investments, following 4.2% in the previous year.

BaFin surveyed the life insurers using two projections in the year
under review as at 30 June and 31 October. Projections simulate
the impact of stable and adverse capital market developments on
the insurers’ performance. They are an additional risk-based
supervisory tool above and beyond BaFin’s stress tests. For these
projections, the insurers had to simulate the impact of a 16% drop
in equity prices and a 50 basis point rise in interest rates on their
profit for the year. The projections indicated that all of the life
insurers included in the test would also have been able to meet
their obligations in the worst-case scenario.

Preliminary figures put the average net investment return at
4.09% in 2011, on a level with the prior-year figure of 4.15%.

The continued low interest rates and their long-term effects on the
earnings position of the undertakings were again a core issue for
BaFin in 2011. Already in 2010, the Federal Ministry of Finance,
the German Insurance Association and BaFin had discussed
measures to help the undertakings build or maintain the necessary
medium- and long-term risk-bearing capacity. BaFin continued its
efforts to implement these measures in the year under review.

Additional projection on interest guarantees
in life insurance

Can the life insurers meet their return commitments in the long
term even given the constraints of a phase of low interest rates? In
2011, BaFin again conducted an industry-wide survey on this
question. As in 2009, it asked the life insurers to calculate a low
interest rate scenario that allows conclusions about the
performance of the sector to be drawn. The current study
concentrated on issues that reflect the change in conditions since
2009. For example, one of the factors that BaFin analysed was the
effect of the “Zinszusatzreserve” (an additional provision to the
premium reserve introduced in response to the lower interest rate
environment) required to be established starting in financial year
2011 by section 5 of the Regulation on the Principles Underlying
the Calculation of the Premium Reserve (Deckungsriickstellungs-
verordnung - DeckRV).

* See 2009 Annual Report, p. 101.
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. Life insurers reduce discretionary
bonuses.

Buoyant revival in new business
with premium growth estimated
at over 4%.

As in the case of the 2009 survey, it was clear from the study that
investment income in the sector would be sufficient to pay the
guaranteed return for a total of 15 years in the defined low
interest rate scenario. However, the simultaneous growth in the
“Zinszusatzreserve"” for the period thereafter and the participation
of the policyholders in the valuation reserves will lead to
considerable additional burdens for the life insurers. BaFin will
incorporate these findings in the development of its future
supervisory requirements.

In light of the low interest rates obtainable for new investments,
many life insurers cut their discretionary bonuses for 2012. The
current total return (the sum of the guaranteed technical interest
rate and the interest bonus) for the tariffs available in the market
for endowment insurance contracts is an average of 3.80% for the
sector. This figure was 3.95% in 2011 and 4.13% in 2010.

Also in 2011, substantial distributions were made to enable the
policyholders to participate in the valuation reserves, although
these did not quite reach the same level as in the previous year.
The distributions are linked to the level of the valuation reserves,
which remain very high because of the prolonged low interest
rates.

Investments by life insurers in the PIIGS countries

Together with the projection as at 31 October 2011, BaFin
surveyed life insurers to establish the extent to which they
expected to be invested in Portugal, Ireland, Italy, Greece and
Spain (the “PIIGS” countries) at the year-end.

The survey revealed that the insurers had invested 2.9% of their
total investment assets measured at fair value in the PIIGS
countries. Investments in the individual PIIGS countries were in
single-digit percentages for all insurers. Compared with previous
surveys, it was evident that the insurers are actively managing the
country risks and only hold a limited amount of these country
exposures.

Private health insurance

The 48 private health insurers supervised by BaFin generated
premium income of approximately €34.7 billion in 2011 (previous
year: €33.3 billion), representing year-on-year growth of more
than 4%. The market for private health insurance remained
difficult. The perpetual debate on modifications to the German
healthcare system probably prompts potential customers to await
further developments rather than take out private health
insurance.
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‘ Improved reserve situation thanks to
low interest rates, although the
earnings position is weaker.

. All health insurers withstand projection.

‘ Net investment return of less than 4%
expected for 2011.

Nevertheless, BaFin still expects there to have been a buoyant
revival in new business in 2011. The Act on the Financing of
Statutory Health Insurance (GKV-Finanzierungsgesetz — GKV-FinG)
abolished the “three-year limit” as at the end of 2010/beginning of
2011. As a result, salaried employees can again opt to switch from
the statutory health insurance system to private health insurance
at the end of the year in which their salary exceeds the income
limit for compulsory statutory insurance, provided that it is
expected to remain above this limit in the following year. This saw
lawmakers abandoning the rule, only introduced in 2007, under
which salaried employees who were voluntarily insured in the
statutory health insurance system were only able to switch to
private health insurance if their income was higher than the
income limit for compulsory statutory insurance in three
consecutive calendar years.

The health insurers increased their investment portfolio by 7.5% in
the year under review to approximately €189 billion (previous
year: €176 billion). The effects of the financial market crisis
continued to be felt in 2011. The banking crisis was followed by
the debt crisis in several eurozone countries. The EURO STOXX 50
and the DAX were in significantly negative territory at the end of
the year. It is therefore likely that the volume of write-downs of
investments has increased and earnings weakened compared with
2010. The continued drop in interest rates significantly improved
the sector’s reserve position. Net hidden reserves contained in the
investments rose from €7 billion in the previous year to €10.7
billion in the year under review, corresponding to growth of around
50%.

As at 30 June 2011, BaFin asked 37 health insurance undertakings
to prepare a projection and report the results. Twelve insurers
were exempted from the requirement to submit a projection due to
the low-risk nature of their investment portfolio or because they
only offer non-substitutive health insurance operated similar to
property insurance.

The projections are an additional, risk-based supervisory tool along
with BaFin’s stress tests. They simulate the impact of adverse
capital market developments on the insurer’s performance. BaFin’s
2011 projection defined four different scenarios based on market
developments. Two scenarios exclusively addressed the impact of
equity price risks on the insurers earnings, while the other two also
included interest rate risk in the projection. All of the health
insurers withstood the assumed scenarios financially.

Because of the weak capital market performance and the debt
crisis in @a number of eurozone countries, the projections indicate
that net investment income will be lower. BaFin therefore believes
that the sector will generate a net investment return of slightly less
than 4%.

All health insurers were able to meet their guaranteed return
obligations in all four scenarios. In a small number of cases only,
net investment income fell slightly short of the level needed to
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finance the technical interest rate for the provision for increasing
age. However, the undertakings are able to generate sufficient
surpluses from other sources (e.g. safety loading) to guarantee the
necessary addition to the provision for increasing age.

Property and casualty insurers

. Premium growth accompanied by a Business performance by property and casualty insurers was
modest increase in claims expenditures.  positive overall in 2011. Gross premiums written rose, and motor
vehicle insurance - the largest class in property and casualty
insurance - also recorded significant premium increases.

Based on figures currently available, gross premiums written in the
direct insurance business increased by 2.4% year-on-year to €59.3
billion. In addition to the significant increase in premiums in the
traditionally important motor vehicle business, the other major
classes also recorded an increase in premium income. Only fire
insurance premium income declined.

Claims expenditures rose in parallel with the growth in premium
income in almost all insurance classes, and thus also overall.
Compared with the increase in gross premiums, however,
claims expenditures increased at a slower pace, with a
resulting slight decrease in the claims ratio. The declining
expenditures for natural disasters in Europe reinforced this
trend.

e
Shaan

Overall, the expense ratio was reduced slightly year-on-year. The
combined ratio for the direct insurance business therefore
decreased significantly year-on-year, thus reversing the negative
trend of the previous years. The underwriting profit increased
correspondingly compared with the previous year.

Pensionskassen
‘ Slight overall decline in Based on the projections as at 31 October 2011, premium income
premium ncome. at the Pensionskassen competing on the open market (Wettbe-

werbspensionskassen) that have been established since 2002 was
on a level with previous years, illustrating that the market is now
largely saturated. In the case of Pensionskassen funded largely by
employers, premium income trends depend on the headcount at
the sponsoring company. The projections suggest that the
premium income of these Pensionskassen declined slightly.

The aggregate investment portfolio of the 152 Pensionskassen
supervised by BaFin increased by around 5.6% in 2011 to
approximately €115.8 billion.
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Higher premium reserves will
result in higher expenditures.

' Projection indicates stable financial
position overall for the Pensionskassen.

Additional projection on interest guarantees for
Pensionskassen

The prolonged period of low interest rates and its impact on
earnings are a core issue for the Pensionskassen, which mainly
have portfolios of contracts with long-term interest guarantees.
Because of this, they need to have sufficiently high-yielding
investments that will allow them to meet their benefit obligations
on a sustainable basis. At present, the average technical interest
rate for Pensionskassen is 3.47%, and it is only declining at a slow
pace.

BaFin conducted a survey of the impact of low interest rates at
Pensionskassen in 2011 that was based on the same basic concept
as at the life insurers: the development of returns on investments
in defined pessimistic scenarios. The survey was adapted to the
specific conditions prevailing at Pensionskassen. These result in
particular from statutory requirements governing occupational
pensions and, especially at the regulated Pensionskassen, from
supervisory and insurance contract law requirements.

The analysis of the data provided indicated that the Pensions-
kassen will probably be in a position to pay the benefits they have
promised to the beneficiaries even if the phase of low interest
rates persists in line with the defined low interest rate scenario.
Many Pensionskassen have already responded to the declining
interest rates on the capital markets and have initiated
countermeasures, or are in the process of doing so. For example,
they cut the technical interest rate for new and existing insurance
contracts. These measures are closely coordinated with BaFin
because most of the Pensionskassen calculate their premiums
and the premium reserve they have to recognise on the their
balance sheet on the basis of business plans that have been
approved by BaFin.

In addition to the investment risks reflected in the BaFin stress
test, Pensionskassen are especially exposed to the longevity risk of
the insured persons. This may result in the need for Pensions-
kassen to adjust their actuarial assumptions and to top up their
premium reserves in the coming years. This is not easy in the
current period of persistently low interest rates because it is
increasingly difficult to generate sufficient surpluses.

BaFin asked the Pensionskassen to prepare projections as at

30 June and 31 October 2011 in which they projected their profit
for the financial year in four equity and interest rate scenarios. The
number of Pensionskassen asked to prepare projections was 135,
of which 17 were exempted from this requirement due to the
low-risk nature of their investments. The projections revealed that
the solvency margin ratio rose slightly overall compared with the
previous year. The short-term risk-bearing capacity of the sector
therefore continues to be assured. It also became clear that the
difference between the return on investments and the average
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‘ Projections indicated stable
economic position.

technical interest rate for the premium reserve is narrowing. This
will make it more difficult to finance increases in reserves because
of the need to reinforce the biometric actuarial assumptions.

Pension funds

At €2,154 million, pension funds recorded an overall decrease in
gross premium income in the reporting period compared with the
previous year (€5,967 million). 87% of the higher total sector
income in the previous year was attributable to single premiums at
one newly established pension fund. Benefit payouts increased
from €1,199 million to €1,458 million. The number of beneficiaries
increased to 777,378 persons at year-end (previous year:
757,388), of whom 491,855 were vested employees and 285,523
were pensioners.

As in every year, BaFin asked the pension funds to submit their
annual projection in accordance with section 55b of the VAG as at
30 June 2011. The scenarios surveyed at year-end 2011 were the
capital market situation at the reference date and an equity
scenario. In addition, scenarios were used that combined the
above-mentioned scenarios with an increase in the yield curve. All
of the pension funds forecasted that they would be able to
withstand the four assumed scenarios financially at the reference
date.

TN 7N 7N 7N 77N @ N 7N Y



« back to contents
132

IV Supervision of insurance undertakings and pension funds

NN N N



« back to contents

V Supervision of banks, financial services institutions and payment institutions 133

V Supervision of banks,
financial services institutions
and payment institutions

. 1 Bases of supervision

1.1 Implementation of CRD III

In 2010, European lawmakers amended the EU Banking
Directive and Capital Adequacy Directive by issuing an amending
directive referred to as the Capital Requirements Directive III (CRD
III).>®* The various elements of CRD III, which are required to be
applied as at 31 December 2011, were transposed into German
law by the Second Regulation on the Further Implementation of
the Amended Banking Directive and the Amended Capital
Adequacy Directive of 26 October 2011, the CRD III Amendment
Regulation (Zweite Verordnung zur weiteren Umsetzung der
gednderten Bankenrichtlinie und der gednderten Kapitaladdquanz-
richtlinie = CRD-III-AnderungsV0).%

Raimund Réseler,
Chief Executive Director
of Banking Supervision

. Higher own funds requirements. The changes that have been made are largely the result of the
tighter regime published by the Basel Committee on Banking
Supervision in summer 2009 in response to the financial market
crisis (Basel 2.5). These provide in particular for increased and
more risk-sensitive capital requirements in the trading book and
for re-securitisations as well as stricter disclosure requirements.

The increase in own funds requirements in the trading book
focuses mainly on those institutions — small in number but
constituting an important group in terms of market relevance -
which use their own (market) risk models to calculate own funds
requirements or which have allocated a significant volume of
securitisation positions to the trading book.

Re-securitisation exposures are included in capital requirements
at higher risk weights. This applies under both the Credit Risk
Standardised Approach (CRSA) and the Internal Ratings Based
Approach (IRBA), regardless of whether the re-securitisation
positions have an external rating or not. The increase in the risk
weights enables the risk from re-securitisations to be captured
more appropriately than under the previous rules.

. Use of external ratings based An institution may not use a credit rating from a recognised rating
on an institution’s own guarantees agency for a securitisation position if that credit rating is based
not permitted. . . .
on (non-cash) support granted by the same institution for the
securitisation position concerned. The lack of a credit rating may

** Directive 2010/76/EU, OJ EU L 329, p. 3 et seq.
* Federal Law Gazette (BGBI.) I 2011, p. 2103.
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. Stricter disclosure requirements.

lead to a capital deduction. To prevent this from resulting in
inappropriately harsh capital requirements for asset-backed
commercial paper (ABCP) programmes, the institution has the
option of using the same risk weight for the commercial paper as
for a securitisation liquidity facility provided for the same ABCP
programme if that risk weight was calculated using an internal
assessment approach that has been granted supervisory approval.
An institution may make use of this exemption provided, in
particular, that the commercial paper does not entail a higher

risk than a securitisation liquidity facility provided by the institution
for the same ABCP programme.

The new rules address the situation observed during the financial
market crisis where sponsors in particular had taken on
commercial papers in order to ensure that the ABCP programmes
they were supporting were financed.

In addition to the increase in minimum own funds requirements,
the provisions governing the disclosure requirements for
institutions have also been tightened up. For market risk, this
means an enhancement of both the quantitative and the qualitative
requirements. For example, there are now separate disclosure
obligations in relation to own funds requirements for the special
price risk relating to net interest positions in securitisations and to
the internal approaches introduced under Basel 2.5. The enhanced
disclosure requirements for securitisations include additional
disclosures on securitisation positions in the trading book,

the sponsoring of special purpose entities, the design of the
internal assessment approach, securitisation liquidity facilities,
re-securitisations and assets awaiting securitisation. The changes
address the realisation that, under the previous rules, capital
market participants were inadequately informed about the volume
of and risk associated with the securitisation transactions executed
by institutions and the securitisation positions held by them.

1.2 Act to Increase Investor Protection and
Improve the Functioning of the Capital Markets

Institutional investors were not the only people to suffer as a result
of the financial crisis — clients who used the investment advisory
services of investment services enterprises also did. In day-to-day
supervisory practice, this was reflected especially in the large
number of complaints in which clients accused enterprises of
wrongly advising them. The root of these complaints was often
disputes about the information provided on risk or on charges.

By amending the Securities Trading Act (Wertpapierhandelsgesetz -
WpHG) by way of the Act to Increase Investor Protection and
Improve the Functioning of the Capital Markets (Anlegerschutz-
und Funktionsverbesserungsgesetz — AnsFuG), lawmakers
addressed the continuing stream of complaints and adapted the
prudential rules applicable to the provision of investment advice.
Legislative efforts focused on the sale of financial instruments via
investment advisory services and resulted in the introduction of the
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. Sales and compliance also
a focus of supervision.

Employee register reveals
frequency of complaints.

New supervisory regime increases
investor protection.

new requirement contained in section 34d of the WpHG. Essentially,
the new statutory provisions now require that certain employees
working in sales have minimum qualifications and that groups of
employees be registered in an internal database at BaFin known
as the employee register.

In future, investment services enterprises wishing to engage
certain employees in their sales operations will have to verify
beforehand whether those individuals possess the necessary
expertise and reliability. Besides investment advisers, who make
up the most numerous group, sales representatives and
compliance officers must also have minimum qualifications.

As well as the employees entrusted with actually providing
investment advice, BaFin is therefore focusing its attention on
these functions too, which are usually invisible to clients. Here,
experience gained from ongoing supervision has shown that sales
targets can sometimes have a considerable impact on advisory
practice. Details of the requirements for expertise and reliability
are contained in the WpHG Employee Notification Regulation
(WpHG-Mitarbeiteranzeigeverordnung — WpHGMaAnzV).>” BaFin
published the Regulation on 30 December 2011, more than ten
months before the entry into force of the new rules, enabling
affected enterprises and individuals to prepare to meet the future
requirements and take appropriate action in good time.

The employee register becomes particularly important in light of
the additional obligation to report information not only on specific
individuals but also on, for example, the complaints received by
an investment services enterprise regarding the provision of
investment advice by them. This will enable BaFin to identify any
irregularities. In future, it will be able to spot a large number of
complaints made against a single investment adviser or against
various investment advisers of a single sales officer. Equally, it
will be possible to spot clusters of complaints in individual regions
or areas.

BaFin has been given far-reaching powers to implement the new
rules. For example, it may prohibit an institution from engaging
an employee in the reported activity, as long as that employee
does not satisfy the statutory requirements. It may also caution
the employee or the institution or prohibit the institution from
engaging the employee for a period of up to two years. If orders
become non-appealable, they may be published without specifying
the name of the employee concerned, unless doing so is likely to
damage the legitimate interests of the enterprise.

By granting these powers, lawmakers are demonstrating the
importance of future supervision in the area of investor protection.
The aim is for BaFin to use the database, in which not only the
investment advisers but also all compliance officers and sales
representatives will be registered, as a new source of information
and to carry out its supervisory activities in a risk-based manner.

*” Federal Law Gazette (BGBI.) I 2011, p. 3116.
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Furthermore, BaFin should not limit itself to formal checks of
existing instructions and controls by institutions’ internal
organisational units (compliance, internal audit), but use its own
personnel to perform its own research directly and immediately.*®
BaFin therefore expects a significant proportion of its supervisory
activities in the investment advisory area to be carried out on the
ground in future. In 2011, it restructured and recruited additional
staff to the department entrusted with supervising investment
services enterprises so as to be able to meet these amended
requirements. It also set up highly specialised units to deal solely
with the sale of financial instruments via investment advisory
services.

1.3 Amendment of Legislation Governing
Investment Intermediaries and Capital
Investments

In the year under review, the Bundestag (the lower house of the
German Parliament) adopted the Act to Amend the Law Governing
Investment Intermediaries and Capital Investments (Gesetz zur
Novellierung des Finanzanlagenvermittler- und Vermégensanlagen-
rechts).* Most of its provisions will enter into force on 1 June
2012. As a result of this amending legislation, investments will
qualify as financial instruments within the meaning of the Banking
Act (Kreditwesengesetz - KWG) from that date onwards, which
means that, in future the organisational requirements and conduct
of business obligations laid down in the WpHG will apply when
investment services enterprises supervised by BaFin provide
investment advice and engage in investment broking.

The amending legislation will also increase investor protection in
what is referred to as the grey capital market. Many investors see
the investment offerings in this market as an alternative to
investment classes such as equities and certificates even though
they often have a long term to maturity and cannot be sold

early, and hence entail high risks. Since they qualify as financial
instruments within the meaning of the KWG, capital investments
generally fall within the scope of the banking business and financial
services activities defined in section 1 (1) and (1a) of the KWG.
Due to an exemption, however, the placement of these
investments and the services related to their management will
still not require authorisation. Shares in cooperatives within the
meaning of section 1 of the Cooperative Societies Act (Genossen-
schaftsgesetz) are specifically exempted in all cases; they also fall
outside the scope of the Capital Investment Act (Vermdgensan-
lagengesetz — VermAnIG).

* Report of the Finance Committee, Bundestag publication 17/4739, p. 13.
* Federal Law Gazette (BGBI.) I 2011, p. 2481.
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Fundamental principles governing
eligibility as Tier 1 capital.

Equally, due to a statutory exemption, BaFin will continue not to
supervise independent intermediaries of pure investments within
the meaning of section 1 (2) of the VermAnIG who merely forward
client orders and are unable to obtain ownership and possession
of client money or assets. The same applies to independent
intermediaries of open-ended funds. Supervision of these
investment intermediaries remains the responsibility of the local
trade supervisory authorities in accordance with sections 34f and
34g of the Industrial Code (Gewerbeordnung), although its content
has been improved. Independent investment intermediaries must
now demonstrate greater expertise and are subject mutatis
mutandis to the main investor protection obligations under the
WpHG. Details of these obligations are to be governed by a
regulation.

Section 64n of the KWG creates a transitional provision for
institutions that are required to obtain authorisation as a financial
services institution due to the expanded definition of financial
instruments. If these institutions submit a full application for
authorisation by 31 December 2012, authorisation will be deemed
to have been granted provisionally as at 1 June 2012 until BaFin
reaches a decision. This provision addresses the interest of the
enterprises concerned in continuing to operate.

1.4 Circular on Tier 1 Capital Instruments

Through the Act Implementing the Amended Banking Directive
and the Amended Capital Adequacy Directive of 19 November 2010
(Gesetz zur Umsetzung der gednderten Bankenrichtlinie und der
gednderten Kapitaladdquanzrichtlinie — CRD-II-Umsetzungsgesetz)®,
lawmakers made extensive changes to the requirements for
institutions’ Tier 1 capital. BaFin published Circular 5/2011

(BA) on 5 May 2011 in order to explain the resulting changes to
the requirements contained in section 10 of the KWG regarding
the recognition of Tier 1 capital instruments in greater detail. The
Circular implements at national level the guidelines®* of the former
Committee of European Banking Supervisors (CEBS) on hybrid
capital instruments and the other components of Tier 1 capital
within the meaning of Article 57a of the Amended Banking
Directive.® The Circular does not apply to Tier 2 or Tier 3 capital.

In amending the legislation, lawmakers introduced the terms
“other capital” and “miscellaneous capital”. The BaFin Circular sets
out in detail the features other capital and miscellaneous capital
(referred to as hybrid capital) must have in order to be recognised
as Tier 1 capital. The fundamental principles for eligibility as Tier 1
capital are:

® Federal Law Gazette (BGBI.) I 2010, p. 1592.

¢ Implementation Guidelines regarding Instruments referred to in Article 57 (a) of the
Directive 2006/48/EC recast.

2 Directive 2009/111/EC, OJ EU L 302, p. 97 et seq.
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e the permanence of the cash inflows;
e the flexibility of payments; and
e the ability to absorb losses.

The rules on the ability to absorb losses are the focus of the
explanations in Circular 5/2011 (BA). Other capital, which is
eligible as Tier 1 capital without restriction, must meet stricter
requirements than miscellaneous capital, which is subject to

limits of 15%, 35%, or 50%. However, miscellaneous capital also
offers institutions greater flexibility, as they can agree moderate
incentives to redeem, issuer call options, dividend pushers and
stoppers, and alternative coupon satisfaction mechanisms.
Provided institutions observe the Circular’s requirements, they
may also issue miscellaneous capital via a special purpose vehicle.

. Early repayment requires approval. As a general rule, institutions must obtain BaFin’s approval before
any early repurchase or early repayment of Tier 1 capital
instruments. The Circular sets out the details of the application
procedure as well as exemptions from the requirement for
approval. It also provides simplifications for the termination of
membership of a cooperative bank.

1.5 Implementation of CEBS guidelines on
large exposures

Circular explains formation of As a result of the CRD II Implementation Act, BaFin has also

risk units in greater detail. published rules aimed at standardising administrative practice in
relation to large exposures. Circular 8/2011 (BA) of 15 July 2011
introduced the CEBS guidelines of 11 December 2009 on the
implementation of the revised large exposures regime into national
administrative practice. In particular, the Circular sets out in
greater detail the new statutory provisions governing the formation
of risk units and how to determine the borrower in the case of
investments in “schemes with underlying assets” within the
meaning of the Regulation Governing Large Exposures and Loans
of €1.5 million or More (GroB- und Millionenkreditverordnung).
The aim is to capture concentration risk in a more risk-sensitive
manner than was the case previously.®

In the case of risk units, unilateral dependencies in particular
should also lead to borrowers being aggregated if they might prove
to be an existential risk. In the case of schemes with underlying
assets, such as investment funds, BaFin also requires a look-
through to the underlying assets as a basic principle. This is
because such a look-through enables a full picture to be obtained
of the risk concentration: if applicable, an institution should add
positions held indirectly through the scheme to positions with the
same counterparty that already exist as a result of other credit
relationships.

© See 2010 Annual Report, p. 119.
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. Interest rate shock specified by
BaFin is increased.

. New module on requirements for
investment advice minutes.

1.6 Circular on interest rate risks in
the banking book

In contrast to interest rate risk in the trading book, interest rate
risk in the banking book is not subject to a general own funds
requirement under Pillar I. Nevertheless, the Banking Directive®
requires BaFin to monitor this risk and to take measures if interest
rate risk in the banking book is high.

In order to identify institutions with increased interest rate risk in
the banking book, institutions must calculate the effects of an
interest rate shock. BaFin’s Circular 11/2011 (BA) defines this as
+/-200 basis points, bringing the interest rate shock into line with
that used in European Union (EU) partner countries. The measures
available to BaFin range from examining the institution’s overall risk
position in accordance with supervisory standards, including the
interest rate risk in the banking book, through to ordering increased
own funds requirements under section 10 (1b) no. 1 of the KWG.

1.7 Minimum Requirements for Compliance

In June 2011, BaFin published a new version of its Minimum
Requirements for the Compliance Function and Additional
Requirements Governing Rules of Conduct, Organisation and
Transparency pursuant to Sections 31 et seq. of the WpHG for
Investment Services Enterprises (Mindestanforderungen an die
Compliance-Funktion und die weiteren Verhaltens-, Organisations-
und Transparenzpflichten nach §§ 31 ff. WpHG fur Wertpapier-
dienstleistungsunternehmen - MaComp). The first version of this
circular, which serves as a compendium of all BaFin's
interpretations of the conduct of business, organisational and
transparency requirements under the WpHG for investment
services enterprises, dates back to June 2010.

As BaFin announced when it published the Circular last year, it
reviews and updates MaComp at regular intervals. Where individual
provisions of sections 31 et seq. of the WpHG require further
clarification, it continually supplements the Circular by adding new
modules. The new version published in 2011 contains changes in
the following areas: the newly included module BT 6 sets out the
requirements for investment advice minutes in greater detail. It
explains the scope of section 34 (2a) of the WpHG and the content
requirements. The background to this is the statutory requirement
introduced as at 1 January 2010 for investment services
enterprises to prepare investment advice minutes when providing
such advice to retail clients. BaFin’s initial review of this new rule
showed that many enterprises are still unclear about the content
requirements and that not all the minutes used to date satisfied
the statutory provisions. The findings of the review were
incorporated into the module. For example, the new version

of MaComp clarifies that investment advice minutes need to be

¢ Directive 2006/48/EC, OJ EU L 177, p. 1 et seq.
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. Guidance notice on the assessment of
risk-bearing capacity concepts.

prepared even if a consultation with a client does not result in a
transaction being concluded. BaFin also explains that, even though
a certain amount of standardisation is permitted, the minutes must
also provide free text fields for various points.

In addition, the new version refers to Circular 5/2010 on the
Minimum Requirements for Risk Management in Investment
Companies (Mindestanforderungen an das Risikomanagement flr
Investmentgesellschaften — InvMaRisk), which entered into force
after the original MaComp was published. MaComp has thus been
extended to asset management companies and clarifies the scope
of the rules on financial analysis.

In the new version, BaFin has also removed the general exemption
for bonds issued by member states of the European Free Trade
Association (EFTA) from the monitoring of personal account dealings
conducted by employees. European sovereign bonds are now treated
in the same way as other financial instruments for the purposes of
this monitoring. Lastly, the new Circular sets out in greater detail the
requirements with regard to representing the performance of financial
instruments in information and marketing communications to clients.
It explains how the impact of commissions, fees and other charges
can be reflected in presentations of performance in accordance with
section 4 (4) to (6) of the Regulation Specifying Rules of Conduct and
Organisational Requirements for Investment Services Enterprises
(Wertpapierdienstleistungs-Verhaltens- und Organisationsver-
ordnung - WpDVerOV). In particular, the new version clarifies that
investment services enterprises must disclose any custody charges in
an additional note and must not include these charges in the
specimen calculation.

2 Preventive supervision

2.1 Risk-bearing capacity

In December 2011, BaFin published a guidance notice on the
supervisory assessment of banks’ internal risk-bearing capacity
concepts, in which it outlines the main assessment criteria. By
doing so, BaFin met the banking industry’s frequent requests for
the assessment criteria to be made generally transparent.

Section 25a (1) of the KWG requires credit institutions to put

in place appropriate and effective procedures to gauge and
continuously safeguard risk-bearing capacity. The term
“risk-bearing capacity” is defined in greater detail in the Minimum
Requirements for Risk Management (Mindestanforderungen an das
Risikomanagement — MaRisk). These require credit institutions to
ensure on the basis of the overall risk profile that material risks,
including risk concentrations, are covered by risk-taking potential
on an ongoing basis.
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The freedom available to credit institutions in selecting the
methods by which they calculate risk-bearing capacity has
led to numerous different approaches in practice due to the
heterogeneity of the German banking sector. In assessing
the methods as part of the supervisory review process,
BaFin is guided by the basic principles of the completeness
with which risks are reflected, the consistency of the
procedures and the prudence principle, while at the same
time bearing in mind the proportionality principle. The
guidance notice sets out these basic principles in greater
detail and outlines the assessment criteria that have repeatedly
come to light in supervisory practice. In other words, there is no
exhaustive list of all the potentially relevant considerations and
BaFin and the Deutsche Bundesbank factor further considerations
into their assessment on a case-by-case basis.

‘ Risk-taking potential: going concern Among the methods encountered at institutions, the guidance
and liquidation approaches. notice distinguishes between going concern and liquidation

approaches. Going concern approaches are those methods of
managing risk-bearing capacity in which the institution concerned
could continue as a going concern while meeting prudential
minimum capital requirements, even if all risk cover items reported
were eroded by emerging risks. If, however, the risk-taking
potential reported as risk cover includes items required in order to
meet minimum capital requirements under the Solvency Regulation
(Solvabilitdtsverordnung - SolvV) and without which the institution
could not fundamentally continue as a going concern, the method
involved is a liquidity approach.

Only those approaches based on the risk-bearing capacity resulting
from a credit institution’s own assets are considered to be
appropriate when examining risk-bearing capacity. Payments an
institution hopes to receive from third parties which are to be used
to cover emerging risks in the event that the institution is unable
to do so itself may not therefore be reported as risk-taking
potential.

‘ Income statement-/balance sheet- and ~ The guidance notice also distinguishes between value-based and
value-based methods of calculating income statement- or balance sheet-based methods of calculating
Fisk-taking potential. risk-taking potential. Most German credit institutions apply income

statement-/balance sheet-based methods that draw on items in
the external financial statements, whereas value-based approaches
are encountered more rarely. With income statement-/balance
sheet-based methods, BaFin expects that not all balance sheet
items will be taken over unfiltered in calculating risk-taking
potential; more specifically, this applies to deferred tax assets,
goodwill, non-controlling interests and any effects on the
institution’s own credit standing resulting from the fair value
measurement of liabilities. To this extent, stricter standards must
sometimes be applied to the adjustment of reported equity under
liquidation approaches in the interests of consistency.

‘ Elimination of hidden liabilities ... BaFin also expects hidden liabilities relating to securities treated
as fixed assets to be fully eliminated in a coordinated management
approach if they are substantial in amount. This can be done by
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deducting them from risk-taking potential or recognising them as
a value at risk. Hidden liabilities can also result from a credit
institution’s pension obligations. In the case of liquidation
approaches at least, these must be taken into account when
calculating risk-taking potential.

Whether and under what conditions hidden reserves are suitable
as risk-taking potential depends in particular on the nature of the
reserves. For example, it is generally acceptable from a
supervisory perspective to recognise non-committed contingency
reserves pursuant to section 340f of the Commercial Code
(Handelsgesetzbuch — HGB) as risk-taking potential in a
coordinated management approach based on the financial
statements prepared in accordance with the HGB. The contingency
reserves could be realised in the next annual financial statements
through a simple measurement and used to offset losses in a
tax-neutral manner. However, a different view is taken of hidden
reserves that could only be realised through transactions in which
a tax liability might have to be taken into account. In addition, the
realisation of reserves taking the form of less fungible assets in
particular entails considerable uncertainty. BaFin therefore takes a
very cautious view of stating these hidden reserves as risk-taking
potential and attaches strict rules to doing so.

Many credit institutions manage risk-bearing capacity primarily
using a going concern approach, taking into account the budgeted
profit for the current and following year as the key measure of
risk-taking potential. Although these amounts do not yet exist, but
are expected only in the future, BaFin generally accepts this
provided certain conditions are met. In particular, budgeted results
must be calculated conservatively and adjusted promptly in the
event of any negative deviations from forecasts.

MaRisk already basically lists the types of risk required to be taken
into account in managing risk-bearing capacity. Expanding on this,
the guidance notice contains information on the inclusion of certain
specific risk types. The course taken by the financial crisis since
2007 has shown that credit spread risk can become extremely
significant. BaFin therefore assumes that, for interest-bearing
transactions in a bank’s proprietary securities account, credit
spread risk should also be calculated and included when managing
risk-bearing capacity. Depending on how the positions are allocated
to specific categories in the financial statements, however, this
may not be necessary when applying going concern approaches.

When quantifying risks, both expected and unexpected losses must
be adequately reflected. If only the expected loss is stated, the
figure will be too low. The expected amount is not a risk, but the
actual basis for planning. Conversely, only the threat of a less
favourable performance than the expected amount can be
described as a risk.

BaFin does not stipulate which risk measures must be used to
quantify the risk types included in managing risk-bearing capacity.
However, it reserves the right to review the adequacy of the risk
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measures laid down by a credit institution itself. Taking the risk
measurement methods commonly used in practice as its starting
point, the guidance notice lists several criteria for various risk
quantification factors. For example, risk quantification must be
based on a uniform, forward-looking period of time. Appropriate
methods must be applied to ensure that this is the case even if,
for trading portfolios for example, a value at risk is calculated
assuming that the positions will be held for a shorter period. Strict
requirements are therefore attached to such a method. Further
supervisory criteria relate to the observation period for which data
are captured in order to calculate values at risk as well as to other
risk quantification parameters generally. The guidance notice also
emphasises the importance of stress tests in assessing banks’
internal risk-bearing capacity concepts.

2.2 Reporting system

. Revised supervisory reporting system. BaFin and the Deutsche Bundesbank have drawn up a joint concept
paper on reporting. This provides for reporting of financial data
(Module A) and loans of €1.5 million or more (Module B) to be
restructured so as to significantly improve the available information
base and thus strengthen micro- and macroprudential banking
supervision. Following a public consultation at the beginning of
2011, the concept paper was discussed with the industry at a
technical committee meeting in June 2011 and subsequently
adapted by BaFin and the Bundesbank.

. Changes to financial data reports. The content and frequency of interim financial data reporting are
to be improved and adapted in some areas to reflect European
requirements under the Revised Guidelines on Financial Reporting
(FINREP). BaFin has plans for a nuanced reporting module based
on the format of annual and consolidated financial statements in
accordance with the HGB and International Financial Reporting
Standards (IFRSs). A basic HGB-based reporting system is to be
introduced based on existing monthly reports. Publicly traded
parents that prepare IFRS consolidated financial statements are
supposed to meet both the requirements under FINREP and more
extensive reporting requirements. In future, FINREP will form part
of an implementing technical standard which is currently open for
consultation at the European Banking Authority (EBA) and which,
once adopted, will be directly applicable in the member states.
The changes relating to financial data will provide BaFin with
substantially improved opportunities for analysis and a more
extensive overview of institutions’ financial position.

. Reporting system for loans of €1.5 In order to gain a deeper insight into the nature, scope and quality
million or more to be extended. of lending, BaFin is also to extend the reporting system for loans of
€1.5 million or more under section 14 of the KWG. For this, the
definition of a loan is to be extended and the reporting threshold
probably lowered to €1 million. In addition, institutions are to
submit reports fully electronically and more frequently so that the
quality and topicality of the data on such loans can be improved.
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. Pace of mergers in the savings bank
sector almost unchanged ...

As the development of FINREP is still ongoing, BaFin and the
Bundesbank published the adapted Module B in February 2012 and
then Module A in April 2012 separately. The Common Reporting
(COREP) module originally contained in the concept paper on the
modernisation of the prudential supervisory reporting system and
intended to reflect the standardisation of solvency reporting
requirements at European level was omitted. The same goes for
the module for submissions under the Internal Capital Adequacy
Assessment Process (ICAAP).

3 Institutional supervision

3.1 Authorised banks

The number of authorised banks in Germany declined again in
2011. A total of 1,883 institutions were under supervision, down
40 year-on-year (1,923). The fall is much smaller than in previous
years, however. BaFin distinguishes between four groups of
institutions among the banks that it supervises: commercial banks,
institutions belonging to the savings bank sector, institutions
belonging to the cooperative sector and other institutions.
Commercial banks include the major banks, private commercial
banks and subsidiaries of foreign banks. In addition to the
Landesbanks, the savings bank sector includes public-sector and
independent savings banks. Institutions are assigned to the
savings bank or cooperative sector primarily depending on their
economic ties. As a result, DZ Bank and WGZ Bank also belong

to the cooperative sector, for example. Finally, the group of other
institutions includes building and loan associations, Pfandbrief
banks and securities trading banks, as well as the development
banks operated by the federal government and the federal states.

Table 13
Number of banks by group of institutions

Group of institutions 2011 2010
Commercial banks 185 189
Institutions belonging to the savings bank sector 436 439
Institutions belonging to the cooperative sector 1.125 1.145
Other institutions 137 150
Total 1.883 1.923

In the savings bank sector, 426 savings banks, nine Landesbanks
and DekaBank, the central provider of fund services for the
Sparkassen-Finanzgruppe, were under supervision at the end of
2011. The pace of mergers remained largely unchanged. The
number of savings banks declined by three (previous year: 429).
This means that the number of supervised savings banks
decreased by 0.7% year-on-year.
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Figure 17
Number of savings banks
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... and comparable with that In BaFin’s cooperative sector, a total of 1,121 primary institutions,
in the cooperative sector. two central institutions, ten related institutions providing specialist

services and 49 housing cooperatives with a savings scheme
(which also belong to the cooperative segment) were under
supervision at the end of 2011. The number of primary institutions
therefore dropped by 17 or 1.5%; the pace of mergers among
cooperative credit institutions remained at a low level.

Figure 18
Number of cooperative primary institutions
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@ nNumber of Pfandbrief banks Despite the overall decline in the number of credit institutions, new
continues to increase. licences are granted on a regular basis. Often, these are required

for a special business model. The trend for institutions to acquire
a Pfandbrief licence is also continuing more or less undiminished.

The number of Pfandbrief issuers continued to increase in 2011
and now stands at 70 institutions (previous year: 69). Interest in
acquiring a licence to issue Pfandbriefe therefore remained high
even in what was generally a difficult year for the institutions.

The focus here was clearly on mortgage Pfandbriefe, which have
proven to be a comparatively cheap funding instrument even in the
difficult environment. In addition to the savings bank sector, where
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Number of building and loan
associations unchanged at 23.

several institutions have also become Pfandbrief banks in recent
years, foreign providers showed an increased interest in acquiring
an existing Pfandbrief bank or establishing a new one in the year
under review. This interest is also likely to be due to the fact that
mortgage Pfandbriefe have proven very robust compared with
rival foreign covered bonds. In some cases, the latter could only
be placed in the market at significant risk premiums. Overall,
therefore, mortgage Pfandbriefe are expected to remain a
preferred funding instrument going forward.

The number of supervised building and loan associations did not
change in 2011. As in the previous year, BaFin supervised 13
private and ten public-sector building and loan associations.
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Table 14

Foreign banks in the Federal Republic of Germany* <

As at 31 December 2011

Country Subsidiaries Branches E:f-fti’::::h Repl:fsf::r:sative

Australia 1 1 2 -
Austria 2 - 10 4
Azerbaijan = = = 1
Bahrain - - 1 -
Belarus - - - 1
Belgium 2 = 1 1
Brazil - 1 - 2
Canada 1 - - 1
China - 4 - 1
Czech Republic = = = 1
Denmark 1 - 3 2
Egypt 1 . _ -
Finland o = 1 -
France 9 - 20 11
Greece 1 = 1 -
Hungary = - 2 -
India o 1 1 =
Iran 1 3 = =
Ireland - = 1 1
Israel - - - 4
Italy 7 = 7 1
Japan 4 3 = 2
Jordan o = 1
Latvia - = 1 1
Lebanon o = 1 -
Luxembourg 2 - - -
Mongolia = = = 1
Morocco ° = 1 -
Netherlands 6 = 12 -
Norway = = 1 -
Pakistan - 1 - =
Philippines = = = 2
Portugal = = = 5
Qatar = = = 1
Russia 1 = 1 3
Slovenia 1 - - -
South Korea/Rep. Korea 2 - - 2
Spain 1 = 2 7
Sweden 1 = 3 =
Switzerland 11 = 2 =
Tajikistan = = = 1
Turkey 4 = 3 4
United Kingdom 8 = 7
USA 17 4 8 3
Vietnam = 1 = 1
Total as at 31 December 2011 84 19 93** 64
Previous year 92 18 152 71
* Countries are allocated according to the country of domicile of the parent company.

** The list only contains entities with banking licences. This means that, in contrast to the prior-year report,

it does not include financial services institutions, for example. Based on the prior-year criteria for inclusion,
the number of EU branches amounts to 157.
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. Positive stress test results
for German banks.

. Baseline and stress scenario.

3.2 Economic development

2011 EBA stress test

In the first half of 2011, the European Banking Authority (EBA)
conducted the bank stress test in the EU member states and
Norway, working closely together with the national supervisory
authorities, the European Central Bank (ECB) and the European
Systemic Risk Board (ESRB). The sample covered 91 banks from
21 countries, representing at least 50% of the total assets of each
national banking sector and 65% of the total assets of the entire
European banking sector. For Germany, 13 institutions participated
in the stress test.

Stress tests subject institutions to hypothetical ("what if”) analyses
of highly adverse but unlikely developments. They help to assess
whether the institutions’ capitalisation is adequate. As such, they
should not be confused with projections of future capital
requirements. In addition, the markets’ expectation that banks -
depending on their business structure - will have higher Tier 1
capital ratios than those required for regulatory purposes refers to
actual Tier 1 capital and not to notional capital ratios calculated
according to a stress test.

The 2011 stress test was based on two scenarios.®® While the
baseline scenario described expected economic developments, the
stress scenario assumed a significant deterioration in economic
conditions. The assumptions for this adverse scenario were much
tougher in 2011 than in the previous year. It was assumed that
GDP growth in Germany would fall by 4.5 percentage points
compared with the baseline scenario over 2011 and 2012. The
adverse scenario also assumed a rise in unemployment: by 0.7
percentage points compared with the baseline scenario in Germany
and by an average of 1.9 percentage points across the EU member
states.

In addition to this deterioration in macroeconomic indicators, the
2011 EU stress test primarily assumed a fall in asset prices and

a continuing debt crisis in peripheral EU countries. In modelling
country risk, the bank stress test made distinctions based not only
on the nationality of the debtor, but also on the remaining terms
to maturity of the positions held. The stress assumptions originally
formulated in March 2011 were adapted in line with current
developments in June in those cases in which the actual decline in
value or increase in yields was higher than initially assumed.

Apart from the tougher assumptions for the adverse scenario, the
2011 stress test also involved extended disclosure requirements for
participating institutions compared with the previous year.

% Detailed information on the methodology and parameters used in the 2011 EU
stress test can be found at www.eba.europa.eu.



« back to contents

V Supervision of banks, financial services institutions and payment institutions 149

. All German participants achieved the
minimum ratio required by the EBA.

Furthermore, a 5% Core Tier 1 capital ratio developed by the EBA
specifically for the stress test established a much tougher criterion
for passing the stress test than in 2010 (Tier 1 capital ratio of 6%).

EBA definition of Core Tier 1 capital

The Core Tier 1 defined by the EBA for the 2011 stress test
consists of regulatory Tier 1 capital excluding hybrid components.
At the banks participating in the stress test, this is mainly just
share capital and reserves - after deduction in full of the items
specified by the Capital Requirements Directive (CRD)® as
amended by CRD II¥. Under existing law, half of these items
would, with a few exceptions, have to be deducted from Tier 1
capital and half from Tier 2 capital. In this respect, their deduction
in full from Core Tier 1 capital (Tier 1 capital excluding hybrid
elements) anticipates the future requirements under Basel III and
CRD 1V. However, this extends only to the question of where
deductions must be made from, and not to the additional group of
deductions under Basel III and CRD IV.

In addition, the EBA tried to improve the comparability of the
results by specifying certain parameters. This was also behind the
requirement to use the portfolios as at 31 December 2010 for the
stress period: institutions were not permitted to assume that
exposures would be reduced during the stress period in order to
bolster their capital base. The only exceptions were legally binding
restructuring measures that had been mandated by the European
Commission as a result of state aid proceedings, for example. The
static balance sheet assumption even meant that items intended to
cushion losses, such as the dynamic provisions of Spanish banks or
non-committed contingency reserves pursuant to section 340f of
the HGB, were not allowed to be used to cover losses in the stress
scenario, as this would have required a management decision.

All 12 German participants that reported in accordance with the
EBA format achieved the minimum ratio required by the EBA. As at
31 December 2012, the average Core Tier 1 capital ratio of the
German participants was 7.5% in the adverse scenario and
therefore well above the required 5.0%.

Landesbank Hessen-Thiringen did not consent to the results being
published in accordance with EBA requirements after a conversion
from “miscellaneous” capital to “other Tier 1 capital” on which
binding agreement had been reached with the owners and which
increased the Core Tier 1 ratio significantly was not recognised by
the EBA for the purposes of the stress test.

 Directive 2006/48/EC, OJ EU L 177, p. 1 et seq.
¢’ Directive 2009/111/EC, OJ EU L 302, p. 97 et seq.
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. Capital buffer: Core Tier
1 ratio of 9%.

EU-wide capital requirement
of €114.7 billion.
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Table 15
Results of German banks in the 2011 EU stress test

Bank Core Tier 1 ratio
Baseline
Actual . Adverse scenario
scenario
(incl. capital (incl. capital (incl.
End of measures measures additional

2010 before 30 before 30 counter-
April 2011*) April 2011*) measures**)

Bayerische Landesbank 9.3% 9.0% 7.1% 8.3%
Commerzbank AG 10.0% 8.9% 6.4% 6.4%
DekaBank Deutsche Girozentrale 13.0% 12.3% 9.2% 9.2%
Deutsche Bank AG 8.8% 8.5% 6.5% 6.5%
DZ Bank AG 8.2% 9.5% 6.9% 6.9%
HRE Holding AG 28.4% 14.8% 10.0% 10.0%
HSH Nordbank AG 10.7% 10.5% 5.5% 9.1%
Landesbank Baden-Wirttemberg 8.2% 9.1% 7.1% 7.5%
Landesbank Berlin AG 14.6% 13.9% 10.4% 10.4%
Norddeutsche Landesbank 4.6% 6.8% 5.6% 5.6%
WestLB AG 8.7% 8.8% 6.1% 6.1%
WGZ Bank AG 10.8% 11.9% 8.7% 8.7%
Arithmetic mean 11.3% 10.3% 7.5% 7.9%

* Including capital raisings, government support measures and mandatory
restructuring plans publicly announced and fully committed between 31 December
2010 and 30 April 2011.

** Supervisory recognised capital ratio calculated on the basis of additional mitigating
measures (including the use of valuation allowances and/or other provisions, future
planned issues of common equity and other disposals as well as restructuring
measures not yet approved by the European Commission).

2011 EBA recapitalisation survey

The sovereign debt crisis in Europe and its far-reaching
consequences for the European financial system prompted EU
heads of state and government to resolve fundamental measures
to restore confidence in the European banking sector. At a special
summit of ECOFIN, the council of EU finance ministers, held in
Brussels on 26 October 2011, they decided to strengthen the
capital position of the large, internationally active European
institutions.

The recapitalisation exercise focuses on building up a capital buffer
made up of two components: firstly, institutions must achieve

a Core Tier 1 ratio of 9% of their risk-weighted assets (RWAs).
Secondly, they must also establish a sovereign capital buffer in the
amount of the hidden liabilities from receivables due from member
states of the European Economic Area (difference between carrying
amounts and fair values) as at 30 September 2011. The amount
of the sovereign capital buffer is fixed on that date and cannot be
reduced by selling sovereign bonds.

The 71 institutions selected by the EBA for the recapitalisation
survey, including 13 German institutions, have a total capital
requirement of €114.7 billion. Around €13.1 billion of this is
accounted for by German institutions: Commerzbank requires
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. Escalating euro crisis
impacts results.

€5.3 billion, Deutsche Bank €3.2 billion, Landesbank
Hessen-Thiringen €1.5 billion, Norddeutsche Landesbank €2.5
billion, WestLB €224 million and DZ Bank €353 million.

The institutions in need of recapitalisation must reach this capital
buffer by 30 June 2012 and maintain it until further notice; WestLB
is an exception due to the current restructuring process. The other
institutions in need of recapitalisation had to submit their
recapitalisation plans to BaFin by mid-January 2012, explaining the
measures to be taken to build up the capital buffer. In examining
these plans, BaFin ensured that building up the capital buffer does
not endanger the supply of credit to the real economy, as
stipulated by the ECOFIN special summit.

Table 16
Results of the EBA recapitalisation survey

Bank Core Tier 1 ratio as Capital requirement
at 30 Sept. 2011 in € million*
Bayerische Landesbank 10.0% =
Commerzbank AG 8.8% 5,305
DekaBank Deutsche Girozentrale 9.6% -
Deutsche Bank AG 8.3% 3,239
DZ Bank AG 9.2% 353
HSH Nordbank AG 9.6% =
HRE Holding AG 27.9% =
Landesbank Baden-Wirttemberg 9.1% =
Landesbank Berlin AG 13.8% =
Landesbank Hessen-Thiringen 6.3% 1,497
Norddeutsche Landesbank 6.0% 2,489
WestLB AG 8.5% 224
WGZ Bank AG 10.2% =
Total 13,107

* Capital requirement necessary to achieve the minimum capital ratio of 9%
(including the sovereign capital buffer).

Situation at the major private commercial banks

Financial year 2011 was a year of two halves: in the first half, the
relative stabilisation seen in the previous year continued, helped
by the still-healthy state of the economy. Influenced by what was
a mainly strong and positive first quarter by comparison with the
prior year, particularly in trading, earnings in the first half of 2011
were better than in the same period of 2010. With the euro crisis
escalating sharply, a number of negative factors arose from July
onwards, not only internationally, but for large German banks too.
As a result, the second half of the year brought significantly lower
operating results — and even losses for some large banks in the
third quarter. Above all, large banks’ earnings were negatively
impacted by write-downs of Greek bonds, which also hit many
banks with exposures in this area at international level. In
addition, net trading income in the second half of the year was
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significantly lower than in the first half; net fee and

commission income from securities business also declined
due to market-related factors. Allowances for losses on
loans and advances were mostly stable or declined slightly
but, together with the reduction in administrative expenses
resulting from efficiency gains, were not enough to fully
offset the negative trends described.

External growth aside, the major earnings components of
" net interest and net fee and commission income - which are
' generally regarded as being relatively stable — again largely
failed to increase in 2011. The sustainability of earnings remains
uncertain due to the market uncertainty caused by the euro crisis
and, in some cases, increased payments arising from realised legal
risks. This is likely to be reflected in generally lower earnings in
2012 as well. Alongside the EBA recapitalisation exercise with its
short-term horizon, supervisory activity is therefore focusing
increasingly on analysing the sustainability of business models.

Situation at the Pfandbrief banks

@ 1ssues in the Prandbrief market. 2011 saw a further decline in the number of issues relative to the
already comparatively weak previous year, with Pfandbriefe worth
a total of €71.67 billion being sold. New issues had amounted to
€87 billion in the previous year and significantly more than €100
billion in each of the years before (see table 17). Despite this
trend, the market was again much more receptive to Pfandbrief
issues than other funding instruments in 2011.

. A sharp decline in public-sector As in the two previous years, sales of mortgage Pfandbriefe (2011:
Pfandbriefe ... €41.14 billion) again exceeded public-sector Pfandbriefe; the figures

for all periods include ship Pfandbriefe. Public-sector Pfandbriefe
recorded total issues of just €30.53 billion following a further sharp
decline last year. New issues of public-sector Pfandbriefe have been
declining sharply for years; in 2007, public-sector Pfandbriefe
worth some €108 billion were issued. The sharp decline is due
partly but not entirely to a reassessment of the risks associated
with bonds, which are permitted as cover for public-sector
Pfandbriefe. Institutions are currently shunning investments in
countries particularly affected by the sovereign debt crisis. In
addition, the abolition/modification of the institutional liability
(Anstaltslast) and guarantor liability (Gewéhrtragerhaftung) for
public credit institutions is still having an effect, which is why for
many years less material that is eligible for cover has been
available to institutions. This is leading to a gradual reduction
in volumes, with the result that the requirement for public-sector
Pfandbriefe as a means of funding is naturally declining. In
addition, government lending is traditionally considered to be
a relatively low-margin business. In recent years, a number of
issuers have therefore largely discontinued these operations
and merely funded existing positions by issuing public-sector
Pfandbriefe as and when necessary.
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. ... and a positive outlook for
mortgage Pfandbriefe.

. Further decrease in outstanding
Pfandbriefe in 2011.

. Economic conditions
often supportive.

. Number of holder control proceedings
in accordance with section 2c of the
KWG remains at a high level.

By contrast, the importance of mortgage Pfandbriefe has increased
sharply in recent years. Despite declines in sales over the past two
years, the prospects for mortgage Pfandbriefe are regarded as
positive.

Table 17
Gross Pfandbrief sales

Year Mortgage Pfand- Public-sector Pfand- Total sales
briefe (€ billion) briefe (€ billion) (€ billion)
2007 27.46 107.91 135.37
2008 63.40 89.52 152.92
2009 58.14 52.25 110.39
2010 45.40 41.57 86.97
2011 41.14 30.53 71.67

The total volume of outstanding Pfandbriefe continued to fall in
2011, as new issues were again more than offset by maturing
ones; it now stands at around €586 billion. The following table
shows the changes in volumes of outstanding Pfandbriefe in recent
years. It reveals that the volume of outstanding public-sector
Pfandbriefe has almost halved since 2007, while the volume of
outstanding mortgage Pfandbriefe has remained roughly
unchanged.

Table 18
Volumes of outstanding Pfandbriefe

Year Mortgage Pfand- Public-sector Pfand- Total outstanding
briefe (€ billion) briefe (€ billion) (€ billion)

2007 217.11 699.40 916.51

2008 217.94 620.62 838.56

2009 231.93 524.88 756.81

2010 231.31 444,37 675.68

2011 230.32 355.67 585.99

Situation at the private commercial, regional and
specialist banks

As in the previous year, the situation at the private commercial,
regional and specialist banks was again impacted by the effects
of the financial market crisis in the year under review. Several
institutions continue to find themselves in a difficult financial
situation and therefore require close prudential supervision. Most
institutions benefited from the economic recovery in Germany,
however.

Year-on-year, private commercial banks faced an almost
unchanged number of shareholder changes in 2011 leading to
holder control proceedings in accordance with section 2c of the
KWG. BaFin’s main focus in these proceedings is on examining
the personal reliability and financial soundness of prospective
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‘ Financial crisis continues to
depress earnings.

purchasers. In the year under review, individual prospective
purchasers again proved to be personally unreliable or lacked the
necessary financial soundness, as a result of which they were not
permitted to complete the planned acquisitions.

Situation at the Landesbanks

Earnings at the Landesbanks in 2011 continued to be negatively
impacted by the effects of the international financial market crisis.
Overall, the earnings performance of the Landesbanks varied. In
some cases, for example, the Landesbanks shortened their balance
sheets significantly.
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. EU state aid proceedings involving HSH
Nordbank, WestLB and BayernLB.

. Increased risk provisioning impacts
earnings and risk position.

On 16 November 2011, the rating agency Moody’s published the
results of its latest review of the Landesbanks’ ratings. With the
exception of Landesbank Berlin, Landesbanks were downgraded by
one to three notches. Moody’s said this reflected a decreasing
willingness to provide support for banks as well as restrictions
imposed by the European Commission on future support measures.

In 2011, the capital aid that HSH Nordbank received in spring
2009 from its main shareholders, the federal states of Hamburg
and Schleswig-Holstein, was given final approval by the European
Commission subject to conditions. HSH Nordbank must fulfil those
conditions by the end of 2014. They include shrinking the bank’s
balance sheet and reducing ship financing operations as well as
discontinuing several business lines (aircraft financing and
international real estate business) and equity interests.

In the year under review, the European Commission also gave its
approval under the EU state aid rules to the break-up of WestLB
AG, which will lead to the sale and eventual resolution of its
banking business. Under the restructuring plan presented by
Germany with the approval of the shareholders, the activities
serving regional savings banks will be spun off and combined
within a “Verbundbank”. On 30 June 2012, all assets and liabilities
that have not been spun off to the Verbundbank or sold will be
transferred to Erste Abwicklungsanstalt (EAA). After 30 June 2012,
WestLB will not engage in new banking business and will be
transformed into a servicing platform with a resolution vehicle
holding the remaining positions transferred to or hedged by EAA.
The number of employees will also be reduced, with the remaining
members of staff being employed by the asset management and
servicing company.

The European Commission has not yet reached a final decision on
the EU state aid proceedings involving Bayerische Landesbank.

Situation at the savings banks

The earnings and risk position of the savings banks deteriorated
slightly again year-on-year. This was due, among other things, to
the sharp increase in risk provisioning expenses in the securities
business. Allowances for losses on loans and advances also
increased year-on-year. In terms of interest income, the savings
banks continue to profit from the comparatively steep yield curve,
i.e. the substantial spread between short- and long-term capital
market rates. However, many institutions seem to be less
interested in offsetting falling net interest margins with increased
income from maturity transformation. Overall, net interest income
declined slightly compared with 2010. The improvement in pre-tax
income for 2011 that occurred nevertheless was achieved at the
expense of the amounts allocated to the contingency reserves,
which are positive but significantly lower than in the previous year.

SN /N 7N 7N A N N YN Y



« back to contents

156

V Supervision of banks, financial services institutions and payment institutions

. Savings banks become the
sole owner of DekaBank.

. Effects of Basel III on
Core Tier 1 capital.

. Building and loan associations
confirm their positive trend.

NN N N N

. Upbeat earnings situation continues.

Since June 2011, the savings banks have been the sole owner

of DekaBank. The German Savings Banks Association (Deutscher
Sparkassen- und Giroverband - DSGV) sees the acquisition of

all Deka shares as a key strategic step. It said that, for a number
of years, it had been the savings banks’ aim to underline their
cooperation with DekaBank, the central fund company of the
Sparkassen-Finanzgruppe, by increasing their involvement at the
company law level as well. The savings banks are pursuing a
similar aim at Landesbank Berlin Holding AG (LBB), which has
been hard hit by the sovereign debt crisis, even though
write-downs of the equity interest in the Landesbank in the amount
of €850 million weighed heavily on the savings banks’ balance
sheets in 2011. As write-downs in the amount of €430 million had
already been required in the previous year, the total write-downs
on the equity interest in LBB now amount to 23% of the original
purchase price. The savings banks currently hold 98.7% of the
shares and have initiated a squeeze-out procedure in order to
obtain all the shares.

In 2011, BaFin conducted an investigation to enable it to assess
the possible effects of the Basel III rules on institutions’ Core Tier
1 capital. This investigation showed that, as at 30 June 2011, the
savings banks’ average Core Tier 1 capital ratio was 11.2% of their
risk-weighted assets. Of the 429 savings banks included in the
investigation, 24 institutions had a Core Tier 1 capital ratio of

less than 7%. If contingency reserves had also been taken into
account, the Core Tier 1 capital ratio would have been below

the 7% threshold at just six savings banks.

Situation at the building and loan associations

The year under review saw a continuation of the previous year’s
trend, shaped by sustained low market interest rates: once again,
building and loan associations were able to sign more new
contracts than in the previous year. Home savings volumes also
continued to rise in the year under review.

Sales of home savings loans continued to be sluggish, however,
as many clients shunned home savings loans in favour of loans
extended by other providers of real estate finance on even more
attractive terms. Overall, therefore, home savings loans continued
to decline as a percentage of the building and loan associations’
total lending volume.

Situation at the credit cooperatives

In 2011, credit cooperatives maintained the very favourable
earnings situation seen in previous years. This was mainly because
primary credit cooperatives benefited from an attractive yield
curve; maturity transformation accounted for a significant share

of the earnings growth in their interest business. The positive
economic situation had a flanking effect. However, the challenge
for the cooperative banking sector remains to bolster the low net
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. Regulations set to impact
credit cooperatives.

. Unsettled business environment for
securities trading banks and exchange
brokers.

interest margins in their operating profit. This was boosted by
clear successes on the cost management front. Overall, the credit
cooperatives were again able to recognise adequate provisions in
the year under review. These achievements were also recognised
by the rating agencies FitchRatings and Standard & Poor’s, which
awarded the cooperative banking sector long-term ratings of AA-
and A+ respectively.

However, regulations are set to impact the cooperative banking
sector and its institutions. A significant burden will come from a
series of German and European regulations affecting equity, among
other things. The add-on for the extended liability of cooperative
members will no longer be regarded as regulatory capital, for
example. Credit cooperatives face the threat of a further negative
effect on their own funds due to the amendment of section 19 of the
KWG, under which they must deduct equity interests in their central
institutions (WGZ Bank and DZ Bank) from their liable capital.
However, this will restrict the long-term financing of the top-level
institutions by the primary credit cooperatives. Furthermore, as

a result of Basel III, it is unclear whether hidden reserves

(section 340f of the KWG), a significant item at credit cooperatives,
can be recognised as liable capital. The liquidity coverage ratio (LCR)
and net stable funding ratio (NSFR) under Basel III also present a
challenge for credit cooperatives. The LCR, for example, threatens to
have a significant adverse effect on the cash pool.

The subject of maturity transformation should not go unmentioned.
BaFin is considering regularly imposing a tangible capital add-on
when the Basel II ratios, the calculation criteria for which were
significantly tightened by Circular 11/2011 (BA), are exceeded. In
addition, the EU is giving thought to clients also being entitled to
repay mortgages early. The fixed-rate loans typical in Germany
consequently came under threat.

Situation at securities trading banks, exchange brokers
and energy derivatives traders

The business environment for securities trading banks and
exchange brokers was difficult and marked by considerable
uncertainties last year. Besides the introduction of the new
specialist model at the Frankfurt Stock Exchange and Deutsche
Borse’s planned merger with the New York Stock Exchange, the
uncertainties were also attributable to the lack of clarity in some
areas surrounding the future course of financial market regulation.
In addition, competitive pressures are mounting from one year to
the next due to advances in exchange trading, the entry into the
market of more high frequency and algorithmic traders, and new
trading platforms. This is forcing institutions to combine to form
larger entities or to structure their service offering as a niche
offering to meet specialist client needs. As in previous years,
therefore, business development at the individual institutions
depended heavily on their strategic focus. The environment for
corporate finance remained weak, especially in the small and
medium-sized enterprise segment.
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In 2011, BaFin again identified organisational weaknesses at
a number of institutions, particularly in risk management and
control, in the risk-bearing capacity concepts applied and in the
documentation of transactions. As a result, the management of
several institutions had to be told to remedy those deficiencies.

. Energy derivatives traders The turnover generated by energy derivatives traders authorised
miss turnover target. by BaFin again fell short of the institutions’ original expectations

in 2011. The trading volumes recorded by the European Energy
Exchange in Leipzig varied in the course of 2011. They also
account for only a proportion of the transactions executed. Interest
in financial products remains relatively weak, however. European
trading in CO, certificates fell sharply as a result of the decline
in industrial production in Europe. In light of the existing crisis
of confidence, however, clients still seem interested in clearing
OTC transactions through a central counterparty.

3.3 Risk classification

. Two dimensions of In the course of its risk classification activities, BaFin consolidates
risk classification. the findings and assessments it has gathered regarding individual

banks into two dimensions: a quality rating from “A” to "D” and

a systemic importance rating ranging from “low” to “high”. The

quality grading using a letter bears no relation to the ratings

awarded by an external rating agency: a D-rated institution has

not necessarily “defaulted” in the banking supervision sense.

The second rating, systemic importance, reflects the

institution’s supervisory significance. In this case, BaFin is

assessing the impact on the financial sector if the bank were

to experience distress. The Deutsche Bundesbank and BaFin

also use the classification of an institution or a group of
institutions as systemically important for the purpose of
organising supervision. This classification serves purely to
define workflows between the authorities. The criteria include
size, the intensity of interbank relationships and the extent of
international connections.

BaFin has performed a risk classification of credit institutions and
securities trading banks since 2004. In the past six years, there
have barely been any changes in classification resulting from an
increase or decrease in the institutions’ importance. Bank mergers
have the biggest effect on classification. Each subsidiary in

a banking group is classified separately, so changes in the
consolidated group also led to slight variations. In addition,

the method used to classify building and loan associations was
changed in 2007.

. Risk classification affects As part of the ongoing institutional oversight assigned to it, the
supervisory activities. Bundesbank prepares a proposal for classifying institutions on the
basis of a risk profile. The latter reflects a bank’s risk situation and
capital resources, its risk management system and the quality of
its organisation and management. The final decision on an
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. Classification during the
financial crisis.

‘ Three types of special audit.

institution’s classification is taken by BaFin. The Bundesbank and
BaFin then base the intensity of their supervisory activities on the
classification. BaFin significantly steps up its oversight of
institutions with high systemic importance. Work focuses on
in-depth analyses of risks and their potential effects on an
institution’s risk-bearing capacity. This is reflected in the close
cooperation between BaFin and the Bundesbank.

The following matrix shows a summary of institution ratings for
quality and systemic importance.

Table 19
Risk classification results for 2011

Quality of the institution*

Systemic
importance

* Including the 17 financial services institutions that are authorised to
obtain ownership or possession of customer funds and securities of or
that perform proprietary business or trading.

** Deviations in the total figures are due to rounding differences.

The German banking sector as a whole continued to hold up well
five years after the beginning of the financial crisis. The savings
banks and cooperative banks in particular continue to show stable
results, including for BaFin’s assessments. As a result, the banking
sector’s overall quality rating is encouragingly stable. For banks
with medium and high systemic importance, the classifications
even improved slightly compared with 2010.

3.4 Supervisory activities

With respect to special audits, BaFin distinguishes between

requested audits, audits initiated by BaFin and scheduled audits.
In the first case, BaFin only conducts the audit at an institution’s
request; in the second case, the audit is based solely on BaFin’s
need to adequately clarify an issue. The third case comprises the
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. 270 special audits in 2011.

audits performed by BaFin in accordance with a statutory audit
schedule. This applies in particular to cover audits in the Pfandbrief
segment, which must be performed at regular two-year intervals
under the Pfandbrief Act (Pfandbriefgesetz — PfandBG).

Requested audits are in particular acceptance tests for internal risk
measurement procedures used by institutions, e.g. for rating
systems in the lending business in accordance with the IRBA
(Internal Ratings Based Approach), advanced methods for
measuring operational risk under the AMA (Advanced Measurement
Approach), market risk models, or internal procedures for
measuring liquidity risk. Audits initiated by BaFin are conducted
either for a specific reason - e.g. to follow up information in an
auditor’s report - or as part of routine random sampling
examinations. These audits give BaFin its own detailed insight

into an institution’s risk situation.

In 2011, BaFin again had to perform extensive audit activities.
Of the total of 270 special audits (previous year: 258), 194
were initiated by BaFin, compared with 189 in the previous year.
In addition, there were 62 requested audits (previous year: 53)
and 14 statutory cover audits (previous year: 16).

Among the audits initiated by BaFin, the number of valuation
audits increased slightly year-on-year, from 22 to 25. These
covered not only valuation methods and results of the lending
business (classic special loan audits), but also an increased number
of valuations of financial products held in institutions’ trading
books. As in the previous year, the special audits initiated by BaFin
focused on the implementation of the institutions’ organisational
and risk management obligations (section 25a of the KWG) that
were defined by BaFin in the Minimum Requirements for Risk
Management (MaRisk).

Table 20
Number of special audits

2011 2010
Impairment-related special audits 25 22
Section 25a (1) of the KWG (MaRisk) 169 166
Other 0 1
Cover audit in accordance with PfandBG 14 16
Market risk models 10 9
IRBA (credit risk measurement) 47 35
AMA (operational risk measurement) 3 7
Liquidity risk measurement 2 1
Other risk measurement 0 1
Total 270 258

The following table shows a breakdown of the audits by groups of
institutions. The significantly higher overall percentage of audits at
commercial banks and institutions in the savings bank sector

compared with the cooperative sector reflects the greater systemic
importance of these institutions in accordance with the risk matrix.
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. Audit focus on problematic institutions.

Moreover, the figures for these groups of institutions again
comprise requested IRBA and AMA audits as well as statutory
audits. As in the past, both types of audit were rarely conducted
in the cooperative sector in 2011.

Table 21
Breakdown of special audits in 2011 by
groups of institutions

Commercial Savings bank Cooperative Other
banks sector sector institutions

Impairment-related special
special audits 1 6 18 0
Section 25a (1) of the KWG
(MaRisk) 29 49 82 9
Other 0 0 0 0
Cover audits in accordance
with PfandBG 3 6 0 5
Market risk models 5 5 0 0
IRBA (credit risk
measurement) 25 11 4 7
AMA (operational risk
measurement) 2 1 0 0
Liquidity risk measurement 1 0 1 0
Total 66 78 105 21
in %% 17.8% 14.0% 8.9% 10.2%

* Percentages do not include the audits conducted at an institution’s request and
relate to the total number of institutions in the respective group.

The groups of institutions listed in the table also comprise their
respective central banks; the Landesbanks belong to the savings
bank sector, while DZ Bank and WGZ Bank belong to the
cooperative sector. The “Other institutions” group includes,

for example, the former mortgage banks, the building and loan
associations, special-purpose banks and guarantee banks. It
also comprises a number of other specialist banks as well as

the financial services institutions that are authorised to obtain
ownership or possession of customer funds and securities or to
perform proprietary business or trading.

Combining the audit figures with the risk classification matrix
reveals how risk-based the special audits were. Table 22 below
contains only those audits initiated by BaFin. Only in the case of
these audits is there a link to the risk classification of the
supervised institutions.

The more critical BaFin’s rating of an institution’s quality, the
greater its need to examine the bank’s actual situation in detail.
Accordingly, almost one in four problematic D-rated institutions
was the subject of an audit initiated by BaFin. The proportion of
audits at banks with high systemic importance was 57.9%.
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@ use of 1RBAS.

. Use of AMAs.

Table 22
Breakdown of special audits initiated by BaFin
in 2011 by risk class

Systemic importance

In 2011, BaFin again examined institutions rated as good based
on random sampling. A special audit was conducted at only one in
17 of A-rated institutions, however.

Quality of the institution*

* Including the 17 financial services institutions that are authorised to obtain
ownership or possession of customer funds and securities or to perform proprietary
business or trading.

** Percentage of the total number of institutions in the respective quality/importance
category accounted for by the institutions audited.

At the end of 2011, 49 (previous year: 47) institutions and groups
of institutions reported their capital requirements for counterparty
risk based on internal securitisation rating systems and assessment
approaches (IRBAs), including two credit cooperatives and one
savings bank. Of the 49 IRBA institutions, 41 used the advanced
IRBA on a group or individual basis (previous year: 42).

Since the entry into force of the Solvency Regulation (SolvV),
BaFin has conducted approvals processes to confirm the suitability
of a total of around 550 internal rating systems and IRBAs.

At the end of 2011, 1,830 institutions and groups of institutions
exclusively used the Credit Risk Standardised Approach (previous
year: 1,846), of which 165 were commercial banks (previous year:
164), 1,120 credit cooperatives (previous year: 1,141) and 426
savings banks (previous year: 428).

As in 2010, 16 institutions and groups of institutions used a total of
17 Advanced Measurement Approaches (AMAs) in the year under
review. BaFin was responsible for the approvals procedures in nine
cases as home supervisor and in eight cases as host supervisor. The
16 institutions and groups of institutions that are permitted to use
the AMA are mainly commercial banks; one belongs to the group of
“Other institutions”. Two institutions are from the savings banks
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. Authorisation of internal risk
models at credit institutions.

. CRD III introduces new requirements.

sector and one from the credit cooperative sector. At least one
further AMA institution is due to be included in 2012.

Fifty-one institutions and groups of institutions used a standardised
approach in the year under review (previous year: 71), with one
institution having been approved to apply an alternative indicator
in the standardised approach. Rather than being a surprising
development, the change as against the previous year is
attributable to a change in the method of counting. The other
institutions use the Basic Indicator Approach.

The follow-up audits and audits of model revisions conducted

at several AMA institutions in 2011 revealed a number of
improvements to procedures and models. There continues to

be scope for improvement, however, particularly in the area of
validation. In addition, business environment and internal control
factors, and the allocation procedure are often not fully developed.

At the end of 2011, BaFin had confirmed to a total of 12 credit
institutions that their internal market risk models meet the
supervisory requirements for determining capital adequacy
(previous year: 14). In 2011, two institutions returned their
supervisory approval to use an internal market risk model in
full and have since calculated the own funds requirement using
standardised approaches. A further institution returned its
supervisory approval for the special price risk relating to net
interest positions.

At 39, the number of backtesting exceptions was significantly
higher than in the previous year (22). This rise is primarily
attributable to greater market volatility - particularly in the area
of interest rate risk. This is mainly due to heightened uncertainty
regarding a potential default on sovereign bonds issued by
eurozone member states and hence on indirectly related bonds
issued by credit institutions and, to a lesser extent, insurance
undertakings.

CRD III established or tightened numerous regulatory
requirements in order to increase capital requirements for market
risk and make them more risk-sensitive. Required to be transposed
into national law by 30 December 2011, the new rules were
implemented by way of the Second Regulation on the Further
Implementation of the Amended Banking Directive and the
Amended Capital Adequacy Directive of 26 October 2011
(CRD-III-AnderungsV0).® One significant new requirement is the
calculation of stressed VaR, which is obligatory for all institutions
using a market risk model that has been granted supervisory
approval. Institutions that also use their internal risk model to
determine the special price risk relating to net interest positions
must calculate an incremental risk charge (IRC) as well as
appropriately capturing the default and migration risk relating to
net interest positions. Furthermore, securitisations in the trading

® Federal Law Gazette (BGBI.) I 2011, p. 2103.
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book are excluded from capture by internal market risk models
relating to own funds. Henceforth, the capital requirement for
these securitisations must be calculated exclusively using the
standardised approach. The only possible exception are positions
in the correlation trading book if the institution concerned
calculates a comprehensive risk measure (CRM) for this that
captures all price risks.

. Audit of market risk models. In addition to the regular follow-up audits of the internal market risk
model conducted on an ad hoc basis, the Bundesbank was required
to carry out a total of nine audits of compliance with the new
statutory provisions in relation to the IRC and CRM and to perform
at least one fact-finding exercise per institution in relation to
stressed VaR. In the process, 12 decisions were taken on stressed
VaR, six on the IRC, two on the CRM and three closely related to the
new statutory requirements. All decisions were positive (although in
some cases capital charges were required) and communicated to
the institutions in good time by 30 December 2011.

The decisions are of considerable significance for the regulatory
own funds requirements of the institutions concerned: stressed
VaR alone is likely to increase own funds requirements for market
risk covered by the market risk model by more than 120%.
Overall, there has been an up to sevenfold increase compared
with the previous own funds requirements as a result of the new
regulatory provisions governing the own fund requirements for
market risk effective as at 31 December 2011.

Without prompt supervisory decisions regarding compliance with
the new requirements for the use of internal market risk models,
many credit institutions would not be able to ensure the regulatory
own fund requirements for the market risks they have entered into
in accordance with the standardised approach.

Table 23
Risk models and factor ranges

Year New Applications Rejections Number of Minimum Maximum Median
applications withdrawn model banks add. factor* add. factor*

2001 2 0 0 13 0 1.5 0.30
2002 1 0 0 14 0 1.0 0.25
2003 0 0 0 15 0 1.8 0.20
2004 1 1 0 15 0 1.0 0.30
2005 2 1 0 16 0 1.0 0.25
2006 0 1 0 15 0 1.0 0.2
2007 0 0 0 15 0 1.0 0.2
2008 1 1 0 15 0 1.0 0.2
2009 0 0 0 14 0 2.5 0.3
2010 0 0 0 14 0 2.5 0.4
2011 1 1 0 12 V] 2.5 0.5

* Excluding the additional factor component due to backtesting exceptions in accordance with section 318 (2) of the SolvV (backtesting
or quantitative additional factor; in accordance with Annex 1, Table 25 of the SolvV, this factor can be between 0.0 and 1.0).
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. Supervisory law objections and
sanctions imposed.

. Supervisory measures designed to
remedy deficiencies.

In 2011, the results of special audits and supervisory inquiries in
particular resulted in 98 supervisory law objections and sanctions
(previous year: 187). The following table shows a breakdown of

the sanctions and objections by groups of institution:

Table 24
Supervisory law objections and
sanctions in 2011

Groups of institutions

Total

Commercial banks
Savings bank sector
Other institutions

Type of sanction

Serious violations 33

N
a
[e0]
~N

Formal

Sanctions Dismissal requests Informal

against

managers By third party

Cautions

Sanctions against Formal

supervisory/ Dismissal requests Informal

administrative By third party

board members Cautions

Administrative fines
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