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Interview with the Federal Minister

of Finance

Dr Wolfgang Schauble expresses his views

Minister, the political powers-that-be have
provided banking supervisors with many new
tools in the recent past. Has the time now come
to implement these measures or do you still see
gaps that need to be plugged?

b I see both. We have introduced
fundamental financial market reforms, and
supervisors must ensure that they are
rigorously implemented. But there are definitely
some tools that are still lacking; at the same
time we have a permanent duty to preserve
the stability of financial markets. To mention
just one example: the “too big to fail” problem
must be addressed as comprehensively as
possible and the resolvability of systemically
important banks and other financial institutions
must therefore be further improved. One
important aspect here is the G20’s agreement
on the introduction of what are known as
TLAC! minimum standards, which means global
systemically important banks having to hold
enough resources to make it possible for a
bail-in to be put in place in the event of a crisis.
Further efforts to close regulatory loopholes
are also required outside the banking sector.

1 Total Loss-Absorbing Capacity.

One of the things we are therefore supporting is
further improving the oversight and regulation
of the international shadow banking system

and rigorous implementation in Europe of the
proposals developed by the Financial Stability
Board, for instance.

There are increasing demands internationally
that supervision should remain independent
of political influence. In Germany, BaFin is
subject to the legal and technical supervision
by your Ministry. How do you see the
relationship between government and
supervisors?

P In the case of Germany, this question in
fact requires quite a complex answer. It is one
of the cornerstones of effective supervision
that it operates independently, that is, the
Ministry does not get involved in the day-to-
day supervisory activities of BaFin. Germany is
also committed to this principle internationally.
However, supervision does not operate in
isolation from government. There are two main
areas on which the Federal Ministry of Finance
focuses. Firstly, we take advantage of the
opportunities open to us in drafting financial
market legislation — both at the European level
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in the Council as a co-legislator and nationally
as the competent ministry for presenting
financial market legislation bills. Secondly,

we are responsible for ensuring that financial
market legislation is applied lawfully and
appropriately and that BaFin fulfils the functions
delegated to it in this respect. We are also
accountable to Parliament for this.

On 4 November 2014, the Single Supervisory
Mechanism (SSM) for euro zone banks came
into operation. You helped to shape it. Will it
actually be able to deliver more than national
supervisory authorities could with their own
national resources?

When euro zone Heads of State and
Government decided in favour of a single
supervisory mechanism for banks, involving
the ECB, the European Central Bank, in June
2012, the main motivating force was to reduce
the mutual dependency between banks and
governments. In addition, it was also intended
to ensure that the same supervisory standards
are applied equally in all participating Member
States so as to restore confidence in the euro
and a stable banking system. A centralised
single supervisory mechanism can achieve
this more readily than decentralised national
supervisory authorities, who may possibly have
some leeway in implementing the standards.

Are the functions of monetary policy and
supervision in the current supervisory
mechanism construction separated cleanly
enough? Would an independent European
banking supervisor, divorced from monetary
policy, not be better? What do you think are the
prospects of a Treaty amendment becoming
necessary in that case?

As the Federal Government, we argued
very strongly in the Banking Union negotiations
for a clean separation of monetary policy and
supervisory tasks at the ECB. Within the limits
of what is possible under European law, the
separation of banking supervision and monetary
policy is ensured by the creation of the new
ECB structures laid down in the SSM Regulation.
With the establishment of the ECB Supervisory
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Board an oversight body separate from the
Governing Council has been created. In terms
of content, all decisions on supervisory matters
are to be taken by the Supervisory Board, and
the Governing Council may only express its
objections.

Furthermore, June 2014 saw the establishment
of the ECB mediation panel prescribed in

the SSM Regulation, which is intended to

settle differences of views in the event of any
objection from the Governing Council to a draft
decision of the Supervisory Board.

So the solution we arrived at was quite
acceptable. But that does not alter fact that

the Federal Government is seeking to achieve

a complete separation of monetary policy and
banking supervision that goes beyond what was
possible when the SSM was being created, by
way of a Treaty amendment. We are seeking
the support of our partner countries for this.

Do we now need such a supervisory mechanism
for insurers and critical infrastructures as
well?

European cooperation between national
insurance supervisors will be strengthened
considerably with Solvency II. But there is no
need for a single supervisory mechanism for
insurers. Supervision by national supervisors,
whose work is coordinated on a Europe-wide
basis by EIOPA?, is more effective, especially
because of the considerable differences
between national insurance markets.

The situation is similar with financial market
infrastructures. The OTC Derivatives Regulation
and the planned Regulation on Central
Securities Depositories contain rules governing
cooperation between all supervisory authorities
concerned while at the same time enshrining
responsibility for supervision with national
authorities.

2 European Insurance and Occupational Pensions
Authority.
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In view of the persistently low level of interest
rates, there are increasing calls for insurers

to be allowed to invest more in long-term
financing projects. Where do you stand on such
calls?

The first principle governing insurers is
that they must be able to meet their benefit
obligations to their customers. For that reason
insurers must limit the risk of their investments
and ensure that they can manage the risks they
have assumed effectively. Subject to that, I am
naturally pleased if insurers contribute to the
long-term financing of the economy and the
infrastructure.

What do you think of the EU Commission’s
plans to create a capital market union? And
what role does regulation play in this?

The new EU Commissioner, Jonathan Hill,
would like to establish a capital market union
covering all EU member states by 2019. The
Commission’s objective is to create a diversified
market for businesses to raise funds in this
way. The pace of European capital market
integration would be stepped up and regulation
and supervision harmonised more closely. In
this way an environment would be created in
which businesses, especially medium-sized
(Mittelstand) businesses, find it easier to raise
funds on the capital market.

Specific instruments of a capital market
union might include, for example, a common
EU securitisation market for prime paper

or the promotion of the private placement
market - i.e. the placement of the likes of
Schuldscheindarlehen?® directly with investors
without going through a stock exchange.

In principle we welcome the gradual
introduction of a capital market union,
extending across all Member States, that
offers businesses a wider range of funding
options. But an analysis needs to be made first
of what reforms we actually need and which
structures and practices have proved their

3 Promissory note loans.

Interview

worth and should be retained. And financial
market stability must not be jeopardised
either. If we want to revive the securitisation
market in Europe, it must only be with proper
regulation that defines for the whole EU what
is meant by “high-quality securitisation”. As
for private placements, the instrument of the
Schuldscheindarlehen is well established in
Germany and should also be maintained in this
form.

European and global regulation projects
are exerting an ever-increasing influence
on national regulation. Do you see limits to
harmonisation?

The financial crisis showed that in global
markets, which is what the financial markets
are today, risks are no respecters of national
boundaries. At the same time we must see to
it that internationally active financial firms do
not engage in “regulatory arbitrage” and play
national supervisory systems off against each
other. Proof that one vital lesson has been
learnt from the crisis is that the most important
industrialised nations and developing countries
around the world are now coordinating their
regulatory approaches. Regarding the European
Single Market, as far as the financial markets in
particular are concerned, there is definitely also
much to be said for regulation at the European
level, with a view to achieving a single legal
framework. But as it does everywhere in the
Union, the principle of subsidiarity applies here
too. If common European regulations are not
required to guarantee the free movement of
capital and services, financial market stability
or equal competition conditions in the European
Union, then such matters fall within the
legislative jurisdiction of the Member States.
And there can be no question either of tried
and tested structures in member states being
challenged - such as the three-pillar model in
Germany, for example.

The Retail Investor Protection Act
(Kleinanlegerschutzgesetz) is meant to offer
investors better protection against dubious or
inappropriate offers. How far can and should
lawmakers go to protect investors? Should they
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not also promote the education of investors in
financial matters - according to the concept of
“informed consumer”?

b By introducing the Retail Investor
Protection Act we want to ensure that investors
have comprehensive and up-to-date information
on investments at their fingertips, so that
they can make decisions that meet their
wishes and satisfy their needs. But, ultimately,
responsibility for investing in particular
products and so taking advantage of an
opportunity to make money but also accepting
the risk of losing money must rest with the
individual investor.
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The Coalition Agreement also provides

for better consumer education. Consumer
organisations and the recently created Financial
Markets Watchdog are performing this function.
The “Federal Government action plan for
consumer protection in the financial market” put
forward by Federal Minister of Justice Maas and
myself provides for a strengthening of financial
consumer protection. Through its publicity work
BaFin is also providing valuable information on
financial products. And I am pleased to say that
the Standing Conference of Ldnder Ministers

of Education and Cultural Affairs of September
2013 adopted a resolution providing for greater
consumer education in school curricula.

Minister, thank you for granting us this
interview.

Interview
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Spotlights

1 Lowinterest rates

The longer low interest rates persist, the more
clearly we see negative effects in the financial
sector - for all involved enterprises.

1.1 Life insurers

The situation remains difficult, particularly

for life insurance undertakings. Although the
stress tests and BaFin’s projections continue
to conclude that the undertakings will be able
to meet their benefit obligations in the short
to medium term, income from investments is
declining faster than the guaranteed interest in
the portfolio.

In light of this, BaFin asked all 87 German
life insurance undertakings about their own
funds situation under Solvency II conditions
in its “Vollerhebung Leben"” survey in late
summer 2014. The findings: on the whole,
German life insurance undertakings are able
to cope with the new era of supervision -
thanks to the transitional measures and the
volatility adjustment now introduced under
the framework. Only a handful of undertakings
were unable to demonstrate that they had

sufficient own funds despite these measures;
their collective market share amounts to less
than 1%. However, because capital market
rates have fallen further since the survey was
completed, BaFin intends to have another
critical look at the results. What is already
evident is that if the interest rates continue to
remain so low, the life insurance undertakings
will have to make considerable efforts to
strengthen their capital base adequately during
the 16-year transitional period stipulated under
Solvency II.

Zinszusatzreserve

One effective countermeasure is the additional
interest provision (Zinszusatzreserve),

which is meant to ensure that life insurance
undertakings will continue to be able to
satisfy the terms of their policies going
forward despite the low interest rates. Since
financial year 2011, the undertakings have
been required to build up these provisions in
order to reduce the unrealised losses on the
liabilities side resulting from falling interest
rates. The Zinszusatzreserve amounted to
approximately €21.2 billion at the end of 2014.
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After transferring approximately €5.6 billion
to the Zinszusatzreserve in the previous
year, insurance undertakings increased it in
2014 by approximately €8.5 billion. Despite
this far-reaching precautionary measure,
the Zinszusatzreserve must not remain the
sole tool to be used to resolve the problem
caused by low interest rates. Relief will come
from the various measures implemented
under the German Life Insurance Reform Act
(Lebensversicherungsreformgesetz), which
was promulgated in August 2014 and which
is designed to ensure that going forward,
policyholders will continue to receive the
benefits promised to them.

New products

Yet above all, it is up to the industry itself

to take appropriate measures. While cost
reduction is one key approach, the undertakings
must first and foremost offer products

which are appropriate in light of the market
environment, i.e., not only low interest rates,
but also future regulatory requirements and
customer needs.

Nowadays, customers are seeking not only
security and yields, but also greater flexibility.
The undertakings designed new product
concepts in 2013. The importance of confidence
was once again evident. Objectively speaking,
customers can count on promised benefits.
Subjectively, they feel that many insurance
products are too difficult to understand and

too complex. Clarity and transparency in
distribution are therefore absolutely essential.
The planned revision of the European
Distribution Directive will provide new guidance
in this area.

1.2 Banks

The low level of interest rates also continues

to prove highly challenging for German banks.
Traditionally, net interest income makes up
approximately 70% of the German institutions’
operating income and is thus by far their most
important source of income. The present
interest rate level already makes it difficult for
institutions to maintain their net interest result,
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and the potential to generate income through
maturity transformation is likely to continue to
shrink. However, a sudden shift in interest rate
policy would not necessarily provide relief. It
could above all prove problematic to institutions
which offer long-term financing.

Search for sources of income

Given the large number of banks per capita in
Germany and the resulting fierce competition,
the search for new sources of income has
proven difficult. At the very least, there is the
risk that while institutions will generate profits
in the short term, they will build up significant
risk exposures over the long run which bear
no relation to their short-term profits. The
issue at hand is whether banks pursue a
sustainable business strategy, a requirement
which BaFin has been imposing on them since
the publication of its Minimum Requirements
for Risk Management in 2009. Banks have
since become subject to a legal obligation to
do so. They must define a business strategy
aimed at ensuring the sustainable success of
the institution, as well as a risk strategy that
is consistent with it. It is BaFin’s responsibility
to ascertain whether the institutions satisfy
this requirement. BaFin does not dictate

the institutions’ business model, nor does it
generally intervene in their business decisions.

The banks might also able to resolve their
profitability problem by cutting costs. Mergers
can be helpful in this regard, but they are not a
silver bullet, as the desired synergies are often
transitory. Moreover, two weaker institutions do
not automatically make a strong one.

1.3 Building societies

Building societies (Bausparkassen) have also
been suffering for some time now as a result of
the low interest rate level. However, in contrast
to other institutions, they cannot tap into

any new fields of business. The Building and
Loan Associations Act (Bausparkassengesetz)
restricts the group of transactions which
building societies may engage in to
transactions relating to residential properties,
thus limiting their opportunities to making
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low-risk — and hence low-return - investments.
What building societies can do is develop new
savings plans. A large number of building
societies did just that in 2014, introducing

new plans featuring lower interest rates.
Nevertheless, the low interest rate level means
that the existing high-interest building savings
contracts (Bausparvertrdge) which are still on
their books are putting downward pressure

on their results. Many building societies

have therefore terminated building savings
contracts. They did this not on grounds of
over-saving, as in the past, but rather because

2 Banking union

The creation of a European banking union is
considered one of the most important European
reforms since the introduction of the euro.

This step will have particularly far-reaching
consequences for banks in the eurozone.

While the CRD IV package?, the new Directive
on Deposit Guarantee Schemes (DGSD) and
the Bank Recovery and Resolution Directive
(BRRD) apply to all EU countries, the euro

area has introduced the Single Supervisory
Mechanism (SSM) in November 2014 and the
Single Resolution Mechanism (SRM) will assume
its full powers from the beginning of 2016 (see
Figure 1 “Legal bases for the banking union”,
page 17).

2.1 New European banking
supervision

Since 4 November 2014, eurozone banks have
been subject to supervision by the Single
Supervisory Mechanism (SSM), an alliance

of supervisors spearheaded by the European
Central Bank (ECB). Significant institutions -
including 21 from Germany - are now subject
to the SSM’s direct supervision. They are
supervised by Joint Supervisory Teams, in

1 See BaFin’s 2013 Annual Report, Chapter III 1.1. The
CRD 1V package comprises the Capital Requirements
Directive IV (CRD IV) and the Capital Requirements
Regulation (CRR).

I Spotlights

building savings customers are not drawing
down their building savings loans despite the
fact the relevant contracts have already met
the requirements for a loan to be granted for at
least ten years.

Rumours persisted for weeks that BaFin had
ordered the building societies to terminate the
contracts, although those rumours were not
true. Responsibility for taking such decisions
rests solely with the institutions. The courts
will have to decide whether the contract
terminations were permissible under civil law.

which BaFin employees work together with
supervisors from the entire euro area. At

least at the outset, the SSM’s supervision of
the major banks follows a more quantitative
approach based on key performance indicators.
This makes it possible to better compare
institutions and their risks, which in turn also
renders it easier to treat them equally. In
addition, the SSM will have a closer look at the
major banks’ risk management systems and the
sustainability of their business models.

SSM sets the course

The so-called less significant institutions are
supervised indirectly by the new European
supervisory regime and, quite sensibly, remain
subject to national supervision. However, the
SSM will standardise the various practices

by the national supervisors and ensure that
these institutions are subject to supervision

in all eurozone countries in accordance with
uniform standards. Among other things, if
national supervisors fail to comply with the joint
supervisory standards, the ECB can assume full
responsibility for supervising a less significant
institution.

BaFin considers it useful for the SSM to issue
uniform standards for the entire euro area.
However, the standardisation of regulation and
supervision must not go too far. Different things
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Figure 1 Legal bases for the banking union
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For eurozone countries + X*

Banking supervisory law
(CRD 1V package, in force since July 2013)

Single Supervisory Mechanism
(SSM, Regulation in force since autumn 2013)

Deposit Guarantee Schemes

Directive
(Revised version of DGSD, in force since
July 2014)

Resolution Directive
(BRRD, in force since July 2014,
implementation in 2015/2016)

Single Resolution Mechanism
(SRM, Regulation in force since end of August 2014,
beginning in 2015, instruments beginning in 2016)

* Participation in the SSM and SRM is open to all EU countries which are not part of the

eurozone (=X)

Source: Federal Ministry of Finance

should be regulated differently, and unique
national features must be taken into account.

Division of roles and decision-making
processes

The SSM is a network in which supranational
actors and national supervisors work closely
together; each must first find its place, which
includes initial frictional losses. However, it

will also remain important going forward to
continue to keep a critical eye on the division

of roles in the supervisory teams. The same
applies to the SSM’s decision-making processes.
The Supervisory Board, in which BaFin is also
represented, will have to deal with a very

large number of proposals. However, under the
current legal situation, only the ECB’s Governing
Council can make binding supervisory decisions.
The members of the Governing Council hence
also have to address these proposals. In order
to strengthen the Board, a non-objection
procedure has been introduced. Proposals by the
Board are deemed accepted by the Governing
Council if they are not objected to within

ten working days. Moreover, the Governing
Council may not amend the Supervisory

Board’s proposals; it may only accept or

reject them. Despite this, there is still a risk
that it will take too much time for decisions

to be made. Consideration should be given to
delegating formal decision-making powers to
the Supervisory Board, the upper management
of the SSM or even to the supervisory teams.
This would ensure a stricter separation between
monetary policy and banking supervision.

Comprehensive assessment

Prior to the launch of the SSM, the ECB
conducted a comprehensive assessment in
which it examined 25 German institutions and
105 other European institutions, in order to
assess the recoverability of assets reported
on and off their balance sheets as well as to
assess the institutions’ ability to weather a
crisis. The institutions assessed were those
which would subsequently be subject to
direct supervision by the SSM. At peak times,
approximately 250 supervisors and 1,700
auditors were involved in the assessment in
Germany alone. The assessment consisted

of an asset quality review and a stress test.
The objective was to create transparency and
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to detect any legacy liabilities and capital
shortfalls.

The participating German institutions fared
encouragingly well: almost all made it to the
finish line without tripping over a single hurdle.
The German banks demonstrated their ability
to even withstand a stress scenario. In such a
scenario, they would have sufficient capital to
survive a severe global financial shock. Only
Miinchener Hypothekenbank eG had a capital
gap - amounting to €229 million. However, the
key date for the comprehensive assessment was
31 December 2013. Since then, the institution
has implemented a €408 million capital
increase, closing the gap comfortably. Hence,
no German bank had a “net capital gap”.

2.2 Resolution mechanism for euro
area banks

At the beginning of 2015, the Single Resolution
Mechanism (SRM) commenced preparatory work
as a second pillar of the European banking union.
At the beginning of 2016, the Single Resolution
Board (SRB) - the SRM’s key decision-making
body - will take on full powers to resolve
significant banks of the eurozone and those

with cross-border activities.? In addition, a joint
resolution fund will be created starting in 2016;
it will be funded through fees paid by the banks.

On the basis of the Bank Recovery and
Resolution Directive, the SRM will make possible
the orderly resolution of significant, cross-
border banks experiencing financial difficulties
(see info box “Bank recovery and resolution”).
The objective is for this to be done without
society at large suffering losses and without
taxpayers being asked to contribute.

The bail-in will replace the bail-out as

the primary resolution tool because the
fundamental market principle of liability must
also apply to major banks again. It must be
clear to them that the government will not

2 Responsibility for less significant banks and banks
without cross-border activities will remain with the
national resolution authorities.
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Bank recovery and resolution

The European Bank Recovery and
Resolution Directive implements the
requirements laid out in the Financial
Stability Board’s “Key Attributes of
Effective Resolution Regimes” paper

for credit institutions and investment
services enterprises in the EU. In turn,
the German Act on the Recovery and
Resolution of Credit Institutions (Gesetz
zur Sanierung und Abwicklung von
Kreditinstituten — SAG) transposes the
Bank Recovery and Resolution Directive
into German law. It entered into force

on 1 January 2015. One of the key

new features of the Directive is that
shareholders and creditors may now be
required to participate in the losses of an
institution and in the cost of resolution.
Certain key provisions of the Directive
had already been introduced into German
legislation in a similar form (Ringfencing
Act (Risikoabschirmungsgesetz)) in

2013, such as the provisions relating to
recovery planning, resolution planning,
requirements a review of the institutions’
resolvability and the powers to eliminate
impediments to resolvability. Germany
has played a significant role in helping to
shape key aspects of European standards
for recovery and resolution.

bail them out if they experience financial
difficulties. Accordingly, they should manage
their risks responsibly. Above all, the resolution
mechanism is intended to have a preventative
and disciplinary effect. To that end, it must
develop a detailed and credible resolution plan -
based on the institutions’ recovery plan.

Sufficient funds eligible for bail-in

In the worst-case scenario, it will be vital for
banks to have sufficient funds which are eligible
to be used in a bail-in. Only in that way can
owners and creditors bear the bank’s losses
and sufficiently recapitalise the institution’s

key functions through their contributions. The
two constitute the elementary conditions for

an orderly resolution. The EU Bank Recovery
and Resolution Directive therefore requires
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banks to maintain @ minimum amount of
eligible liabilities. At the G20 level, the Financial
Stability Board (FSB) has issued a similar
proposal on the total loss-absorbing capacity
(TLAC).

In addition, regulations must be created that
ensure that liquidity can be secured during the
resolution so that it does not become necessary
to use public funds from the member states or
their central banks. This is also an issue faced
by the FSB, as well as by the Single Resolution
Board.

The success of the SRM will depend also

on it functioning effectively. Here, too,
decision-making must not take too long. The
collaboration between the SRB and the national
resolution authorities, the new European
banking supervision, the European Commission
and European Parliament must also be effective.

Creating a global regime

The European Union has chosen the only
sensible approach for its eurozone resolution
regime, namely, a cross-border approach.
However, the “too-big-to-fail” problem requires
a global solution. Thus it is important to now
focus on work to develop a global framework
for global systemically important banks and

to promote globally harmonised resolution
practices. BaFin will continue to work with

the FSB to develop a global package of such
measures as soon as possible. In the meantime,
the EU should work with third countries as
quickly as possible in the context of the Bank
Recovery and Resolution Directive to harmonise
systems and tools and to negotiate for mutual

recognition.
2

European depositors will in future have an
improved legal right to compensation for their
covered deposits if a credit institution is unable
to repay the deposits itself and there is no

2.3 Directive on Deposit
Guarantee Schemes
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prospect of the deposits being repaid at a later
date. This is stipulated in the new European
Directive on Deposit Guarantee Schemes, which
entered into force in the summer of 2014 and
which represents one of the key components of
the banking union.

Under the Directive, depositors are to

be compensated faster: By no later than

1 January 2024, they will have to receive

their compensation within seven days of the
compensation event having been determined.
Pursuant to the draft German implementing act
which will enter into force on 3 July 2015, this
will already be the case beginning on 1 June
2016. For comparison’s sake: At present,
compensation has to be paid within 20 working
days of a compensation event having been
determined.

As before, amounts of up to €100,000 per
depositor per credit institution are covered
under the Directive. Savers enjoy special
coverage: within three to 12 months from
the date of deposit - the draft German
implementation act calls for a six-month
period - they have the right to also receive
compensation for deposits in excess of
€100,000 up to a maximum limit of €500,000.
The condition is that the deposit is related to
specific life events.

Under the new Directive, all credit institutions
will in future have to be allocated to a statutory
guarantee scheme - or a scheme that is
officially recognised. Under the draft of the
implementation act, schemes in Germany

will be recognised by BaFin. BaFin will also
supervise the guarantee schemes in Germany
comprehensively, as it already does for the
statutory compensation schemes. Despite the
new provisions, the deposit guarantee structure
in Germany, which has evolved historically,

can remain in place. To hold the institutions
themselves accountable, the Directive stipulates
that all deposit guarantee schemes must be
funded ex ante.
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3 Consumer protection ﬁ;\

The financial sector and its supervisors
are currently facing a host of new regulations
designed to protect consumers.

Retail Investors Protection Act

The planned Retail Investor Protection Act
(Kleinanlegerschutzgesetz) will expand the
prospectus requirement, call for more current
information for investors and put in place
stricter requirements regarding distribution
and marketing. It will provide BaFin with

new competences in the field of consumer
protection, although BaFin may still not defend
the rights of individual investors or customers.
Going forward, BaFin will thus continue to

act solely in the public interest and to be
committed to collective consumer protection.
This will now be anchored in law as a further
supervisory objective of BaFin in all supervisory
areas. This will enable BaFin to better integrate
civil-law protections and court rulings in all of
its directorates.

MiFID II creates new requirements

The revised version of the European Markets

in Financial Instruments Directive (Markets in
Financial Instruments Directive II — MIFID II) will
set out stricter requirements for documentation.
Article 25 (6) stipulates a statement of
suitability. In that statement, investment firms
will in future have to explain “how investment
advice meets the preferences, objectives

and other characteristics of the retail client”.
Furthermore, all communication relevant to the
order must be recorded, including any telephone
conversations, e-mails, faxes or one-on-one
discussions.

MiIFID II sets out a host of further provisions
aimed at investor protection, such as those
relating to the acceptance of commissions, cost
transparency and product design. For instance,
under MiFID II, providers will be obligated

to align their products with the interests of
consumers as early as the product development
stage. Issuers subject to MIFID and distributors
will have to define in advance the target market
on which their product is to be distributed.
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The European Securities and Markets Authority
(ESMA) provided the European Commission
with details on these provisions in December
2014 which are now being used as a basis for
developing legislative proposals expected by

2 July 2015.

The field of banking and insurance regulation
will soon also have similar product oversight
governance (POG) requirements. The European
Banking Authority (EBA) and its counterpart
for the insurance business and occupational
pensions, the European Insurance and
Occupational Pensions Authority (EIOPA), are
working on corresponding guidelines which

are expected to be adopted in the summer of
2015. And the planned revision of the European
Insurance Mediation Directive, the Insurance
Distribution Directive (IDD), is also tackling the
issue.

PRIIPs and IDD

The PRIIPs Regulation introduces a standard
key information document for packaged retail
and insurance-based investment products
(PRIIPs). Beginning at the end of December
2016, providers must distribute this type of
informational document to their customers,
e.g., for investment funds, certificates and
endowment life insurance policies. The PRIIPs
Regulation gives new market monitoring and
product intervention powers to EIOPA, similar to
those of the EBA and ESMA.

The planned revision of the Insurance Mediation
Directive focuses on distribution in general and
no longer solely on insurance intermediaries,
which is why it is being renamed the Insurance
Distribution Directive. For instance, the IDD
draft contains wide-ranging information
obligations relating to the products mediated as
well as to potential conflicts of interest and the
remuneration of the intermediary. The proposal
leaves the question of whether commission
payments by third parties — which essentially
means the insurers - should be permitted or
forbidden to the discretion of the individual
member countries.
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Balanced consumer protection

In contrast to MiFID II, the IDD grants the
member countries leeway in its implementation.
BaFin believes it is important to find balanced
solutions. What is certain is that consumers
need special protection because they are

not in as strong a position as providers and
professional investors. They do not possess the
same knowledge, nor do they have comparable
access to information or a legal department

to help them decipher the small print and
analyse the promises of returns. The state must
therefore create a legal environment which
puts retail investors in a position to sufficiently
inform themselves before making investment
decisions. Key elements of consumer protection
include documentation, transparency, product
design and distribution.

21

Yet there must be a balance between the
legitimate interests of consumers and

the equally legitimate interests of the
undertakings. Providers should not be crippled
by excessive administrative requirements,

nor should their innovative spirit be stifled.
Furthermore, there must be a balance between
government regulation and the consumer’s

own responsibility. Regulating the unregulated
capital market is a good example of this.
Consumers have previously enjoyed hardly

any protections in this segment. The Retail
Investor Protection Act is intended to help in
this regard. The German federal government
has purposefully avoided taking the radical step
of closing the segment off to retail investors
because by locking them out it would effectively
be depriving them of their right to make their
own decisions.

4 Opinion

Dr Elke Konig on how much regulation we need

How much regulation do we need? Do we

need it at all? No. Yes. If so, then only a little.
Throughout the past, the economy has time

and again offered up different - although not
necessarily better — answers to these questions.
This would hardly be worth mentioning if
politico-economic theories had not repeatedly
served as the basis for regulatory approaches,
resulting in a cycle of crisis then regulation then
deregulation then crisis.

In the decades prior to the outbreak of the
global financial crisis, deregulation was
clearly favoured. Let the markets sort it out,
they said; have faith in the markets. There
were lone voices in the desert who warned
of the consequences of deregulation, yet
hardly anyone paid them any heed. Effective
regulation was not in vogue, as long as the
profits were pouring in. Any regulation to

be had was light-touch. And precisely that

was the problem: in the period before the
crisis, there were in fact a large number of
regulatory provisions, although many of those
were evidently ineffective. One key reason the
2007/2008 financial crisis came to pass was
that the international regulatory standards
which many countries had transposed into their
national law, thus rendering them binding on
supervisors and supervised entities, contained
gaps. This is not to say that supervisors did not
also commit errors.
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A call for greater regulation

After the crisis broke out, the winds changed -
including in the media and in public opinion.
All of a sudden, a giant army of regulatory
proponents entered the fray. Expectations
placed on regulation were accordingly high

in some respects: all that needed to be done
was to pull back hard on the reins, and that
would be enough to stop crises in their tracks.
However, that is not and should not be what
regulation is all about. Placing excessive faith
in the state is in no way better than placing
excessive faith in the markets as seen over the
past decades.

One thing is certain: financial stability is a
public good. Everyone must be able to have
confidence that the financial sector is stable:
every citizen, every company in the real
economy, and every actor on the financial
markets. Without regulation and absent any
effective government supervisors who enforce
this regulation in the public interest without
serving any economic interests of their own,
there can be no stability, and no confidence

in stability. What supervisors need is a
comprehensive, stable and coherent framework
to guide them in keeping control over financial
market risks — one which offers market
participants the right incentives and motivates
them to act in a risk-conscious manner. What is
not acceptable is a situation where the financial
sector’s profits are privatised while its losses
are absorbed by society.

Not overshooting the mark

In their efforts to create such a framework,
standard-setters and legislators must avoid
overshooting the mark. The G20 heads of
state and government were well aware of

this when they set their post-crisis regulatory
objectives in November 2008 in the wake of
the Lehman collapse: they called for regulation
of all financial markets, products and market
participants, albeit - and this is decisive - “as
appropriate to their circumstances”.?

3 Declaration of the Summit on Financial Markets and the
World Economy, Washington D.C., 15 November 2008.
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Regulation is appropriate when it helps to
mitigate the destructive forces of crises while
at the same time granting market participants
the necessary flexibility to innovate and do
business. The complete elimination of all risk
cannot be the objective of regulation, because
this would lead to stagnation. Those seeking to
curb the financial industry’s readiness to take
on risks stifle the markets, thus harming society
at large. In short, there should be as much
freedom as possible and as much regulation as
necessary.

Sensitivity to risk

How do you find the right balance? The greatest
challenge lies in anticipating potential problems
in advance. It is not enough to close the known
loopholes. The next crisis will be different

than the last - triggered by other events and
affecting other parties. The material is complex,
the risks manifold. There are no easy solutions
for regaining and maintaining control over

the situation. This is directed at all apologists
of simplification who call for a rejection of

risk sensitivity, one of the major regulatory
achievements in past years and one of the
pillars of appropriate regulation.

Anyone claiming that risk sensitivity primarily
helps banks to play down risks and that
instead they should be subject to blanket
requirements needs to remember how
disastrous the inappropriate incentives arising
from blanket regulations can be. A return to
the sweeping matrix of regulations set out

in Basel I, which was one of the reasons for
the crisis, would be a tremendous mistake.
And anyone claiming that these blanket
requirements should be raised to 30 %

should be reminded that regulation needs

to be appropriate, otherwise the economy
risks stagnation. Minimum requirements

such as the leverage ratio are sensible and
necessary - they complement risk-sensitive
quantitative requirements and high qualitative
requirements placed on risk management.
Where risk sensitivity is concerned, there

is even some catching up to be done, as
illustrated by the way government bonds have
been dealt with. Of course, it also bears asking
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whether certain risks can even be modelled -
as for instance operational risk.

Proportionality

Appropriateness also means above all not using
a sledgehammer to crack a nut. The principle
of proportionality must be applied; that
principle is closely related to risk sensitivity.

In implementing the Basel framework, the EU
was guided by that principle and allowed for
distinctions being made. For instance, although
all institutions must have sufficient own funds,
a greater own funds buffer is required of
systemically important banks, which are also
subject to stricter supervision.

This also means that different things should

be regulated and supervised differently. The
Single Supervisory Mechanism (SSM) now
issues uniform standards for the entire euro
area; this is one of the stated objectives of the
new supervisory regime and it is also sensible -
to a certain degree. The standardisation of
regulation and supervision must not go so far
as to provide uniform treatment for different
things. Established national peculiarities must
be taken into account. The SSM is not intended
to eliminate them. This applies for instance to
Germany’s three-pillar model, which is unique in
Europe.

One further aspect of appropriateness: the
objective of any regulation is to minimise
damage to the general welfare without causing
unnecessary costs. EU legislation must
therefore anticipate the legal consequences and
costs that come with laws. One thing should be
clear: greater security and stability has its cost
and - as banal as it may sound - those who
invest in that are investing in their future.
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Desired effect

Each and every individual regulatory step
must be appropriate and result in the desired
effect. There must be no unintended side
effects or interdependencies. Impact studies
help to identify these. Some side effects are
obvious. For instance, it is well known that we
risk swerving into the shadow banking sector
if we impose stricter regulation on banks.
This cannot lead us to avoid imposing stricter
regulation on banks. It can only mean fully
regulating the shadow banking sector along
with the links between it and the regulated
sector, a task we have been working on for

some time now. It is also well known that I
although the obligation to settle standardised ‘}
OTC derivatives via central counterparties leads

to greater transparency and security, it must be

ensured that no new systemic risks build up at

the central counterparties. The only solution is

a framework for recovering and resolving such
counterparties, which the FSB and Brussels

have already recognised. II
How rules work in the real world, whether they
are realistic and whether or not they can be
monitored can only be assessed after they
have been in effect for some time. Certain

key regulatory projects must be dealt with
quickly - the two aforementioned projects are v
included therein, as well as the long-overdue

global framework for recovering and resolving "
systemically important banks. However,

7 years after Lehman, we have to move on to
implementing them in an even-headed manner

and then - after a while — ask the critical

questions, whether the efforts to transform

the many regulatory units into a single, stable, v
coherent and appropriate framework for the

financial markets have been successful. Therein

lies the lofty objective of regulation, and such

an objective cannot be realised at the drawing

board alone.
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Financial crisis and regulation: timeline of important events in 2014

January

February

March

April

May

June

>

In a special agreement between the Swiss Financial Market Supervisory Authority
(FINMA) and BaFin, the cross-border distribution of German undertakings for
collective investment in transferable securities (UCITS) in Switzerland was
allowed, as was the distribution of Swiss securities funds in Germany via an
electronic notification procedure.

Turkey’s central bank raised its key interest rate from 4.5% to 10% in order to
stop the sharp depreciation in the Turkish lira.

The Federal Constitutional Court (Bundesverfassungsgericht) submitted the
decision by the European Central Bank (ECB) relating to the purchase of
government bonds to the Court of Justice of the European Union (CJEU) for
review.

The requirement that derivatives transactions be reported to the trade repository
pursuant to Article 9 of the European Market Infrastructure Regulation (EMIR)
entered into force.

In a reaction to the LIBOR scandal, the European Parliament adopted a Directive
imposing tougher penalties for market manipulation and insider dealing.

The Federal Constitutional Court rejected actions against the establishment of the
European Stability Mechanism (ESM).

The ECB published an asset quality review (AQR) manual for banks identified as
significant institutions, which will be subject to direct supervision by the Single
Supervisory Mechanism (SSM). The AQR constitutes part of the comprehensive
assessment prior to the launch of the SSM.

The ECB published the SSM Framework Regulation, a cornerstone of the Single
Supervisory Mechanism.

BaFin admitted Eurex Clearing AG as a central counterparty (CCP) pursuant to
Article 14 of the EMIR.

The Omnibus II Directive, amending the Solvency II Directive, entered into
force. The effective date for the new supervisory regime under Solvency II will be
1 January 2016.

The German federal government published a plan of action on consumer
protection in the financial market. Under the plan, collective consumer protection
is to be anchored in the legislation as a supervisory objective of BaFin and the
unregulated capital market is to be subject to greater regulation.

Eleven EU member countries, including Germany, agreed on the next steps in
relation to the financial transaction tax.

Portugal exited the European Financial Stability Facility (EFSF) as planned.

The ECB reduced the key interest rate on main refinancing operations to 0.15 %.
For the first time ever, it introduced negative interest of -0.1 % for the deposit
facility. Moreover, targeted longer-term refinancing operations (TLTROS) are
intended to stimulate lending to non-financial entities in the private sector.

The German stock index DAX (Deutscher Aktienindex) passed the 10,000-point
mark for the first time ever.
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July

August
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Doubts as to the liquidity of certain banks led to a bank run in Bulgaria. The
situation settled down after liquidity support amounting to €1.6 billion was
provided.

The EU directive on the recovery and resolution of banks entered into force. In
the event a bank fails, the owners and creditors must be first to bear losses before
a resolution fund financed by the banking industry can step in in exceptional
cases. The EU Directive on deposit guarantee schemes, which also entered into
force, stipulates that following the occurrence of a guarantee event, deposits of up
to €100,000 must be paid out to bank customers within seven working days.

The transitional periods stipulated in the Investment Code
(Kapitalanlagegesetzbuch — KAGB) expired. The distribution of open-ended and
closed-end investment funds requires the authorisation of BaFin.

The Market Abuse Regulation (MAR) was published. It largely replaced the existing
national rules on market abuse and expanded the focus to OTC trading venues.

In response to the crisis in Ukraine, the European Union imposed sanctions on
Russia, including restricting Russian banks’ access to the capital markets.

The Single Resolution Mechanism (SRM) Regulation entered into force; the
harmonisation of the deposit insurance systems and the Single Supervisory
Mechanism (SSM), along with the SRM, form the backbone of the banking union.
The Single Resolution Board (SRB) will receive its full powers in 2016. In addition,
a joint resolution fund will be created starting in 2016; it will be funded through
fees paid by the banks.

The German Life Insurance Reform Act (Lebensversicherungsreformgesetz -
LVRG) was promulgated. The new provisions are intended to counteract the
consequences of the persistent low-interest rate level so that policyholders will
continue to receive promised benefits in future. The act contains a bundle of
measures to ensure that all insurance business players make an appropriate
contribution.

The Fee-Based Investment Advice Act (Honoraranlageberatungsgesetz -
HANIBG) entered into force. It contains organisational requirements and
information obligations as well as a limitation on inducements for investment
services enterprises which provide investment advice for a fee. BaFin maintains a
public registry of fee-based investment advisers on its website.

The ECB published a stress testing manual; stress tests are also a component of
the comprehensive assessment.

The UCITS V Directive was published. The Directive contains in particular
expanded requirements in relation to depositaries and sub-custodians, as well as
requirements for the remuneration policy of UCITS management companies.
Portugal supported Banco Espirito Santo, a major bank experiencing financial
difficulties, by issuing it a loan funded by the EU bail-out package.

Bank of America paid a record fine of nearly $17 billion, settling its years-long
dispute with US authorities concerning the sale of bad mortgages.

Argentina refused to repay old bond debts to US hedge funds. This led rating
agencies to confirm the partial default of the country.
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September

October

November
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The Central Securities Depository Regulation (CSDR), designed to improve
securities settlement in the EU and on central securities depositories, entered into
force. Going forward, central depositaries (CSDs) will be subject to harmonised
supervision in Europe.

The FSB published its final report on currency benchmarks, including
recommendations for methodological improvements and avoiding conflicts of
interest in currency trading. The report supplements the review of the key
interest rate benchmarks (LIBOR, Euribor, TIBOR) by the IOSCO (International
Organization of Securities Commissions).

The ECB lowered its key interest rate for main refinancing operations to 0.05 %
and its interest rate for the deposit facility to -0.2 %. In addition, the ECB
announced purchase programmes for asset-backed securities (ABSs) and
covered bonds.

The Federal Cabinet adopted the draft Act on the Modernisation of the
Financial Supervision of Insurers. The Act transposes the EU’s Solvency II
Directive into national law.

The international financial markets briefly experienced turbulence and panic.

The geopolitical risks and concerns surrounding yet another flaring up of the
sovereign debt crisis in Europe increased.

The ECB announced the results of the comprehensive assessment (AQR and
stress test.) 25 of the 130 eurozone institutions had a capital shortfall (totalling
€25 billion), including one German bank. Many institutions - including the affected
German bank - had successfully covered the calculated capital shortfall prior to
the publication of the results.

BaFin publishes standard text modules for cost provisions for closed-ended retail
investment funds. In this way, it ensures a uniform administrative practice and
high consumer protection standards in the supervision of products under the
KAGB, which had previously been sold on the unregulated capital market.

The Bundesrat and Bundestag adopted the package of measures relating to the
banking union. This included in particular the German Act on the Recovery and
Resolution of Credit Institutions (Sanierungs- und Abwicklungsgesetz — SAG),
transposing the Bank Recovery and Resolution Directive into German law,

and paved the way for recapitalising banks directly via the European Stability
Mechanism.

One year after the SSM Regulation entered into force, the ECB assumed direct
supervision of 120 significant groups of banks in the euro area, including 21 from
Germany.

BaFin presented the findings of the "Vollerhebung Leben” survey, which
examined the own funds situations at all 87 German life insurance undertakings
under the future Solvency II supervisory regime: Taking into account the
transitional measures and volatility adjustment, the undertakings are well
prepared for Solvency II, overall.
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EIOPA published its final report of the Europe-wide stress test for insurance
undertakings. The results confirmed that a persistent phase of low interest rates
remains a major challenge for the German insurance sector.

The G20 states adopted the Basic Capital Requirements (BCRs), the first global
standard for calculating capital requirements for global systemically important
insurers (G-SIIs). The International Association of Insurance Supervisors (IAIS)
had published the BCRs in October.

The price of crude oil continued to drop, hitting a five-and-a-half-year low.

The ruble suffered extreme depreciation. In response, the Russian central bank
raised its key rate from 10.5% to 17 % and used currency reserves to support the
domestic currency.

Fears of a government crisis in Greece raised concerns that the European
sovereign debt crisis could flare up again.
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1 Macroeconomic environment

Growing geopolitical tensions and the continued
expansionary monetary policy of the European
Central Bank (ECB) and other central banks
dominated the financial markets in 2014.
Through several key interest rate cuts and
unconventional measures, such as the purchase
of securities, the ECB laid the foundations for
ample liquidity supplies. On the money and
capital market, interest rates - already at
extraordinarily low levels — declined further.

In Germany, economic growth slowed only
slightly in the course of the year, despite
various negative factors. Towards the end of the
year, the collapse in crude oil prices provided
fresh impetus for the economy. The number of
company insolvencies decreased further, while
unemployment remained at a historically very
low level. The overall stable condition of the
economy also benefited the German financial
sector.

Geopolitical risks increased primarily as a

result of the Ukraine crisis. In the second half
of the year, Russia suffered increasingly from
the sanctions imposed on the country, as well

as from the drastic collapse in crude oil prices.
The rouble depreciated massively, and capital
outflows from Russia accelerated. Because of its
strong dependence on oil exports, the Russian
economy entered a sharp downturn. The effect
of global tensions and declining commodity
prices also spread to other major emerging
economy countries — albeit to a significantly
smaller extent.

In the face of the political events, the European
sovereign debt crisis tended to recede into

the background in 2014. With the help of
structural reforms, most of the struggling
eurozone countries managed to improve

their competitiveness further, but the ECB’s
extremely loose monetary policy continued

to hide in some cases serious problems in

some of the crisis-hit countries. Thus, ten-year
government bond yields in Spain, Italy, Portugal
and Ireland fell to new record lows towards the
end of 2014. In this context, the low interest
rates stand in stark contrast to sovereign debt,
which continues to rise and will be almost
impossible to bear in the long term (see Figure 2
“Sovereign debt ratios in Europe”, page 29),
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Figure 2 Sovereign debt ratios in Europe
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and in some cases faltering enthusiasm for
reform. France was likewise unable to make
any meaningful headway in consolidating its
public finances: the country’s debt has grown
to almost the same level as its annual gross
domestic product; Belgium’s debt has already
exceeded annual GDP.

Even if some successes have been achieved,

it has not been possible to overcome the
sovereign debt crisis, which has been
smouldering since 2010. A short phase of
uncertainty was triggered in October 2014,
when Greece announced that it would leave
the European bailout facilities, even though
this was largely discredited as implausible on
the financial markets. Nevertheless, the risk
spreads of the crisis-hit countries widened
temporarily and share prices in Europe declined
significantly. However, fears on the financial
markets that the sovereign debt crisis could
flare up again were fuelled at the end of
December: Greece was forced to schedule early
elections for the beginning of 2015, and as a
result risk spreads for Greece rose sharply, at
least temporarily.

Greece is a striking example of how susceptible
the financial markets are to disruptions from
both inside and outside. There were concerns
that, if investors were to fundamentally
reassess the risks, this could trigger sharp
price adjustments and increased volatility in

Spain France United

Commission

Germany estimate
Kingdom (winter 2015)

different market segments, which would in turn
pose a potential threat to financial stability.

For this reason, the expansionary monetary
policy of the ECB and other leading central
banks was increasingly scrutinised in the course
of the year. Because of the persistently low
interest rates, risk-averse investors struggled
to find financial products with which they could
increase or at least maintain their assets in real
terms, i.e. net of inflation.

This increased the pressure on investors to
take greater risks. The search for returns
drove up prices in many asset classes. If
prices deviate too far from their fundamentally
justified levels and investors take excessive
risks in looking for returns, there is a danger of
price bubbles. In unfavourable circumstances,
such price bubbles may burst suddenly and in
an uncontrolled manner, as was witnessed in
the case of the subprime mortgage crisis in the
United States.

In some market segments, the financing
conditions and valuations returned to levels in
2014 that had last been seen shortly before
the start of the financial crisis in 2007. In

the case of some instruments and investors,
such as hedge funds, an increased degree of
leverage was observed again in 2014. Highly
indebted players are particularly susceptible
to crises when there are sudden sharp price
falls.
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The importance of the market for high-yield
bonds has increased significantly in recent
years, especially in Europe, driven by a rise
in the number of issuances and buoyant
demand. Despite the expanded offering,

the bond spreads declined in 2014, falling

to multi-year lows. In a low interest rate
environment, the market benefited from a
combination of low default rates, expansionary
monetary policy and low market volatility.
However, since the default rates of high-yield
bonds are very volatile in the long term and
are usually significantly higher than those of
investment-grade bonds in times of crisis,

a less favourable environment could quickly
lead to an accumulation of defaults and cause
substantial losses for investors.

In the United States, the market for leveraged
loans — senior secured loans with variable
interest rates granted to borrowers of poor
financial standing - expanded significantly

in 2014. An especially striking aspect is

that the lending conditions in this segment
were increasingly relaxed, with risk spreads
contracting at the same time.

2 Financial stability

2.1 Global systemically important
financial institutions

Having specified the frameworks for global
systemically important banks and insurance
undertakings, the Financial Stability Board

has now also categorised financial institutions
whose size, interconnectedness or other
factors could also lead to turbulence in the
global financial system if they were to become
distressed, but which are not covered by either
of the two frameworks. They are referred to as
non-bank, non-insurance global systemically
important financial institutions (NBNI G-SIFIs).
Together with the International Organization of
Securities Commissions (I0SCO), the Financial
Stability Board developed a methodology

for identifying NBNI G-SIFIs, which was
published for consultation at the beginning
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These examples demonstrate that, in the
absence of profitable alternatives, many investors
are prepared to take investment risks for which
they may not receive adequate compensation.

Should there be a shift in trends on the
financial markets resulting in a significant
interest rate hike, it is possible that investors
could suddenly withdraw their funds from
overheated risky markets en masse and

move them into lower-risk investment. Market
volatility would soar and liquidity would
plummet abruptly, especially in tight markets.
Issuers that have become accustomed to
attractive loans with short maturities could
face serious funding problems, especially since
the need for funding will be relatively high
until 2017. Moreover, if interest rates rise,
default rates are expected to increase as well,
especially if the higher interest rates coincide
with an economic downturn. Ultimately, the
explosive mix of market, liquidity and credit
risks, with various contamination and feedback
effects, could threaten the stability of the
financial system itself, if inflated market prices
were to experience a sharp correction.

of 2014. In addition to a description of
transmission channels, factors impacting the
institutions’ systemic importance and rules for
implementing the framework, the consultation
paper also contains specific methodologies

for finance companies, investment firms and
investment funds.

On the basis of the comments received during
the consultation process, the framework was
revised and specified in greater detail. The
FSB also incorporated some new aspects -

in particular the idea of examining not only
individual investment funds, but also those
risks that arise at the higher level of asset
managers. The focus is less on the traditional
portfolio management business than on
non-traditional activities, such as securities
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financing. At the beginning of March 2015, the
FSB and IOSCO put the revised methodology

up for consultation. In this document, they also
propose new thresholds for investment funds.
Thresholds work like filters: funds are included
in the detailed risk assessment only if they
exceed certain limits, for example for net assets
under management.

The plan is to adopt the framework for global
systemically important non-banks and non-
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insurers by the end of 2015. Next on the plan
is the development of legal consequences,
and the last step is to determine which
institutions are to be classified as NBNI
G-SIFIs. The intention is that the FSB will
publish an annual list of non-banks and non-
insurance undertakings classified as globally
systemically important, as it does for global
systemically important banks and insurance
undertakings.

® 2.2 Focus

Macroprudential instruments and strategy

Author: Matthias Heinze, Secretariat of the Cross-Sectoral Risk Committee

Further supervisory perspectives

One of the key lessons learned from the
global financial crisis of 2007/2008 is to
broaden BaFin’s perspective: across individual
undertakings and sectors to cover the stability
of the entire financial system - irrespective of
national borders, if possible.

The first aim of a macroprudential approach
is to gather, pool and aggregate up-to-date
information across a wide spectrum. The data
processed in this way must then form the
basis of detailed analyses aimed at identifying
developments that threaten stability or

at detecting systemic risks. To influence

such developments or risks, well-targeted
supervisory measures have to be introduced,
whose success must subsequently be
assessed.

Institutional framework

At the end of 2010, the European Union already
concretised this approach by establishing a
macroprudential oversight body: the European
Systemic Risk Board (ESRB), which is part of
the European System of Financial Supervision

(ESFS).* The role of the ESRB is to identify
developments that may impact on financial
stability and to detect systemic risks in the
EU and, where necessary, to issue warnings
and recommendations to the member states
or the competent national authorities. One of
the recommendations issued to the member
states to date was that authorities should
also be given the task of macroprudential
financial supervision at the national level.
Germany implemented this recommendation
by adopting the German Financial Stability
Act (Finanzstabilitdtsgesetz — FinStabG) of
28 November 2012 and by establishing the
Financial Stability Commission (Ausschuss fiir
Finanzstabilitdt — AFS, see info box, page 32).

Tasks of the Financial Stability Commission

The Financial Stability Commission
institutionalises and improves cooperation of the
institutions represented on it - including in, but
not limited to, crisis situations. One of its main
tasks is to continually monitor and assess the

1 The European Supervisory Authorities (ESAs) are also
members of the ESFS.
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* Financial Stability Commission

The Financial Stability Commission
(Ausschuss fir Finanzstabilitét) started
its work at the beginning of 2013,
replacing the Standing Committee on
Financial Market Stability (Sténdiger
Ausschuss flir Finanzmarktstabilitét). The
Financial Stability Commission comprises
representatives from the Federal Ministry
of Finance (Bundesministerium der
Finanzen), the Deutsche Bundesbank

and BaFin as well as one non-voting
representative from the Financial Market
Stabilisation Agency (Bundesanstalt fir
Finanzmarktstabilisierung — FMSA). The
Commission meets on a quarterly basis.
BaFin’s President and Chief Executive
Directors for banking and insurance
supervision regularly participate in the
meetings. BaFin uses the findings of the
Commission’s work for its microprudential
supervision. The Commission reports

on its work annually to the Bundestag.
The first report, which was published

on 16 June 2014, can be accessed on

the website of the Federal Ministry of
Finance.?

stability of the German financial system (see

info box “Financial Stability Commission’s focus
areas in 2014 and 2015”, page 33). Moreover,
the Commission discusses ways of dealing with
the warnings and recommendations of the ESRB.
It can also issue its own public or confidential
warnings and recommendations to counter
potential threats to Germany’s financial stability.
These may be issued to BaFin, the federal
government or another German public body. The
Commission’s work is based on the Bundesbank’s
findings from the macroprudential oversight

of the financial system. The Financial Stability
Act has given the Bundesbank the appropriate
mandate. If the Bundesbank concludes that
Germany'’s financial stability is at risk, it can
propose to the Financial Stability Commission
that it should issue warnings or recommendations
and it can recommend measures it believes are
suitable and necessary for countering the threat.

2  http://www.bundesfinanzministerium.de
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Macroprudential strategy

On the basis of the ESRB’s recommendations
and the requirements of the Financial Stability
Act, the Financial Stability Commission
developed a macroprudential strategy in
2014,3 which provides a general framework
for the work of the Commission. For example,
it names three areas that may cause or
exacerbate systemic financial crises: the
macroeconomic environment, aspects of the
regulatory framework and market failure. In
the strategy document, the Commission also
outlines material risk factors that could threaten
the stability of the financial system. They are
excessive credit growth and excessive leverage,
excessive maturity, currency and liquidity
transformation, excessive direct and indirect
risk concentrations, the systemic impact of
misguided incentives and moral hazards as
well as the systemic impact of disruptions to
financial market infrastructures. The strategy
also defines decision-making principles.

The Financial Stability Commission’s strategy
represents the latest development stage of
macroprudential oversight in Germany. The
Commission will review the strategy regularly,
because this branch of supervision is a young
discipline, which has been created primarily
on the basis of experience gathered from the
2007/2008 financial crisis. It is therefore not
surprising that so far the banking sector has
been the focus of its considerations. As an
integrated financial supervisor, BaFin aims to
take adequate account of the other sectors as
well.

Macroprudential instruments

The macroprudential instruments (MPIs) created
to date at the European and national levels

also relate to banks. They can be broken down
into two categories: one category addresses
systemic risks of a structural nature, such as
risks associated with the systemic importance
of market participants or the way they are
interconnected in the financial system. The MPIs
in the other category relate to the change in

3 This strategy is covered in the Commission’s report of
16 June 2014.
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» Financial Stability Commission’s
focus areas in 2014 and 2015

In 2014, the Financial Stability
Commission focused primarily on risks
that may arise for credit institutions
and life insurance undertakings from
the low interest rate environment,

and on developments on the German
residential property market. In other
countries, excesses on property markets
were often the trigger of financial
crises, especially during periods when
significant price rises, combined with

an excessive increase in real estate
loans, also coincided with relaxed
lending standards. There are currently
no signs of this kind of destabilising mix
in Germany. In addition to the ongoing
monitoring of financial stability, the
Commission will address in particular
the preparations for the practical use of
macroprudential instruments in 2015.
As an authority with macroprudential
intervention rights and an integrated
financial supervisor, BaFin plays a special
role in this context.
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systemic risks over time, such as those that can
arise in credit and asset price cycles. As from

1 January 2014, BaFin has the power to apply the
first MPI, the systemic risk buffer, in accordance
with section 10e of the German Banking Act
(Kreditwesengesetz - KWG), although this has so
far not been necessary. The other MPIs, such as
the countercyclical capital buffer, which has to be
reviewed once a quarter, and the capital buffers
for systemically important institutions can be
used from January 2016 onwards.

It will require great skill to ensure that these
macroprudential instruments are used in a
targeted yet carefully measured manner - a
new and challenging area of activity for the
Financial Stability Commission and its members.
Another factor is that, as useful as these
instruments may be, they cover, as described
above, only the banking sector, not counting the
additional interest provision (Zinszusatzreserve)
required by insurance supervision, even though
this is not referred to as a macroprudential
instrument. The challenge remains to make

the German financial market as a whole

more resilient. This is another task facing the
Financial Stability Commission.

2.3 Cross-Sectoral Risk Committee

In order to integrate macroprudential and
microprudential supervision more closely,

a separate Cross-Sectoral Risk Committee
was established at BaFin in January 2013

to act as interface with macroprudential
supervision by the Deutsche Bundesbank
and the Financial Stability Commission.* The
Cross-Sectoral Risk Committee, which meets
once a quarter, consists of representatives of
all BaFin directorates as well as Bundesbank
representatives. It deals with cross-sectoral
risks and at the same time provides support
for BaFin's forward-looking, risk-based

4 See chapter I1.2.2.

integrated financial services supervision. In
2014, it addressed not only developments in
the Financial Stability Commission and the
European Systemic Risk Board (ESRB) as

well as preparations for the implementation
of macroprudential instruments, but also

with the comprehensive assessment of the
eurozone’s largest banking groups carried out
before the launch of the Single Supervisory
Mechanism (SSM).® In addition, the Committee
dealt with, among other things, the effects

of the persistently low interest rates,
property risks, country risks, risks in selected
financial instruments and the issue of asset

5 See chapter III.1.1.
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encumbrance, i.e. third-party claims over
assets of financial institutions and companies.

2.4 Supervision of financial
conglomerates

The three European Supervisory Authorities
(ESAs) have presented new guidelines, outlining
their views on how adequate supervision of
financial conglomerates should be designed in
Europe. The guidelines were up for consultation
until the beginning of June 2014 and have been
in force since December 2014. The competent
national supervisory authorities had to notify
the ESAs by the end of February 2015 whether
they were implementing the guidelines.

With these guidelines, the Joint Committee of
the European Supervisory Authorities aims to
complement any existing sectoral agreements
and supervisory practices in the member
states so that the foundation can be laid for
consistent, coordinated supervision for the
case that a cross-border group is identified

as a financial conglomerate. The guidelines
thus define the requirements of the Financial
Conglomerates Directive in more detail.®

In particular, the guidelines regulate the process
for determining a financial conglomerate,
coordinating the exchange of information,
assessing financial conglomerates by the
supervisory authorities as well as planning and
coordinating supervisory activities. In addition,
they regulate the decision-making process
among the authorities involved, thus ensuring
that unnecessary overlap and duplication is
avoided.

2.5 Regulation of credit rating
agencies

2.5.1 Implementation of the Regulation on
Credit Rating Agencies

On 30 September 2014, the European
Commission adopted three regulatory
technical standards to implement key

6 Directive 2002/87/EC, O] EC L 35.
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provisions of the Regulation on Credit Rating
Agencies.” BaFin participated in the drafting
of the standards in the committees of the
European Securities and Markets Authority
(ESMA) that were involved.

The three regulatory technical standards set
out the disclosure requirements for issuers,
originators and sponsors of structured financial
instruments, the reporting requirements

of credit rating agencies for the European
Rating Platform and the requirements for such
agencies to inform their customers about
costs.

2.5.2 New functions for BaFin

BaFin’s area of responsibility expanded in

the past year: pursuant to the German Act

to Reduce Dependence on Ratings (Gesetz

zur Verringerung der Abhdngigkeit von
Ratings), which entered into force at the end
of 2014, BaFin now monitors compliance with
those provisions of the revised Directive on
Credit Rating Agencies that require national
supervision, as specified by the European issuer
of the Directive. This includes, among other
things, regulations on the use of ratings and on
excessive reliance on ratings. These issues are
dealt with by Banking Supervision, as well as
Insurance and Securities Supervision.

BaFin made use of market surveys and other
tools to develop consistent standards for this
function. For example, as part of one such
survey, BaFin’s Securities Supervision sections
distributed a comprehensive catalogue of
questions to over 20 investment services
enterprises in the fourth quarter of 2014,
asking them for information on how they are
handling the regulation on excessive reliance on
ratings. The results of the survey are expected
to be available in the second quarter of 2015.
On its website, BaFin informs certain market
participants, for example issuers, about the new
requirements under the Regulation.

7 Regulation (EC) No 462/2013, OJ EU L 146.


http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32013R0462
http://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX:32013R0462
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2.5.3 Revision of the Code of Conduct for
Credit Rating Agencies

In 2014, BaFin also cooperated on updating
the global standard for credit rating agencies,
the IOSCO Code of Conduct. IOSCO amended
the Code to ensure maximum harmonisation of
the legal and supervisory regimes around the
world. In recent years, a number of countries
have introduced a legal or supervisory system
for credit rating agencies or expanded existing
systems and in this process adopted the Code
of Conduct - in some cases a revised version
of the Code - as a legally binding document.
In particular the introduction of the legal and
supervisory system for credit rating agencies
and of the endorsement and equivalence

3 Market-based financing
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procedures for ratings from third countries

in the European Union on the basis of the

Credit Rating Regulation of 2009 prompted
numerous non-EU member states to adjust their
supervisory systems accordingly.

Among the most significant changes to the Code
of Conduct are additions to the chapters entitled
“Quality and integrity of the rating process” and
“Independence and avoidance of conflicts of
interest” as well as in relation to guaranteeing
the confidentiality of information. In addition,
new requirements relating to “governance, risk
management and training” significantly extend
the scope of the Code of Conduct. Structural
changes have also been made.

® 3.1 Focus

From bad boy to alternative source of financing: the shadow banking sector

Author: Michael Tochtermann, BaFin Section for International Policy/Affairs — Banking Supervision

The 2007/2008 financial crisis was not only a
banking crisis; it was also a shadow banking
crisis. Special-purpose entities refinanced on

a short-term basis, money market funds and
markets for securities financing ran into such
difficulties that governments and central banks
around the globe had to intervene in order to
prevent the collapse of the financial system.
The banks were first in line when a regulatory
response to the crisis was developed. But

for more than four years now, the Financial
Stability Board (FSB) and the regulatory bodies
have been working together to address risks
emanating from the global shadow banking
system (see info box, page 36). Although
significant progress has been made since, the
aim to transform it into a robust, sustainable

system of market-based finance has not yet
been achieved. Further regulation of the
shadow banking sector may additionally be
supplemented by measures such as those
envisaged in the plans for the creation of a
European Capital Market Union.

The approach pursued by the FSB is based

on two pillars: oversight and regulation. The
oversight pillar builds on an FSB framework
that forms part of its recommendations to
strengthen the oversight and regulation of the
shadow banking system?®. On the basis of this

8 “Shadow Banking: Strengthening Oversight and
Regulation - Recommendations of the Financial Stability
Board”, 27 October 2011.
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Shadow banking system

The Financial Stability Board (FSB)
defines the shadow banking system as
a system of credit intermediation that
involves entities and activities outside
the regular banking system. Credit
intermediation in this context refers to
the transformation of liquid, short-term
funds into illiquid, long-term funds.
The main focus of the FSB’s regulatory
efforts is on maturity and liquidity
transformation derived from credit
intermediation as well as on leverage,
imperfect credit risk transfer and
regulatory arbitrage.

framework, the Board estimates on an annual
basis the size of the global shadow banking
sector and determines trends and risks.?

The FSB aims to consider the risks of this
sector on an increasingly differentiated basis,
firstly by deducting activities that are not
relevant under the shadow banking definition
and secondly by taking a more detailed look at
certain shadow banking entities, such as credit
funds and finance companies. This approach
has helped supervisory authorities to develop a
better understanding of the risks of the shadow
banking sector, in particular the potential
contagion channels between banks and shadow
banks.

Oversight and regulation

The insights the FSB gains from its oversight
activities may also provide valuable input for
the design of the second pillar, regulation.

To date, however, very few of them have

been incorporated into the FSB’s regulatory
initiatives. In addition, there are currently

no considerations as to whether and how
effectively the policy recommendations made to
date mitigate the risks of the shadow banking

9 The results are summarised in the “Annual Global
Shadow Banking Monitoring Report” and published on the
FSB’s website.
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system. The specific expertise shared by the
two committees must be better integrated. The
establishment of joint workshops represents a
step in the right direction.

Macroprudential instruments: A long way to go

Are macroprudential instruments the tool of
choice? This is a tempting thought, because
instruments that are effective across the
entire shadow banking sector could potentially
be well-suited to addressing the risks of this
strongly fragmented part of the financial
system?®, In practice, however, there are two
problems: the FSB framework for overseeing
the shadow banking system is based on data
that the national authorities gather for flow-
of-funds accounts, a subsection of the national
account system. By its nature, this data is not
ideal for capturing the risks of the shadow
banking system. The data is not granular
enough and the definitions on which it is
based are not consistent. For this reason, the
data aggregated by the FSB cannot do more
at present than point to any accumulation or
shifting of risks. However, the FSB has already
begun to supplement the flow-of-funds data
with other supervisory data. For example, the
results of the hedge fund survey conducted

by the International Organization of Securities
Commissions (IOSCO) are now included in the
analysis.

The second difficulty relates to designing the
macroprudential instruments in such a way
that they are truly effective throughout the
sector, for example by reducing maturity
transformation or leverage. This poses a
particular challenge, since the shadow banking
sector is not a homogeneous system. The
number of entity types commonly included in
the shadow banking sector is a mid-double-digit
figure. Moreover, the same or similar activities
are often conducted under different legal forms.

Activities as benchmark

In its Policy Framework for Strengthening
Oversight and Regulation of Shadow Banking

10 See also chapter IT 2.2.



II Integrated financial services supervision

Entities adopted in August 2013, the FSB
therefore does not specify the legal form as the
decisive criterion, but the functions performed.
In this document, the FSB defines five economic
functions specific to shadow banks and assigns
a number of policy tools to them. This allows
supervisory authorities to take a flexible,
targeted approach. To ensure nevertheless that
they adhere to the “same risk, same rules”
principle, the FSB reviews the comparability

of the tools used via a mechanism for sharing
information among national authorities. This
information sharing mechanism is a mandatory,
but not an onerous task, because it provides an
opportunity to learn from each other and helps
to achieve convergence of supervisory practices
across borders.

Securities financing

As for the work on the regulatory pillar, the

FSB has identified five priority areas in its
report of October 2011: indirect regulation,

i.e. regulation of the interactions between

the banking sector and the shadow banking
sector, regulation of money market funds, other
shadow banking entities, securitisation and
securities financing.

Of particular importance is the package of
measures for the regulation of securities
financing transactions. Securities lending and
repo transactions provide the link between
banks, insurance undertakings, investment
firms and investment funds. These activities are
the life blood of the shadow banking system,

as it were. From an economic perspective, they
are a type of secured loan. Funds are provided
on the basis of collateral. A haircut is normally
agreed for the securities pledged or transferred
as collateral to cover valuation and other risks.
The amount of the haircut is determined on the
basis of different criteria, primarily the quality
and maturity of the security. But other factors
also play a role, such as the counterparty’s
reliability and the competitive situation.

11 “Strengthening Oversight and Regulation of Shadow
Banking - Policy Framework for Strengthening Oversight
and Regulation of Shadow Banking Entities”, 29 August
2013.
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The FSB’s analyses have shown that the
haircuts have the potential to amplify
procyclicality. While under a benign economic
environment haircuts tend to be imposed at a
lower level and thus contribute to an increase
in system leverage, the higher safety margins
demanded by market participants in a tense
economic environment further contribute to
the reduction of system leverage. In extreme
situations, such as the 2007/2008 financial
crisis, adjustments to the market values of
collateral and the corresponding increase in
haircuts may give rise to dangerous downward
spirals.

To prevent that in a benign economic
environment haircuts are imposed which are too
low and would therefore turn into the opposite
when economic conditions become negative,
the FSB in October 2014 introduced specific
minimum haircuts for certain types of securities
transactions and classes of securities. The FSB
has asked the Basel Committee on Banking
Supervision to integrate the minimum haircuts
into the capital regime by the end of 2015.
Moreover, the FSB will extend the requirements
to market participants that are not subject to
the Basel regulatory framework. It is expedient
in principle to cover all relevant market
participants as otherwise there remains the risk
that securities transactions will be shifted to
areas that are less strictly regulated. It is also
an issue about maintaining a level playing field.

The minimum haircuts are complemented by
other measures, such as qualitative minimum
standards for calculating haircuts. Confidence
in securities financing markets can also be
strengthened by ensuring greater transparency,
for example by creating trade repositories.

With its proposal for a regulation on reporting
and transparency of securities financing
transactions, the European Union has assumed
a pioneering role in this regard. The draft
regulation provides for, among other things, the
reporting of securities financing transactions

to trade repositories and specific minimum
information requirements in connection with
rehypothecation. It would be desirable for the
countries outside Europe to follow this example.
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