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Opinion

BaFin President Felix Hufeld on
integrated supervision

BaFin celebrated a small anniversary in May 2017.
Fifteen years previously it had emerged as an integrated
supervisory authority formed from the three federal
supervisory offices for banking, insurance and securities
trading. It had become clear that supervision split over
several authorities was no longer appropriate for the
times.

That the German legislature is still convinced by the
integrated supervision model was made clear when

it took the decisions to further strengthen collective
consumer protection at BaFin in 2016 and make it the
national resolution authority as well at the start of 2018.

And so BaFin is “integrated” in a number of ways:
it unifies supervision across all sectors of the
financial market, links micro-prudential and macro-
prudential supervision, supervises compliance with

rules of conduct (which includes collective consumer
protection) and, as already mentioned, is also the
national resolution authority. Aside from the clear
cost savings — resulting from combined administrative
and IT resources and shared centres of competence,
for instance - this integration offers other significant
advantages:

Cross-sectoral supervision

Parent company in one sector, subsidiary in another,
cross-sectoral marketing cooperation, guarantees
and so forth — the sectors of the financial market
are interconnected in countless ways. An integrated
supervisory authority can recognise risks and
interdependencies and assess their consequences
for the different sectors more quickly than a sector-
specific supervisory authority. When the sectors

are combined in a single authority, they can share
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information directly, agree on a course of action, and
act quickly.

What is more, phenomena on the financial market
increasingly affect more than one sector. To name

just a few prominent examples, the low interest-rate
environment, digitalisation, money laundering and Brexit
all demonstrate the need for a holistic approach to
supervision.

Cross-sectoral supervision also has the advantage
that it can establish a uniform interpretation of

laws and regulations and apply discretionary

scope in a comparable way. Where possible and
appropriate, BaFin can define uniform standards

and develop consistent administrative practice.

The Supervisory Requirements for IT in Financial
Institutions (Bankaufsichtlichen Anforderungen an

die IT — BAIT) is a current example of this. In these
requirements, published in 2017, BaFin sets out in
detail its expectations of banks as regards IT security.
BaFin plans to release the equivalent document for
insurance undertakings — the VAIT —in 2018. It almost
goes without saying that the requirements for IT that a
supervisory authority sets for banks and insurers need
to be of a comparable level.

Not only the interpretation and enforcement, but

also supervisory law itself needs to be designed in a
consistent way when it deals with the same risks — this
is important in order to curtail supervisory arbitrage
and competitive distortions, among other things. BaFin
has these issues on its radar when it participates in the
European and global committees for the regulation of
the financial market.

Micro-prudential and macro-prudential supervision
While micro-prudential supervision is concerned with
individual companies and the sectors these operate in,
the goal of macro-prudential supervision is to secure
the stability of the financial system as a whole. BaFin
has a well-equipped micro-prudential toolbox, but
also has macro-prudential instruments at its disposal,
such as the countercyclical capital buffer. Knowledge
from micro- and macro-prudential supervision must be
transferred and combined without hindrance in order
that the supervisors are able to recognise systemic
risks at an early stage. This is easier to achieve under
one roof, particularly because the boundaries between
micro- and macro-prudential supervision are fluid.
Micro-prudential tools can have macro-prudential
effects — particularly when they are applied across the
board. Of particular importance here is the cooperation
between the German Federal Ministry of Finance,

the Deutsche Bundesbank and BaFin on the German
Financial Stability Committee.

Prudential supervision vs. conduct supervision
Alongside prudential supervision, a further field of
supervision has gained considerable importance, in

the wake of the 2007/2008 financial crisis at the very
least: conduct supervision. The objective of conduct
supervision is to ensure a level playing field for all market
participants. Consumers benefit from this too — just as
they do from prudential supervision, due to the latter’s
focus on the solvency of companies and their ability

to fulfil their obligations at all times. Particularly in the
recent past, a large number of requirements have been
issued that are targeted directly at consumer protection.
Indirectly, the finance industry benefits from this too: if
providers act in the correct way with their customers,

the customers’ trust in them will grow, which is in turn
beneficial for the stability of the financial market. An
integrated supervisory authority is in the ideal position to
meet the challenge of enabling this interaction to work
as it should.

When prudential supervision and conduct supervision
share the same roof, this does not just mean that
information can flow unimpeded between the two fields
and that the supervisors can develop a comprehensive
picture of the companies and providers on the financial
market. Although that alone would be reason enough
for integration. There is also the benefit that the two
supervisory fields can agree on their course of action.
And should prudential and conduct supervision ever
come into conflict, an integrated supervisory authority
is particularly well-placed to make carefully balanced
decisions.

Resolution vs. supervision

Resolution and supervision likewise benefit from being
able to work independently but united under a single
roof, and thereby more efficiently. If a bank gets into
difficulties, it is now easier for BaFin to restructure it

or —if it is necessary and the requirements are met — to
resolve it and thereby prevent negative consequences
for the general public. In such cases, every minute
counts. Those working in supervision, restructuring

and resolution have to act as a well-rehearsed team,
which is easier to achieve within a single institution —in
particular because, in this case as in others, the national
authority, BaFin, tends to act as part of a European team
and rarely alone. But it is not just in the dramatic hours
either side of a resolution that resolution, restructuring
and supervision need to work together seamlessly; it is
also important in ongoing supervision, both in resolution
planning and if there is a potential need for restructuring.
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If a bank goes into freefall, information is also needed
from colleagues in securities supervision and insurance
supervision. BaFin does not need to first get in touch
with a different authority if it wants to find out whether
a bank’s risks could penetrate through to an insurance
undertaking or a fund subsidiary. There are also
questions surrounding ad hoc announcements. These
and other situations can be analysed and brought under
control much more quickly in an integrated supervisory
authority.

As an integrated supervisory authority, BaFin has far-
reaching powers of intervention, but it too is bound by
specific authorisations grounded in law — as is usual in a
state under the rule of law. BaFin is not responsible for
issues surrounding tax law, for instance. What BaFin does
investigate, as appropriate, is the relevant implications
under supervisory law of cases of harmful tax practices
or criminal activity.
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2013 - 2017 key figures at a glance

2013 2014 2015 2016 2017
Credit institutions "2
Capital resources 3
Tier 1 capital (€ billion) 476.4 453.0 4731 489.6 491.2
Own funds (€ billion) 495.8 526.6 544.6 562.0 559.7
Tier 1 capital (%, ratio) 16.2% 14.7% 15.3% 15.7% 16.6%
Own funds (%, ratio) 16.9% 17.1% 17.7% 18.0% 18.9%
Asset structure and portfolio quality
Total assets (€ billion) 4 79775 8,199.8 8,000.7 8,024.3 8411.2
Total assets (€ billion) ® 7,955.2 8,176.0 7,975.9 7,995.3 8,379.5
Structure of loans and advances to banks and non-banks (%) ¢
Domestic banks 17.8% 16.2% 15.9% 16.5% 21.4%
Foreign banks 12.5% 123% 12.3% 10.9% 9.3%
Non-banks — other financial institutions 1.9% 23% 24% 2.5% 2.6%
Non-financial companies 16.1% 16.0% 15.9% 16.2% 15.8%
Private households 29.4% 29.9% 30.0% 30.7% 29.3%
Private non-profit organisations 0.3% 0.3% 0.3% 0.3% 0.3%
Public-sector households 6.4% 6.1% 5.8% 5.5% 52%
Foreign non-banks 15.6% 16.9% 174% 174% 16.0%
Amounts due to non-banks as a proportion of loans and 103.3% 102.1% 103.4% 104.3% 104.3%
advances to non-banks (%) ”
Proportion of foreign-currency loans to private households (%) & 0.6% 0.5% 0.5% 0.4% 0.3%
Loans in default plus loans on which specific allowances have n/a 32% 24% 2.2% 1.6%
been recognised before deducting specific allowances as a
proportion of loans and advances to banks and non-banks °
Structure of equity and liabilities (proportion in %) '°
Amounts due to domestic banks 14.4% 13.8% 13.4% 13.0% 12.6%
Amounts due to foreign banks 6.8% 6.8% 7.6% 82% 75%
Deposits from domestic non-banks 40.1% 38.1% 40.3% 41.5% 40.9%
Deposits from foreign non-banks 6.5% 6.0% 6.4% 6.5% 6.4%
Securitised debt incl. subordinated capital 13.5% 124% 11.7% 11.3% 15.3%
Income statement structure (in % of average total assets)
Net interest income 1.02% 1.10% 1.11% 1.09% 1.03%
Net commissions received 0.32% 0.35% 0.35% 0.36% 0.37%
General administrative expenses 0.97% 1.01% 1.05% 1.06% 1.09%
Net trading income 0.07% 0.04% 0.04% 0.04% 0.07%
Operating profit/loss before loan loss provisions 0.43% 0.45% 0.44% 0.47% 037%
Measurement gains/losses -0.07% -0.08% -0.04% -0.11% -0.02%
Operating profit/loss 0.36% 0.37% 0.40% 037% 0.36%
Net amount of other and extraordinary income and expense -0.11% -0.08 % -0.09% -0.03% n/a
Annual Report 2017 Opinion | 17



2013 2014 2015 2016 2017

Profit for the year before tax 0.25% 0.30% 0.31% 0.33% n/a
Profit for the year after tax 0.17% 0.21% 0.21% 0.24% n/a
1 For the number of undertakings under supervision, see Appendix.
2 For further information on credit institutions in Germany, see chapter IIl.
3 Including financial services institutions.
4 Assets based on balance sheet statistics (Bilanzstatistik — BISTA) and data provided under the German Financial and Internal Capital Adequacy

0 N o v

9
1
1

Information Regulation (Verordnung zur Einreichung von Finanz- und Risikotragféhigkeitsinformationen — FinaRisikoV) (including financial services
institutions).
Assets based on BISTA.
Structure in accordance with BISTA.
Based on BISTA and FinaRisikoV data (including financial services institutions).
Information based on external status.
Based on FinaRisikoV data.
0 Based on BISTA only. The “Securitised debt incl. subordinated capital” item also includes the FinaRisikoV data (financial services institutions etc.).
1 For the years 2013 to 2016, the data has been taken from publications of the Deutsche Bundesbank (results of operations of German credit
institutions). Since the data based on 2017 annual financial statements is not yet complete, the figure has been based on FinaRisiko notifications
and the income statement structure has been mapped as an approximation.

Insurance undertakings and Pensionsfonds 2

Life insurers Priyate health Prop?rty/casualty
insurers insurers
2016 2017° 2016 2017° 2016 2017°
Gross premiums written (€ billion) 85.7 85.6 37.2 39.0 71.0 80.77
Investments (€ billion) 3 882.6 906.1 260.1 272.9 164.9 169.3
Average SCR coverage (%)% 316.3 382.1 418.6° 4955 288.3 284
Pensionskassen
2016 2017
Gross premiums earned (€ billion) 6.9 74
Investments (€ billion) 3 154.1 163.5
Average solvency (%) 131.2 130.5
Pensionsfonds
2016 2017 °
Gross premiums written (€ billion) 2.7 24
Investments (€ billion) 3 354 3698
Beneficiaries 924,074 942,782
Benefit recipients 297,370 291,165

0 NOoO U~ W

The figures provided here have been determined on the basis of the Solvency Il supervisory regime, which entered into force on 1 January 2016.
Due to the accompanying fundamental change to the system, comparable figures are not always available for the years up to 2016.

For information on key figures of the Insurance and Pension Funds Supervision Directorate, see also chapter IV 2.4.

Carrying amounts in accordance with the German Commercial Code.

A few undertakings are exempt from some of the interim reporting requirements in accordance with section 45 of the Insurance Supervision Act.
The data provided is preliminary, because it is based on interim reports and forecasts.

Fourth-quarter figure.

Figure for business as a whole.

Total investments.

1
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2013 2014 2015 2016 2017

Capital market companies '23
Supervised financial services institutions 702 676 674 708 722
Supervised branches 89 80 86 94 106
Total number of approvals ' 3,095 1,642 1,682 1,652 1,405
of which prospectuses 396 377 399 348 301
of which registration documents 33 34 32 33 38
of which supplements 2,666 1,231 1,251 1,271 1,066
German asset management companies with authorisation # n/a 113 138 136 136
Registered German asset management companies * n/a 143 218 260 314
Number of investment funds * n/a 5,410 5,649 6,122 6,449
Assets under management there (€ billion) # n/a 1,421 1,743 1,908 2,062

For the number of undertakings under supervision, see Appendix.

AW N =

For information on key figures of the Securities Supervision/Asset Management Directorate, see also chapter V.
"German asset management company” (Kapitalverwaltungsgesellschaft — KVG) has only been a defined term in accordance with section 17 of

Due to the change in data collection method during the period under review, the data is only to a limited extent comparable to prior periods.

the German Investment Code (Kapitalanlagegesetzbuch — KAGB) since 2013, when the Investment Act (Investmentgesetz) expired. Due to the
accompanying fundamental system change, comparable figures are not always available for the years up to 2013.

Legend:

n/a: not available

Tier 1: highest category of own funds

KVG: German asset management company (Kapitalverwaltungsgesellschaft)
SCR: solvency capital requirement

FinaRisikoV: German Regulation on the Submission of Financial and Risk-Bearing Capacity Information under the Banking Act (Verordnung zur

Einreichung von Finanz- und Risikotragféihigkeitsinformationen nach dem Kreditwesengesetz)

FDlIs: financial services institutions (Finanzdienstleistungsinstitute)
BISTA: balance sheet statistics (Bilanzstatistik)
GuV: income statement (Gewinn- und Verlustrechnung)
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Spotlights



1 Brexit

he United Kingdom'’s planned exit from
the European Union (EU) is already casting
shadows on the financial sector. As a result
of Brexit, undertakings domiciled in the
UK are expected to lose their European
passporting rights, which would also affect a large
number of subsidiaries of major non-European banks.

Currently, the European Passport still allows
undertakings under UK supervision to conduct
banking business and provide other financial services
in other member states of the European Economic
Area (EEA) as well. Since they want to continue using
these passporting rights after Brexit, many of these
undertakings are considering relocating to Germany.

BaFin has already held many discussions with such
undertakings. It again organised workshops during 2017
for foreign banks and financial services institutions, for
funds and their management companies and for foreign
issuers of securities to debate supervisory issues. The

workshop agendas included issues such as authorisation
procedures, compliance, risk management, outsourcing,
internal models, rules for large exposures, recovery
planning, marketing notification procedures for funds
from third countries as well as the consequences of
Brexit for prospectuses. The general feedback from
participants was that they had found these events
helpful. Furthermore, BaFin has dedicated teams that can
be contacted for answers to the wide range of related
questions.

Clarity and a reliable framework

“In a period of transition, supervisors and regulators
will need to find novel solutions to ensure a flexible
transition into the post-Brexit world”, said BaFin
President Felix Hufeld. The institutions affected would
need reliable transitional arrangements that should not,
however, become models for eternity, explained Hufeld.
Arrangements that could be tolerated at the start, for
instance to avoid cliff effects, would need to be brought
into an appropriate balance in the long term. Until that
balance was achieved, Hufeld continued, BaFin’s aim was
to rise to the challenges of the numerous developments
in its supervisory practice.

BaFin’s aim is to ensure the stability of the German
financial market and at the same time offer the
undertakings affected by Brexit clarity and support, as
well as a reliable framework that allows them to conduct
banking business and provide financial services in the
EEA, even under the new political conditions. BaFin's
President emphasised the importance of ensuring that
companies across the EEA are supervised and regulated
according to the same standards.

2 Digitalisation

Supervisors and regulators, too, must understand the
ongoing digital transition. They have to analyse it from
a legal and an economic perspective and determine
whether and how they must act to safeguard financial
stability and protect consumers — both at the level of
supervisory administrative practice and at the legislative
level.

Handling of IT risks

Whether internal IT glitches or cyber attacks, IT risks
have the potential to be extremely explosive. In order
to strengthen its capabilities in this area, BaFin is
creating a dedicated unit that will deal with issues of
IT security across the industry. Initially, BaFin’s focus

Annual Report 2017
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was on the banking sector. In cooperation with the
Deutsche Bundesbank, BaFin has already scrutinised IT
security during a number of on-site inspections at those
institutions that are directly under German supervision.
The outcome: banks have a lot of catching up to do
when it comes to IT security.

In 2017, BaFin also gained an overview of the strengths
and weaknesses of insurance undertakings in dealing
with cyber risk. Dr Frank Grund, Chief Executive Director
of Insurance and Pension Funds Supervision, said that
initial results had shown that the approach taken to

this issue by a considerable part of the sector was too
unsystematic. Reason enough for BaFin to detail and
explain its requirements for IT security at banks and
insurance undertakings.

BAIT - Supervisory Requirements for IT in Financial
Institutions

Like any other operational risk, IT risks are Pillar I risks
that banks have to cover by maintaining sufficient
capital. In addition to this, they have to manage these
risks and in this way ensure IT security.

Published at the beginning of November 2017,

the “Supervisory Requirements for IT in Financial
Institutions” (“Bankaufsichtliche Anforderungen an

die IT" — BAIT)" set out in detail what BaFin expects in
this area from credit and financial services institutions
in Germany. Through the BAIT, BaFin has turned IT
security into a management issue. The requirements are
addressed to senior management and are intended to
help institutions to ensure they have a proper system of
governance for IT as well.

However, the BAIT are presented in the form of
principles rather than a comprehensive catalogue of
requirements. BaFin's aim is to create a clear and flexible
framework for the management of IT resources, IT risk
and information security. The BAIT are also meant to
contribute to raising awareness of IT risk throughout
the undertaking — including with respect to outsourcing
providers. BaFin has also made transparent in the

BAIT what it expects from the institutions in terms of
managing and monitoring IT operations.

VAIT for insurance undertakings

In the course of 2018, BaFin will collate and flesh out
its requirements for IT in insurance undertakings in
a similar way in a document entitled “Supervisory
Requirements for IT in Insurance Undertakings”

1 www.bafin.de/dok/10445406.

("Versicherungsaufsichtliche Anforderungen an die IT" -
VAIT). Insurance undertakings, too, have to not only
maintain adequate solvency capital to cover their IT
risks, but also manage these risks appropriately; they
owe this to their policyholders.

Security also needed for fintech companies

What applies to the established undertakings of the
financial market also goes for fintech companies. No
matter how much and what type of technology is used,
BaFin always applies the principle of “same business,
same risk, same rules”. All providers in the financial
market must give IT security the highest priority, because
people entrust their money and data to them.

IT skills on management boards

A key concern for BaFin is to ensure that banks

and insurers are able to master the challenges of
digitalisation with confidence. In order to promote the
further expansion of IT knowledge on the management
boards of undertakings, BaFin at the end of 2017
amended its administrative practice on the professional
qualification of management board members at
insurance undertakings and banks under its direct
supervision.

In the past, if IT specialists could not provide evidence
of banking- or insurance-specific IT knowledge acquired
over an extended period, it was difficult for them to be
appointed to the management board. Now, a six-month
period may be sufficient in specific circumstances.

Independently of this, however, all members of the
management board, without exception, still carry overall
responsibility and are subject to the due diligence
requirements and legal liability rules this entails. "By
balancing the requirements for basic professional
qualification of all management board managers,
which they need in order to exercise their overall
responsibility, and the increasing need for specialist
know-how, we, the supervisors, are allowing greater
scope for appointing IT specialists at management
board level”, commented Dr Frank Grund, Chief
Executive Director of Insurance and Pension Funds
Supervision at BaFin.

Outlook

BaFin has demonstrated in the past, and will continue

to do so, that it takes an open and very constructive
approach to change and innovation — examples include
fintech companies or the fit and proper requirements
for chief information officers — but remains true to its
role of supervisor and regulator. BaFin’s President Hufeld
explains that, given the many different voices of political
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debate, financial regulators and supervisors have a duty
to raise awareness of old and new risks in the interests
of both consumers and financial stability. “We'll have

to wait and see to what extent we can make ourselves
heard, although success will also depend on how
successful we are at finding answers to new and in some
cases far-reaching questions.”

From BaFin's perspective, the following questions arise,
for example: How can decentralised business models
such as blockchain be supervised? How can BaFin
protect the users and clients of such business models?
And what will happen to traditional providers in the
financial market if participants whose main sources of
revenue are outside the financial sector offer financial
products with the primary motivation of generating
data, without being dependent on the revenue? Who
will carry the risk? Are the entities under supervision
even the right ones? How should supervisors and
regulators deal with the phenomenon of big data
analytics? These are some of the many digitalisation
issues on which BaFin is working internally — for example
in its “Innovations in Financial Technology” unit — as well
as in regulatory bodies.

3 Consumer protection

Unlike in solvency supervision, which includes a
consumer protection remit indirectly, in BaFin's
consumer protection activities the focus is directly on
clients and investors. By adopting the Retail Investor
Protection Act (Kleinanlegerschutzgesetz), legislators
have handed a new tool to BaFin which gives it the right
to prohibit products or restrict their distribution.

Restrictions on the distribution of CFDs

In May, for example, BaFin restricted the marketing,
distribution and sale of contracts for difference (CFDs).
The sale to retail investors of contracts entailing an
additional payments obligation has been prohibited
since 10 August 2017. "This is the first time we have
used the option of product intervention, and represents
major progress on one of the most pressing issues in
consumer protection”, explained Elisabeth Roegele,
Chief Executive Director of Securities Supervision/Asset
Management.

People investing in CFDs with an additional payments
obligation could lose not only their invested capital,
but even some of their other assets or, depending on
the leverage effect, everything they own. "A risk we

cannot accept as a consumer protection organisation”,
commented Roegele.

Warning about initial coin offerings

BaFin also provides consumers with information, or
issues explicit warnings to them, about risks in the
financial market. For example, in November 2017, it
issued a warning about the various risks associated
with initial coin offerings (ICOs), a highly speculative,
but evidently popular form of corporate and project
financing. Among other things, BaFin made investors
aware that they could lose all their invested capital if
they bought coins or tokens in an ICO. BaFin uses the
powerful tool of product intervention only as a last
resort and after careful consideration.

4 Basel III: reforms
completed

After lengthy negotiations, the Basel Il reforms were
finalised in December 2017. The oversight body of the
Basel Committee, the Group of Governors and Heads of
Supervision (GHOS), formally adopted a compromise,
agreeing, among other things, an output floor of

72.5 percent for capital requirements determined by
internal models. The main thrust of the revised Basel
rules is to curb the unintentionally large deviations in the
capital requirements which banks calculate using their
internal models.

Compromise on the limits of acceptability

BaFin President Felix Hufeld, who represents Germany
on the GHOS jointly with Bundesbank President Jens
Weidmann, remarked that he had not been in favour of
an output floor of 72.5 percent, or any output floor for
that matter. “The Basel compromise is probably right on
the limits of what BaFin could accept with the result that
we were just about able to agree”, he said.

Hufeld explained that there had been repeated attempts
in recent years to discredit internal models completely
and eliminate this risk-sensitive approach. He had
always been clear that he would not have agreed to the
Basel lll compromise if that red line had been crossed.
“But we successfully warded off those attempts.” The
standardised approach, Hufeld continued, had now been
made a lot more risk-sensitive — which is what BaFin and
the Bundesbank had advocated — and the use of internal
models could continue, even though the risk sensitivity
of this approach had been reduced. Now all the member
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states of the Basel Committee would have to implement
the rules in their national laws — without cherry-picking
or watering down any of the standards, emphasised
Hufeld.

Greater proportionality in the EU

Traditionally, however, the Basel recommendations are
aimed at major banks with international operations,
and in the past, most members of the Basel Committee
only took this target group into account. The EU,
however, had decided to apply the Basel Standards to
all banks. This approach has been under review since
November 2016: discussions are taking place as to
whether and how the regulations can be tailored more
proportionately to smaller banks in the EU without
compromising on stability.

BaFin is closely involved in these discussions. “It is a
matter of particular importance for us to press ahead
with the project to 'venture forwards towards greater
proportionality’, shoulder to shoulder with the Federal
Ministry of Finance and the Bundesbank”, said Hufeld.
Meanwhile, Hufeld continued, a few good proposals had
been brought to the European negotiating table, such
as a suggestion to create an exemption for development
banks, because they fulfilled a public development
mandate rather than pursuing any competitive or profit
targets. BaFin’s view is that these types of institutions

do not need standardised European regulations, but
adequate national requirements. The idea of introducing
a simplified net stable funding ratio for smaller banks
also had merit, added Hufeld. “It would allow us to
reduce the operational effort required from small
institutions, while retaining access to an effective
supervisory tool.” The important objective, explained
Hufeld, was to achieve a good result in the upcoming
European negotiations using these proposals as a basis —
which, as always, was “no mean feat".

5 MiFID Il now in force

Another important regulatory milestone fuelled the
debate in 2017: the European reform package consisting
of MiFID 11 and MiFIR3, which — together with the

2 Markets in Financial Instruments Directive. Directive 2014/65/EU, OJ
EU L 173/349.

3 Markets in Financial Instruments Regulation. Regulation (EU)
No 600/2014, OJ EU L 173/84.

PRIIPs* Regulation — brought major changes to conduct
regulation in the EU.

Greater transparency, better investor protection — five
words give you the gist of what the second Markets in
Financial Instruments Directive, MiFID Il, alone spells out
over hundreds of pages, summarised BaFin President
Hufeld, assigning MiFID I to the regulatory super
heavyweight division.

Too much of a good thing?

Conduct regulation was another area where the
principles of proportionality and appropriateness had
to be applied, emphasised the President. “If the new
regulations presented an unreasonable burden or
caused excessive collateral damage, nobody would
benefit”, he explained. But before labelling MiFID I
“regulatory overkill” without proper reflection, he
continued, we should consider two things:

= There has been an urgent need for action in the
relatively recent area of conduct regulation. The new
regulations are intended for a sector whose conduct in
dealing with clients and in designing and distributing
its products has by no means always been perfect. In
terms of their approach, therefore, BaFin believes that
the reforms are right. For example, MiFID Il looks at
the entire value chain, from product provider to client,
with a view to strengthening its weakest link: the
client. In BaFin’s opinion, this is both necessary and
the right thing to do.

= Only once MiFID Il and other regulatory frameworks
have been in use for a while can we assess what their
effect really is — separately and taken as a whole. "I
wouldn't be surprised if we also had to make a few
subsequent adjustments to MiFID 11", said Hufeld.
There was a reason that a review of significant new
provisions in the Directive had been scheduled -
although this will not happen for another two years or
so. “So let's see how things go." People who — based
on hard facts — pointed out unintended side-effects
that required further thought would always find a
sympathetic ear at BaFin.

Sense of proportion in supervision

BaFin is aware that the implementation of two regulatory
frameworks such as MiFID Il and PRIIPs requires major
effort. This is why it continues to apply the principle of
“supervision with a sense of proportion”, which stood it
in good stead in the roll-out of previous comprehensive

4 Packaged Retail and Insurance-based Investment Products Regulation
(EU) No 1286/2014, OJ EU L 352/1.
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frameworks. President Hufeld: “If someone is seriously
trying to implement new rules by the set deadline, but is
unable to do so because of IT problems, for example, we
won't bite their head off.” But supervision with a sense
of proportion does not give undertakings carte blanche
to be careless in implementing MiFID Il or apply some of
the requirements half-heartedly.

6 Two years of Solvency II

Solvency Il, magnum opus of European insurance
supervision, came into force at the beginning of 2016.
Insurers have entered a new risk-sensitive world and are
managing to navigate it quite well. That was good news,
considering how complex the new regime was, said
BaFin President Hufeld.

BaFin sees room for improvement

For 2018, however, BaFin expects the undertakings to
deepen their understanding of the new regime. “There
are some areas where we have identified room for
improvement, such as the ORSA® and the SFCR ¢, which
is still lacking a bit of depth”, explains Hufeld.

As BaFin had anticipated, the undertakings are still
having problems with the principle of proportionality,
which is explicitly anchored in the Directive. In Solvency
II, regulation has made a departure from the traditional
rules-based approach, and BaFin now practises forward-
looking and principles-based supervision. First of all,

it is for the undertakings to map and — keeping the
future in mind as well — adequately mitigate their own
risks. BaFin will examine the results and assess them

on an individual basis. It is a demanding task for both
sid