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Foreword

2021 was a year of change for BaFin. The Executive
Board line-up changed, with Birgit Rodolphe joining

at the beginning of November 2021 to head up our
resolution and anti money laundering teams. Her
predecessor Dr Thorsten Pétzsch took over responsibility
for securities supervision and consumer protection at
the beginning of September 2021. | myself came aboard
as BaFin President in August 2021.

BaFin had already started the most fundamental
modernisation project in its 20-year history. The
direction for the reform was set out in February 2021:
BaFin should become bolder. And that is exactly what we
are aiming to achieve. The project that launched BaFin's
renewal was successfully completed at the end of 2021
and you can read about its results in this Annual Report.
But the modernisation process itself is continuing — in
fact, permanently.

Modernising BaFin is also a question of culture. Being
a modern supervisory authority, BaFin's thinking has to
be holistic, integrated and forward-looking. BaFin must
be fast, flexible, open and clear in its communication.
And we must also be prepared to take risks from time
to time. If necessary, BaFin must be in a position to
take decisions even when responsibilities are not 100%
clear and not every detail can be clarified in advance.
For supervisory authorities, the risk of not acting, or of
acting too late, is often the biggest risk. And here, too, |
see BaFin on the right track.

Another vital thing for BaFin on its journey is to set itself
clear objectives. This is why we published ten medium-
term objectives in November 2021. These are designed
to guide our work until 2025, enabling us to best fulfill
our mandate and take the balanced, clear-sighted
decisions that are expected of a modern supervisory
authority.

A lot has happened since then — both at BaFin and in
particular in the world at large. The war in Ukraine is
just one example. This Annual Report looks at what
happened at BaFin in 2021. But we will also be present
and visible in 2022 and beyond - both for the public and
for the entities we supervise.

Mark Branson

BaFin President, May 2022

Annual Report 2021

Foreword | 9



Key figures
at a glance E

10 | Key figures at a glance Annual Report 2021



Key indicators at a glance

2017 2018 2019 2020 2021
Credit institutions"?
Capital resources®
Tier 1 capital (€ billion) 491.2 514.7 511.7 567.9 591.7
Own funds (€ billion) 559.7 580.5 573.0 629.6 660.2
Tier 1 capital (%, ratio) 16.6% 16.8% 16.6% 17.6% 17.2%
Own funds (%, ratio) 18.9% 18.9% 18.6% 19.5% 19.2%
Total assets
Total assets (€ billion)® 84112 8,329.8 8,826.8 9,2914 9,547.0
Total assets (€ billion)® 8,379.5 8,303.3 8,755.1 9,244.9 9,521.7
Structure of loans and advances to banks and non-banks (%)®
Domestic banks 21.4% 19.8% 18.3% 19.8% 19.4%
Foreign banks 9.3% 9.2% 9.0% 11.2% 14.6%
Non-banks — other financial institutions 2.6% 2.7% 2.9% 2.9% 2.9%
Non-financial corporations 15.8% 16.7% 17.3% 17.7% 17.4%
Private households 29.3% 30.2% 31.0% 32.0% 31.9%
Private non-profit organisations 0.3% 0.3% 0.3% 0.3% 0.3%
Public sector 5.2% 4.8% 4.5% 4.5% 41%
Foreign non-banks 16.0% 16.2% 16.5% 11.7% 9.5%
Amounts due to non-banks as a proportion of loans and 104.3% 103.0% 102.0% 105.1% 106.9%
advances to non-banks (%)”
Proportion of foreign-currency loans to private households 0.3% 0.2% 0.2% 0.2% 0.1%
(%)
Loans in default plus loans on which specific allowances have 1.6% 1.1% 1.2% 1.4% 1.5%
been recognised before deducting specific allowances as a
proportion of loans and advances to banks and non-banks®
Structure of equity and liabilities (proportions in %)°
Amounts due to domestic banks 12.6% 12.3% 12.4% 13.3% 13.7%
Of which to the Deutsche Bundesbank 3.7% 4.5%
Amounts due to foreign banks 7.5% 6.8% 7.0% 7.3% 9.9%
Deposits from domestic non-banks 40.9% 42.2% 39.7% 41.9% 40.8%
Deposits from foreign non-banks 6.4% 6.0% 5.6% 3.8% 2.9%
Securitised debt including subordinated capital 15.3% 11.8% 15.2% 13.5% 13.8%
Income statement structure (in % of average total assets)'”
Net interest income 1.04% 1.07% 0.97% 0.88% 0.91%
Net commissions received 0.37% 0.36% 0.37% 0.35% 0.41%
General administrative expenses 1.07% 1.09% 1.06% 0.94% 1.00%
Net trading income 0.07% 0.04% 0.03% 0.04% 0.05%
Operating profit/loss before measurement gains/losses 0.42% 0.40% 0.33% 0.36% 0.42%
Measurement gains/losses -0.04% -0.08% -0.08% -0.14% -0.03%
Operating profit/loss 0.37% 0.32% 0.26% 0.22% 0.39%
Net amount of other and extraordinary income and expenses -0.04% -0.08% -0.19% -0.06 n/a

Annual Report 2021 Key figures at a glance | 11



2017 2018 2019 2020 2021

~

Based on BISTA.
Based on the FinaRisikoV.

Based on BISTA only. The "Securitised debt including subordinated capital” item also includes the FinaRisikoV data (financial services institutions,
etc.).

oo

Profit for the period before tax 0.33% 0.23% 0.07% 0.16 n/a
Profit for the period after tax 0.24% 0.15% -0.02% 0.06 n/a
1) See chapter I11.1.3 for the number of undertakings under supervision.
2) See chapter l11.1.3 for further information on credit institutions in Germany.
3) After CoRep including financial services institutions.
4) Assets based on balance sheet statistics (BISTA) and data provided under the FinaRisikoV (including financial services institutions).
5) Assets based on BISTA.
6) Structure in accordance with BISTA.
)
)
)

o

10) The data for 2017 to 2020 was taken from publications by the Deutsche Bundesbank (monthly report on the performance of German credit
institutions). The figures for 2021 have been based on the preliminary FinaRisikoV notifications and an approximate income statement structure
has been given, since the 2021 annual financial statement data is not yet available in full.

Insurance undertakings and pension funds"

Life insurers Private health Property/
insurers casualty insurers

2018 2019 2020 2021> 2018 2019 2020 2021 2018 2019 2020 20212

Gross premiums written (€ billion) 874 976 98.1 952 397 409 427 452 782 833 865 887
Investments (€ billion)® 949.2 9854 1.024.2 1.049.8 287.7 302.3 316.1 332.3 175.8 182.3 190.2 1979
Average SCR coverage (%)»> 4483 382.0 357.7 4527 430.3 440.5 430.0 434.7 283.1 283.5 276.5 274.7
Pensionskassen
2018 2019 2020 20212
Gross premiums earned (€ billion) 7.2 6.8 6.9 6.6
Investments (€ billion)? 168.5 176.9 184.5 194.7
Average solvency (%) 135.1 139.7 138.7 142.0
Pensionsfonds
2018 2019 2020 20212
Gross premiums written (€ billion) 10.2 2.6 7.4 5.6
Investments (€ billion)»® 427 48.7 55.0 57.7
Beneficiaries 1,058,215 1,112,677  1,185407 1,233,848
Benefit recipients 373,134 370,857 386,904 394,516
1) See also chapter I11.2 for the key figures for BaFin's Insurance and Pension Funds Supervision Sector.
2) The data provided is only preliminary, since it is based on interim reports and forecasts.
3) Carrying amounts in accordance with the German Commercial Code (Handelsgesetzbuch).
4) Figure for the fourth quarter.
)

5) Up to and including 2018, certain undertakings were exempt from interim reporting requirements on SCR coverage in accordance with
section 45 of the German Insurance Supervision Act (Versicherungsaufsichtsgesetz).

6) Total investments.

12 | Key figures at a glance Annual Report 2021



2017 2018 2019 2020 2021

Capital market companies”#

Supervised financial services institutions 722 722 706 710 745
Supervised branches 106 110 94 43 45
Total number of approvals® 1,405 1,174 1,097 904 828
Of which prospectuses 301 303 291 301 250
Of which registration documents 38 35 41 32 29
Of which supplements 1,066 836 765 571 549
Authorised asset management companies? 142 146 143 143 139
Registered asset management companies? 309 379 404 431 468
Number of investment funds? 5,752 5,932 6,082 6,172 6,379
Assets under management by these funds (€ billion)? 2,062 2,062 2,391 2,551 2,835

1) Data comparability between different periods is limited, due to the change in the data collection method during the period under review.

2) The term "asset management company" (Kapitalverwaltungsgesellschaft) was only defined in 2013, when the German Investment Act
(Investmentgesetz) expired and section 17 of the German Investment Code (Kapitalanlagegesetzbuch) came into force. This fundamental change
in the system means that comparative figures are not available for the years up to 2013.

3) See chapter 111.3.3.5 for the number of undertakings under supervision.

4) See also chapter 111.3.3.5 for information on the key figures for BaFin's Securities Supervision/Asset Management Sector.

Key:

n/a: Not available.

Tier 1: The highest category of own funds.
SCR: Solvency capital requirement.

FinaRisikoV: German Regulation on the Submission of Financial and Risk-Bearing Capacity Information under the Banking Act (Verordnung zur Einrei-
chung von Finanz- und Risikotragféhigkeitsinformationen nach dem Kreditwesengesetz).

Annual Report 2021 Key figures at a glance | 13
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1 BaFin in a process
of change

1.1 New head of BaFin

2021 was a year of change for BaFin, with Mark Branson
taking over as President on 1 August. Before that British
national Mark Branson, who also holds Swiss citizenship,
headed FINMA, the Swiss Financial Market Supervisory
Authority, in Bern for seven years. Branson began his
career in the financial industry at Credit Suisse, before
moving in 1997 to UBS, where he held a number of
management positions.

He made it clear how he sees his role as BaFin's
President in his inaugural address: "Being a supervisor

is more than just a job; it's a vocation.” Branson's
predecessor was Felix Hufeld, who had been head of
BaFin since March 2015. Hufeld and Vice President
Elisabeth Roegele had reached a mutual agreement with
the Federal Ministry of Finance (Bundesministerium der
Finanzen) at the end of January 2021 to terminate their
contracts of employment. Hufeld stepped down at the
end of March. Roegele, who was also Chief Executive
Director of the Securities Supervision Sector, left BaFin at
the end of April.

Dr Thorsten Potzsch has been the new Chief Executive

Director of the Securities Supervision Sector since
September 2021. Prior to this, he was Chief Executive
Director of BaFin’s Resolution Sector. Birgit Rodolphe,
previously Divisional Managing Director Corporate
Clients Non-Financial Risk at Commerzbank, took over
as Chief Executive Director of the Resolution Sector —
which also includes the Prevention of Money Laundering
and Integrity of the Financial System directorates — on

1 November 2021.

“Strengthening the BaFin management team in this way
is an important step”, said BaFin President Mark Branson.
He added that, as a respected financial supervisor,
Potzsch would further strengthen securities supervision
and consumer protection. And with acknowledged
banking expert Birgit Rodolphe deciding to join the
Executive Board, BaFin gained another highly-valued
Board Member.

1.2 On the way to state-of-the-art
supervision

BaFin completed an ambitious modernisation project
at the end of 2021. The project team working on it had
roughly 100 members, mostly drawn from BaFin. They
were supported by staff from the Federal Ministry of
Finance and external advisors.

Annual Report 2021
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The then Federal Minister of Finance Olaf Scholz
had presented a seven-point-plan for reforming
BaFin in February 2021, in response to the Wirecard
scandal. This plan was based on the German Act

to Strengthen Financial Market Integrity (Gesetz
zur Stérkung der Finanzmarktintegritdt), which was
passed by the Bundestag — Germany'’s national
parliament —in June 2021 (see info box). The aim is
to increase BaFin's effectiveness in supervision and
auditing, and to ensure more efficient and tighter
supervision of the financial market using state-of-the-art
technology.

1.2.1 Focused supervision and Task Force

Two key new elements introduced by the modernisation
project are BaFin's focused supervision and its Task
Force. Both were launched in mid-August 2021 and

are coordinated by the KFT Office. KFT stands for
“Coordination of Focused Supervision & Task Force”
(Koordination Fokusaufsicht und Taskforce).

BaFin's focus units examine financial services institutions
that require tighter oversight, e.g. because they have
complex or innovative business models. The goal is to
identify critical risks early on and hence allow BaFin to
mitigate them. At the end of 2021, 17 banks, insurers,
securities firms and payment services providers were
placed under focused supervision. Further details can

At a glance

In June 2020, Wirecard AG filed an application to
open insolvency proceedings due to imminent
insolvency and overindebtedness. The events
surrounding the Aschheim-based financial services
provider undermined trust in Germany as a financial
centre. By adopting the German Act to Strengthen
Financial Market Integrity (Gesetz zur Stdrkung der
Finanzmarktintegritdt), German lawmakers paved the
way for fundamental reforms, including the reform
of financial supervision in Germany. For BaFin, this
means greater powers and rights of intervention.
Large parts of the Act entered into force on 1 July
2021, and the Act took effect in full on 1 January
2022.

In particular, BaFin's role in the area of financial
reporting enforcement has been significantly

be found in the expert article in BaFinJournal entitled
“State-of-the-art supervision: looking behind the

facade”.

The Task Force allows BaFin to deploy its own staff to
examine suspicious cases at short notice. The core team,
which comprises a group of auditors and IT forensic
investigators, is also supported by experts from BaFin's
various sectors.

1.2.2 New financial reporting enforcement
structures

Another reform that was implemented was to
reorganise financial reporting enforcement. Under
the Act to Strengthen Financial Market Integrity, this
will be organised as a single-stage process from 2022
onwards. The background to this is that the previous
two-tier procedure — with the German Financial
Reporting Enforcement Panel (Deutsche Priifstelle

ftir Rechnungslegung) serving as tier 1 and BaFin as
tier 2 — did not prove effective in the Wirecard case.
Since the beginning of 2022, BaFin is now the sole
authority responsible, and will conduct both ad hoc
and sampling examinations. As an expert article
explains, this significantly strengthens BaFin's right to
examine the financial statements of companies listed
in Germany. BaFin can now take a more proactive
approach, e.g. by performing forensic financial

German Act to Strengthen Financial Market Integrity

strengthened as a result of the Act to Strengthen
Financial Market Integrity. Since it came into force,
BaFin has also had direct access to companies

to which banks outsource key activities and
processes. The Act also strengthens the role of
BaFin's President — both with regard to the strategic
management of the authority and in organisational
and budgetary questions. Detailed provisions

are to be found in BaFin's Statutes and in the
Organisational Statute that is based on them. The
Act to Strengthen Financial Market Integrity also
enables mystery shopping for the first time. Trained
test buyers act as if they were consumers seeking
advice, or they acquire products for test purposes.
Additional information on the Act can be found

in the expert article entitled “After Wirecard: more

powers for BaFin".

16 | Spotlights
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examinations. In September 2021, a newly established
directorate assumed responsibility for financial reporting
enforcement at BaFin.

At the beginning of 2022, Financial Reporting
Enforcement Panel experts moved to BaFin. Additional
auditors and accounting specialists have also been
recruited to strengthen the team.

1.2.3 Contact point for whistleblowers and
Market Contact Group

In August 2021, BaFin reorganised its contact point for
whistleblowers. The latter — i.e. individuals who have
access to non-public information about supervised
entities as a result of their personal or professional
circumstances — can get in touch with this unit. The
information they submit can be very valuable and
helpful to BaFin, especially if it provides evidence of
misconduct. This enables BaFin to remedy or even
prevent undesirable developments.

In the course of the modernisation process at BaFin, it
became clear that the contact point for whistleblowers —
which was established in mid-2016 — needed to be
more visible and more accessible. As a result, BaFin
created a new division specifically for this purpose. It
also made this division the home of the new Market
Contact Group (MCG). The MCG is the point of contact
for market participants such as short sellers, analysts and
other financial market experts. These people often have
valuable information about market activities that can
help BaFin with its work.

In 2021, the contact point for whistleblowers received
2,281 reports. The Market Contact Group, which was
launched in August, received 50 submissions. You can
read more about this topic in the expert article entitled
“State-of-the-art supervision: BaFin strengthens its
contact point for whistleblowers”.

1.2.4 Mystery shopping

BaFin's collective consumer protection mandate was
strengthened following the Wirecard scandal. Thanks
to the Act to Strengthen Financial Market Integrity,
BaFin now also has a new, effective tool in this area:
mystery shopping. Trained test buyers approach

banks, insurers and other financial services providers
incognito, pretending to be customers. This allows
BaFin to monitor — unnoticed and at close range — how
companies in the financial sector behave towards their
customers.

In a pilot project in 2021, BaFin sent testers into bank
branches, instructing them to ask for investment advice.
BaFin's primary objective was to quickly gain experience
with the new supervisory tool. The pilot project offered
an initial glimpse, direct and authentic, of market
realities. The results were "sobering”, as an expert article
published in February 2022 revealed. For example,
important disclosure documents were not provided in
12 out of the total of 36 consultations held. In particular,
major shortcomings were found to exist in the advice
provided to people aged 60 and over.

1.2.5 Investor and Consumer Protection
Officer

The position of an Investor and Consumer Protection
Officer was introduced at BaFin in July 2021. Christian
Bock, the Director-General for Consumer Protection,
took on this role in that month. The duties of the
Investor and Consumer Protection Officer include
advising BaFin's Executive Board on investor

and consumer protection issues. He does this by
participating in Executive Board meetings in an advisory
capacity whenever such issues are discussed. In addition,
he can recommend that the Executive Board address
investor and consumer protection issues.

BaFin divided the Consumer Protection Directorate into
two groups as of 1 October 2021 in order to make its
consumer protection activities even more efficient and
more forward-looking.

At a glance

BaFin's organisation chart

BaFin's current organisation chart can be found
on its website.

1.2.6 Data Intelligence Unit and IT
supervision

The new Data Intelligence Unit (DIU) is also designed to
boost modernisation at BaFin. This central analytics unit
was established in 2021 with the aim of linking BaFin's
organisational units and its IT operations, and to serve
as the backbone for its data-driven, IT-based supervisory
activities. The main goal of the DIU is to provide and
continuously enhance skills and tools for digital data

and information analysis. One of these tools will be the
supervisor cockpit, which will provide BaFin's supervisors
with access to relevant information.

Annual Report 2021
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In August 2021, BaFin also strengthened its IT
supervision and spun off its oversight of crypto
custodians, e-money institutions and payment
institutions to a new directorate. The Directorate for

IT Supervision expanded its prevention of cyber crises
and monitoring of networked IT companies providing
outsourced services. As a flanking measure, BaFin is
working to enhance its employees’ digital skills using an
extensive training programme.

1.2.7 Modernisation to continue beyond
2021

The modernisation project that was completed at

the end of 2021 is only the start of the BaFin's long-
term development. As Mark Branson put it at a press
conference in October 2021, “BaFin is certainly more
modern that it was half a year ago. But we will need
years to reach the level we are aiming for.”

For Branson, modernising BaFin is also a question of
culture. He believes that, as a modern supervisory
authority, BaFin's thinking has to be holistic, integrated
and forward-looking. “"We need to be fast, flexible, open
and extremely clear in our communication,” he said at
the autumn press conference. For BaFin's President, it

is essential that “we are bold and prepared to take risks
from time to time.” If push comes to shove, BaFin must
make decisions even when responsibilities are not 100%
clear and not every detail can be clarified, he continued:
“The risk of not having all of the information needed for
a decision is not as great as the risk of not acting, or of
acting too late.”

At a glance

You may also find the following
interesting:

The press conference on the modernisation
project was attended both by BaFin President
Mark Branson and by Dr Jorg Kukies, who at the
time was State Secretary at the Federal Ministry
of Finance. An overview of the project and of
Branson and Kukies' remarks is given in the expert
article entitled “Reform as a long-distance race”.

In addition, BaFin has been presenting individual
milestones in the modernisation project under
the heading of “State-of-the-art supervision”. The
articles can be accessed on BaFin's website by
searching for this term.

1.3 Medium-term objectives

BaFin is tasked with ensuring the proper functioning,
stability and integrity of the German financial market
and with protecting the collective interests of
consumers. To fulfil its mandate to the best of its ability,
BaFin developed ten medium-term objectives that it
published on 15 November 2021. “Over the next four
years, these objectives will guide our actions and help us
make the kind of intelligent and clear-sighted decisions
that are expected of professional supervisors”, said BaFin
President Mark Branson in a speech he gave on the
same day.

2 Economic environment

2.1 Low interest rates

In BaFin's opinion, the persistently low level of interest
rates is one of the largest financial risks facing the
financial sector. It continued to have a significant
negative impact on a number of traditional financial
market business models in 2021. For some institutions
and enterprises, the ongoing low-rate environment
could have material negative consequences and, in
the long term, could even endanger their existence. In
addition, it encourages exuberance in the markets and
could result in cluster risks forming.

2.1.1 Banks and savings banks in the low-
rate environment

In Germany, institutions affected include those that are
primarily engaged in the deposit and lending business,
such as banks and savings banks. Net interest income
still accounts for a significant part of their profits. Where
high-yield assets expire in an environment in which

new lending only generates low interest margins, this
can impact institutions’ earnings substantially in some
cases. Some banks and savings banks have attempted to
generate additional income — for example, by increasing
maturity transformation through expanding lending — or
to enter other business areas or to continue to cut costs.
A number of institutions have also introduced deposit
fees.

2.1.2 Life insurers and Pensionskassen in
the low-rate environment

The persistent low-rate environment is also putting life
insurers under considerable pressure, since they have to
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meet the comparatively high guarantees issued in the
past even in times of extremely low interest rates. The
life insurance sector remained largely robust in 2021,
and has been offering innovative products with reduced
interest rate guarantees for some time now. Even so,
signs of tangible relief are only gradually emerging.

At the end of 2021, 15 life insurers were the subject of
intensified supervision by BaFin.

The number of Pensionskassen under this intensified
supervisory regime on the same date was around 40.
The low interest rates have affected Pensionskassen
especially strongly, since they only offer life-long
annuities. If interest rates remain at current levels, a
growing number of Pensionskassen will probably only
meet their commitments to beneficiaries if they receive
external support, for example from the employer as
sponsor.

2.2 COVID-19 pandemic

In March 2020, shortly after the outbreak of the COVID-19
pandemic, BaFin resolved to use the flexibility offered

by the existing regulatory framework to temporarily
adapt a number of its requirements to the circumstances
caused by the pandemic. BaFin published a series of
frequently asked guestions (FAQs) on this subject on its
website, and updated them as needed. The main goal
was to mitigate the consequences of the pandemic for
the companies it supervises and to reduce the burden
on them so that they could continue to perform their
macro-economic function. For example, the aim was

to support banks and savings banks in disbursing both
their own and government funds rapidly to companies
in the real economy. The requirements to be met by the
companies supervised were only loosened to the extent
that the existing rules and financial stability allowed.

2.2.1 Banks and savings banks during the
pandemic

BaFin’s Banking Supervision Sector monitored the
institutions directly under its supervision closely during
the COVID-19 pandemic. It used regular special surveys
to gain insights into their specific risk situations and
also calculated a number of stress scenarios that it had
developed. In addition, it monitored the institutions’
economic environment, especially in the sectors
particularly hit by the pandemic.

Overall, the banks and savings banks proved resilient
in 2021 despite the pandemic. The main fear at the
start of the pandemic was of large-scale credit defaults.
However, the number of corporate insolvencies filed

in Germany in 2021 was down 11.66% year-on-year
according to the Federal Statistical Office (Statistisches
Bundesamt). The decrease compared to 2019 — the last
year before the pandemic — was even larger, at 25.36%.
The ratio of non-performing loans across all institutions
in the German banking sector, which has been low

for years, was a mere 1.3% in December 2021'. As a
result, the institutions were able to reduce their risk
provisioning and boost their earnings.

Delayed insolvencies

However, in its report entitled “Risks in BaFin's Focus”,
the Supervisory Authority warns that it is too early to
sound the all-clear. The obligation to file for insolvency
was suspended temporarily so as to mitigate the effects
of the pandemic on the real economy, while the state
provided financial support for many companies. For
this reason, increased levels of insolvencies may still

be seen after a delay, particularly in the sectors hit by
the pandemic. What is more, consumer habits have
changed. Many people are making greater use of online
services, a trend which might not reverse.

A cautious approach to dividends

In July 2021, BaFin concurred with the decision by

the European Central Bank (ECB) not to prolong

the recommendations on distributions and variable
remuneration that had been made in 2020 beyond

30 September 2021. However, at the same time BaFin
required the institutions it supervises to continue taking
a cautious approach.

Operational challenges

By and large, the institutions also successfully mastered
the operational challenges posed by the pandemic. As
a result, the temporary supervisory relief measures that
the Banking Supervision Sector had granted in 2020
became increasingly superfluous at an overall level.
German institutions had made little use of the measures
by European standards in any case.

2.2.2 Insurers during the pandemic

The pandemic had hardly any impact on business in

the insurance sector. As a result, in 2021 BaFin allowed
most of the measures adopted in 2020 in response

to the pandemic to expire for the time being. Only
certain operational relief measures associated with the
restrictions on contact still required due to the pandemic
remained in force. BaFin is continuing its in-depth
monitoring of the liquidity risk and market risk situation.

1 The calculation did not include central bank balances.
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The recommendation by the European Systemic Risk
Board (ESRB) on restricting distributions during the
pandemic was also allowed to lapse in 2021. This

had recommended that insurers should refrain from
making any share buybacks and should only distribute
dividends, profits or bonuses after careful consideration
and following an analysis of their individual situation.
However, the Supervisory Authority continues to expect
that insurers will take a cautious approach. BaFin has
analysed dividend distributions made since the start

of the pandemic and has determined that the insurers’
economic performance and risk-bearing capacity is
guaranteed even in difficult conditions despite their
cash outflows, which were reduced or postponed in
some cases due to the intervention of the Supervisory
Authority.

Business shutdown insurance

One line of business that was in the public eye in 2020
and 2021 as a result of the pandemic was business
shutdown insurance. The background to this was that a
large number of businesses — especially in the hospitality
trade — were officially ordered to close. Some of these
had taken out business shutdown insurance policies.
Since the general terms and conditions used on the
market varied widely, it was not possible to make a
blanket statement as to whether or not they were
covered. A number of first- and second-instance court
rulings had been issued by the time of the editorial
deadline for this report at the end of 2021, with the
courts very largely ruling in favour of the insurers.
However, no ruling had been made on the individual
cases by the highest court, the Federal Court of Justice,
by that date.

3 Supervisors provide
relief for smaller
institutions

With the agreement of the Deutsche Bundesbank, BaFin
introduced the category of “small and non-complex
institutions” (SNCls) for the first time in 2021. This new
classification is based on Article 4(1) no. 145 of the
Capital Requirements Regulation (CRR).

The background is that SNCls can take advantage of
operational relief measures. These relief measures are
purely operational in nature and are designed to reduce
the administrative burden on SNCls — they are not

aimed at preserving capital or liquidity. “We are making
an even stricter distinction between less conspicuous
institutions on the one hand and problematic
institutions on the other”, said Raimund Rdseler in a joint
press release by BaFin and the Deutsche Bundesbank.
“This allows us to bundle capacity and ensure that our
Supervisory Authority 'has bite, the Chief Executive
Director of BaFin's Banking Supervision Sector added.

All'in all, roughly 88% of all less significant institutions
(LSIs) directly supervised by BaFin were classified as
SNCls in 2021.

Please see the BaFin website for information on the relief
and other measures applicable to SNCls.

4 Sustainable finance

How are banks, insurers and investment firms
implementing BaFin's Guidance Notice on Dealing
with Sustainability Risks (Merkblatt zum Umgang

mit Nachhaltigkeitsrisiken), which was published in
December 20197 In April 2021, BaFin launched a
survey of 399 undertakings on this topic (see info box
on page 21). A total of 381 of the answers could be
evaluated. One positive factor was that almost all of
the entities were aware of the topic of sustainability.
What is more, they are not just focusing on climate
and environmental risks but also take social factors and
governance aspects into account.

However, one aspect worries Raimund Roseler, Chief
Executive Director of Banking Supervision: awareness of
sustainability risks is relatively weak among small and
medium-sized banks and savings banks in particular.
“Smaller institutions have different customer structures
to the major banking groups”, Rdseler explained in a
speech he gave in mid-November 2021. For regional
banks, climate and environment risks “feel further away”.
Nevertheless, Rdseler was pleased that banks from all
groups of institutions want to take the opportunities
offered by the transition towards a sustainable economy.

In another speech held in mid-November, Dr Frank
Grund, BaFin Chief Executive Director of Insurance and
Pension Funds Supervision, criticised the ground that
insurers need to make up in the area of risk management,
as revealed by the survey. One positive thing that he
emphasized was that the insurance sector already
increasingly has methods for identifying, assessing and
managing sustainability risks: “But that's probably due to
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At a glance

BaFin survey on sustainability

An expert article on the BaFin website dated

18 November 2021 covered the cross-sectoral
sustainable finance survey launched by BaFin in
the spring of 2021. The aim of the survey was
to find out how much progress had been made
on implementing BaFin's Guidance Notice on
Dealing with Sustainability Risks (Merkblatt zum
Umgang mit Nachhaltigkeitsrisiken). All in all,
399 entities from the banking, insurance and
securities sectors took part. The detailed status
report is available here.

The total of 260 insurers and pension funds,

82 of which are classified as institutions for
occupational retirement provision, received a
significantly more extensive and detailed set of
questions than the other entities. The results are
representative, since roughly half of the insurers
and pension funds under BaFin's supervision
took part. BaFinJournal reported on the results
for insurers in January 2022. The detailed report
on the results for insurers and pension funds is
available on BaFin's website.

their specific business model and not because insurance
managers are better people”, Grund added.

5 Torrential rainfall in
July 2021

In July 2021, severe weather events in several regions
of Germany cost many people their lives and destroyed
homes, livelihoods and whole villages. Insurers and
banks were also hit.

5.1 Insurers
BaFin surveyed the insurers affected by the disastrous

flooding twice in the course of 2021 to estimate
their worst-case losses.? The second survey revealed

2 The figures given are drawn from the second survey. More recent
updates have not been included here.

that primary insurers were expecting gross losses

of approximately €8.2 billion in the worst case.

Roughly €6.3 billion of this amount is reinsured, with
€3.3 billion of this being attributable to reinsurers
domiciled in Germany. Subtracting the €6.3 billion
from the gross amount of €8.2 billion reveals that

the maximum net claims expenditure expected in the
comprehensive residential buildings insurance segment
in 2021 is around €0.9 billion, while the figure for the
comprehensive contents insurance segment is around
€0.2 billion and that for the comprehensive motor
vehicle insurance segment is also around €0.2 billion.
The remaining amount is spread across a wide range
of other insurance classes, such as storm insurance and
business interruption insurance. The German reinsurers
polled by BaFin expected gross losses of approximately
€4 billion in the worst-case scenario. Since some of
these losses are also reinsured, the companies were
expecting maximum net losses of around €1 billion.

BaFin Chief Executive Director Dr Frank Grund
sounded the all-clear with respect to the solvency
of the insurers surveyed in the September issue of
BaFinJournal: “While we are seeing a decrease in the

coverage ratio at many companies, in most cases this is
only minor”, he reported. At the time, the key message
in his view was that — despite substantial losses in
some cases — there was still no sign of any threats to
the continued existence of either primary insurers or
reinsurers.

In its second survey, BaFin collected assessments from,
among others, 136 German property and casualty
insurers (including EU branches). The focus was on
companies that had reported losses from the floods

in the first ad hoc survey in July 2021. In addition, the
Supervisory Authority polled 28 reinsurers.

5.2 Banks

The extreme weather events in the summer of 2021
posed major challenges for regional banks in particular,
which had branches destroyed and staff who were
personally hit by the disaster. In addition, many bank
clients suffered heavy losses. Institutions are therefore
faced with the question of what to do if customers are
temporarily unable to make loan repayments.

BaFin again drew attention here to statutory relief
measures. Banks should review cases individually to
determine whether it is sensible and possible to help
customers mitigate liquidity bottlenecks, said Raimund
Roseler, BaFin's Chief Executive Director of Banking
Supervision, in BaFinJournal.

Annual Report 2021

Spotlights | 21


https://www.bafin.de/SharedDocs/Downloads/DE/BaFinJournal/2021/bj_2109.html
https://www.bafin.de/SharedDocs/Downloads/DE/BaFinJournal/2021/bj_2109.html
https://www.bafin.de/SharedDocs/Downloads/DE/BaFinJournal/2021/bj_2109.html
https://www.bafin.de/SharedDocs/Veroeffentlichungen/EN/Fachartikel/2021/fa_bj_2110_Sustainable_Finance_Umfrage_en.html
https://www.bafin.de/SharedDocs/Downloads/EN/Merkblatt/dl_mb_Nachhaltigkeitsrisiken_en.html
https://www.bafin.de/SharedDocs/Downloads/EN/Aufsichtsrecht/dl_Bericht_Umfrage_Sustainable_Finance_en.html
https://www.bafin.de/dok/17241534
https://www.bafin.de/dok/17248792

BaFin had already made clear shortly after the start

of the COVID-19 pandemic in its Frequently Asked
Questions (FAQs) that banks can defer payments on
loans in individual cases — i.e. not as part of a general
payment moratorium — without debtors being classed as
in default for that reason alone. A precondition for this is
that interest is applied to the amounts postponed in line
with the conditions originally agreed (“at the original
effective interest rate”). “As was the case during the
pandemic, we shall exercise reasonable discretion in our
supervisory activities following the flooding. We cannot
override the rules, but we can make appropriate use of
the latitude they offer for people and companies”, said
Roseler at the time.

6 Digitalisation

In his speech on BaFin's medium-term objectives that
were mentioned under section 1.3, BaFin President
Mark Branson emphasised that innovation is vital to
the future of the financial sector. BaFin aims to support
this, he said. It wants to understand and analyse

new technologies and incorporate its insights in its
supervisory practice.

In addition, Branson made it clear that BaFin is
continuing to monitor undertakings’ operational stability
and security. The Supervisory Authority is focusing on
two main questions: how well are supervised entities
protecting themselves against cyber-attacks and internal
security incidents, and how resilient and reliable are
their technology platforms? “Institutions that do not
remedy gaps in their IT security risk suffering substantial
losses, are putting their reputations on the line and —

in a worst-case scenario — could damage the stability

of the financial system”, is how Branson summed it up.
This was a very prevalent risk, and was growing fast,

he said. Another topic that BaFin has to bear in mind is
that value chain fragmentation is changing companies’
risk profiles — especially where material activities and
processes are outsourced. However, BaFin now has

the authority to directly inspect companies providing
outsourced services. "And that is precisely what we
intend to do,” said BaFin's President.

6.1 BaFin publishes new versions of
MaRisk and BAIT and the new ZAIT
Circular

BaFin published the sixth amendment to its Minimum
Requirements for Risk Management for Banks
(Mindestanforderungen an das Risikomanagement der
Banken — MaRisk) on 16 August 2021. In particular, this
implemented the European Banking Authority (EBA)'s
guidelines on the management of non-performing and
forborne exposures and on outsourcing arrangements.
In addition, the Supervisory Authority included individual
requirements from the EBA Guidelines on ICT and
security risk management. “ICT" stands for “information
and communication technology”. The new version of the
MaRisk entered into force on publication.

New version of BAIT

Also on 16 August 2021, BaFin published the new
version of the Supervisory Requirements for IT in
Financial Institutions (Bankaufsichtliche Anforderungen
an die IT — BAIT). This entered into force on the same
day. BAIT builds on the MaRisk. The revised version sets
out the requirements that BaFin now expects for secure
information processing and information technology.
BaFin has not formulated any fundamentally new
requirements in the BAIT but instead sets out existing
ones in greater detail. The EBA Guidelines for ICT and
security risk management mentioned above form part of
the backdrop to the BAIT amendment.

New ZAIT Circular

16 August 2021 also saw BaFin's publication of its
new Circular on Supervisory Requirements for IT at
Payment Services Providers (Zahlungsdiensteaufsichtliche
Anforderungen an die IT — ZAIT). In this document,

it explains the supervisory requirements for the due
and proper conduct of business that must be met by
payment and e-money institutions in relation to the
use of information technology and to cyber security.
The ZAIT interprets existing supervisory requirements
and took effect immediately on publication. The
Circular is closely based on the MaRisk and the BAIT.
Specifically, it includes the requirements set out in the
above-mentioned EBA Guidelines on ICT and security
risk management and Guidelines on outsourcing
arrangements.

Additional information on the revised versions of the
MaRisk and BAIT, and on the ZAIT, can be found in the
BaFinJournal for August 2021.
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6.2 BaFin survey on the digital
transformation of the insurance sector

BaFin's Insurance Supervision Sector conducted a survey
on digital transformation in the insurance sector in the
period between April and June 2021. The objectives
were to obtain an overview of the volume of finance
being deployed for digital transformation and the
resources available for this process, and to identify
current IT trends in the sector.

Based on a representative sample, BaFin requested 28
insurance undertakings and 13 insurance groups to
answer questions on this topic. The answers received
suggest that the sector considers the following IT topics
to be particularly important:

= cloud computing;
= data-driven projects; and
= automation.

Key goals for pending or already completed IT projects
were:

= more rapid processing;
= making better use of existing data; and
® improving competitiveness.

The evaluation of the responses had not been
completed as of the editorial deadline at the end of
2021.

6.3 BaFin survey on cyber insurance

In addition, the Insurance Supervision Sector surveyed
55 primary insurers and reinsurers domiciled in Germany
plus five branches of other EU insurers in Germany
about the cyber insurance segment. BaFin already
reported on the results of the survey in the September
issue of the BaFinJournal and in an expert article on the
BaFin website dated 8 February 2022.

While the cyber insurance segment is growing fast,
business in Germany is still comparatively small with
gross written premiums of approximately €240 million in
2020. The gross loss ratio of 42.1% in 2020 was relatively
moderate; however, the range of ratios recorded at
individual insurers is wide.

The lack of a loss history was revealed as problem
with respect to pricing. In addition, it became clear
that insurers were not always able to provide the data
requested in the required level of granularity.

6.4 Comments process for joint BaFin and
Bundesbank consultation paper

“We will also carefully examine processes that are based
on artificial intelligence”, announced BaFin President
Mark Branson in his November 2021 speech on BaFin's
medium-term objectives. He said that BaFin would be
very careful to ensure that consumers can benefit from
such innovations and that they are not unduly exposed
to technology-driven risks. One question, for example,
is how to prevent customers or customer groups from
being discriminated against because an algorithm has
learned indirectly that a certain feature that should not
actually play a role negatively impacts credit quality.
Another important issue is how to make algorithms
explainable and comprehensible to customers, financial
entities and supervisors. One of the many areas in which
this arises is in the case of banks’ and insurers’ internal
models.

BaFin and the Deutsche Bundesbank aim to provide
undertakings with guidance in this area, which is why
they drafted a consultation paper entitled "Machine
learning in risk models — Characteristics and supervisory
priorities” and requested comments on it in the summer
of 2021. The responses to the arguments set out in the
paper were positive. For further details, please see the
expert article on the BaFin website entitled “Machine
learning in risk models”.

7 Consumer protection

7.1 Leading case law

Two rulings by the Federal Court of Justice (Bundes-
gerichtshof) in 2021 led to major developments in the
area of collective consumer protection.

7.1.1 Interest rate adjustment clauses for
premium-aided savings plans invalid

In October 2021, BaFin welcomed the recent decision by
the Federal Court of Justice on premium-aided savings
plans as an important step towards strengthening
consumer protection. On 6 October 2021, the Court

had ruled that interest rate adjustment clauses

for premium-aided savings plans that grant credit
institutions unlimited discretionary powers with respect
to the interest paid on savings deposits are invalid
(judgement of 6 October 2021 — case ref. XI ZR 234/20).
This confirmed the court’s existing rulings on long-term
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savings plans. The Federal Court of Justice had already
set out general requirements to be met by such clauses
in a number of judgements? in 2004, 2010 and 2017.

In its ruling of 6 October 2021, which was the result of a
model declaratory action (Musterfeststellungsklage) filed
by the Saxony Consumer Centre (Verbraucherzentrale
Sachsen), the Federal Court of Justice voiced clear
support for monthly interest rate adjustments
according to the original relative difference between
the contractually agreed rate and the reference rate.
The question of the concrete reference rate that credit
institutions must apply when adjusting interest rates

is still open. Here the Federal Court of Justice ruled
that a standard reference rate of interest must be fixed
to determine the variable interest payable on long-
term savings deposits. It referred the case back to the
Dresden Higher Regional Court (Oberlandesgericht
Dresden), which must now decide which reference rate
is appropriate. According to the Federal Court of Justice,
this should be an interest rate for long-term savings
deposits determined by the Deutsche Bundesbank and
published every month. It was not clear as of the editorial
deadline at the end of 2021 when a judgement by the
Dresden Higher Regional Court could be expected.

No consensus reached on a solution

On 21 June 2021, following a public hearing, BaFin issued
a general administrative act with concrete instructions
to the credit institutions. The background to this was
that, according to the information at BaFin's disposal,
many institutions had also not implemented the
previous rulings by the Federal Court of Justice and were
continuing to use interest rate adjustment mechanisms
that did not comply with the Court’s requirements. “It was
clear to us that this shortcoming had to be remedied”,
said Dr Thorsten Potzsch in June 2021, when he was

still acting Chief Executive Director of BaFin's Securities
Supervision Sector. Pdtzsch emphasised at the time that
BaFin "had not escalated to a general administrative act —
which is a big gun — immediately”. Before that, BaFin
had tried reaching a consensus solution with the banks
in customers’ interests. However, the representatives

of the banking associations did not respond to BaFin's
dialogue-based approach to a solution.

As a result, BaFin adopted a multi-pronged approach: at
the beginning of December 2020, it called on consumers

3 Judgements of the Federal Court of Justice of 17 February 2004 —
case ref. XI ZR 140/03; 13 April 2010 — case ref. XI ZR 197/09; 21 De-
cember 2010 — case ref. XI ZR 52/08 and 14 March 2017 — case ref. XI
ZR 508/15.

to check whether their premium-aided savings plans
contained interest rate adjustment clauses that had

been ruled invalid by the Federal Court of Justice. In
parallel, BaFin drafted the above-mentioned general
administrative act and released it for consultation at

the end of January 2021. BaFin's objective with the
general administrative act is to ensure at a blanket level
that affected customers are informed and treated in

a manner that is consistent with the law. Banks must
either irrevocably guarantee that the interest will be
recalculated or offer them a contractual amendment with
an effective interest rate adjustment clause. The basis for
this is the Federal Court of Justice’s ruling from 2010.

Objections to the general administrative act

As was to be expected, a large number of credit
institutions filed objections to the general administrative
act. The total number to do so had already reached
1,156 at the end of 2021. BaFin had not yet decided on
their objections as of the editorial deadline at the end
of 2021. The suspensory effect of these legal remedies
mean that the institutions do not have to comply

with the obligations set out in the administrative act
until the matter has been definitively decided by an
administrative court. In line with this, BaFin informed
consumers that their claims to the due and proper
payment of interest could become time-barred and
that they might if necessary have to assert them
independently in the civil courts.

7.1.2 Mechanism for amending banks’ and
savings banks’ general terms and
conditions is invalid

In its judgement of 27 April 2021 (case ref. XI ZR 26/20),
the Federal Court of Justice (Bundesgerichtshof) ruled
that clauses in a bank’s general terms and conditions
of business feigning customer consent to amendments
to these general terms and conditions and to special
terms and conditions without any restriction on content
are invalid. Since this amendment mechanism is invalid,
current and previous changes to the general terms and
conditions are now ineffective. This applies in particular
to the introduction of and changes to fees that were
changed during the course of an existing business
relationship as a result of this supposed consent.

BaFin found that the individual credit institutions

took different approaches to the Court's ruling. It also
received a large number of consumer complaints* on
this topic in 2021. On 26 October 2021, BaFin therefore

4 Seelll43.1.
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published a supervisory statement making clear what

it expects from the institutions in relation to the
implementation of the Court's ruling. For BaFin, it is
above all important that that customers are informed
clearly and transparently about the effects of the
judgement, that the institutions introduce new bases for
their contracts, that they do not levy any fees for which
there is no legal foundation and that they refund any
fees that were charged in error.

In BaFin's opinion, it is important to address
implementing the ruling by the Federal Court of Justice
openly, transparently and in a spirit of partnership,
given the contractual relationships between customers
and their credit institutions, which have existed in many
cases for decades. This applies both to the creation

of an effective contractual basis for the future and to
dealing with justified requests for repayment. In order
to put their contracts on a sound legal footing to ensure
legal certainty without delay, a number of institutions
have already sent personalised letters to their
customers requesting them to agree to the new bases
of the contract within a reasonable time frame. BaFin
announced that such an approach was to be welcomed
from its perspective.

7.2 Remuneration for insurance
distribution

In 2021, BaFin continued its in depth examination of
how insurers are addressing the requirements relating
to the remuneration for distribution activities that

are set out in the German Insurance Supervision Act
(Versicherungsaufsichtsgesetz).

The focus of its attention in the course of the year

was on the legal situation created by the Insurance
Distribution Directive (IDD). In relation to the supervision
of the conduct of business, the IDD sets out an
obligation on the part of insurance undertakings to act
in the best interests of its policyholders — referred to

as "customers” in the IDD wording — when distributing

insurance.

In 2021, BaFin started to develop a Circular containing
supervisory standards for life insurance (and more
specifically for endowment products), which it intends
to publish in the second half of 2022. BaFin's work was
based on the requirements for the remuneration of
insurance distribution and the prevention of conflicts
of interest and the product oversight and governance
(POG) requirements, which are based on the IDD. The
POG procedure was also a priority for the European
Insurance and Occupational Pensions Authority (EIOPA)

in 2021, and was the subject of a supervisory statement
published by EIOPA on its website at the end of
November 2021. BaFin was involved in this work and
welcomes the statement as a measure to strengthen the
supervision of the conduct of business.

7.3 Neo-brokers

In 2021, BaFin and other supervisory authorities paid
particular attention to neo-brokers . Not because

they offer customers a restricted range of services at
relatively low cost, but because — at least in some cases—
they accept payment for their services from third parties.
They receive compensation from trading partners for
routing their customers’ securities orders to them; this is
known in the trade as “payment for order flow".

BaFin therefore saw a risk that neo-brokers, when
passing on customer orders, might be influenced by the
amount of compensation paid, rather than being guided
by customers’ interests. In BaFin's view, there was also

a risk that neo-brokers might be concealing the true
costs of their services. BaFin therefore investigated both
risks. In addition, it set out clear requirements to be

met by neo-brokers in its FAQs on the MiFID Il conduct
of business rules under sections 63 ff. of the German
Securities Trading Act (Wertpapierhandelsgesetz).

These require investment firms to be able to prove in
general, and in particular in relation to order acceptance
and execution, that they perform their services in their
customers’ best interests. “We will not hesitate to
impose sanctions in the case of infringements,” said

Dr Thorsten Potzsch, whose sector is also responsible
for consumer protection. Additional information on this
topic can be found in the expert article entitled “The
promises neo-brokers make — and the ones they keep”
on BaFin's website. Further details of the risks associated
with securities orders can be found here.

8 Money laundering
prevention

8.1 Special commissioners deployed at
credit institutions

To prevent money laundering and terrorist financing,
BaFin ordered a credit institution on 29 April 2021

to take additional appropriate internal precautionary
measures and to comply with duties of care, especially
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in relation to the standard process for updating
customer information. Also affected were the areas of
correspondent banking and transaction monitoring.

The order was issued on the basis of section 51 (2)
sentence 1 of the German Money Laundering Act
(Geldwdschegesetz). BaFin expanded the mandate of
the special commissioner who had been appointed by
way of a notice dated 21 September 2018 in accordance
with section 45c (1) in conjunction with subsection (2)
no. 6 of the German Banking Act (Kreditwesengesetz), so
as to monitor the implementation of the measure that
had been ordered. The role of the special commissioner
is to report on and assess the progress made with
implementation.

Special commissioners permit closer monitoring
BaFin uses special commissioners because these allow
it to track at close quarters whether and how serious
deficiencies are being remedied. Another advantage is
that, thanks to the special commissioner, BaFin can — if
necessary — intervene in the process of rectifying the

The year in review

BaFin had already assumed when planning its
supervisory priorities for 2021 that the COVID-19
pandemic would continue to cause uncertainty on
the financial markets. It designed its supervisory
programme in line with this and successfully
implemented it.

The overarching supervisory priorities were:

= dealing with the effects of the pandemic;

= |T and cyber risks at supervised undertakings,
which remain high; and

= challenges in the collective consumer protection
area.

Information on these and the priorities mentioned
below can be found in these spotlights and the other
chapters of this Annual Report.

The supervisory priorities were published for the last
time for 2021. They have been replaced by the Risks_
in BaFin's Focus, which were published for the first
time for 2022.

BaFin's supervisory priorities in 2021

deficiencies at an early stage, and can manage this

so as to ensure that the legally required situation is
implemented or reinstated swiftly and effectively. In other
words, the function of the special commissioner serves
to protect both Germany as a financial centre and the
institution itself. “The role of the special commissioner

is to provide temporary support, and such a measure

is, of course, not always welcomed by the institution
concerned”, said Birgit Rodolphe, Chief Executive Director
of the Resolution and Prevention of Money Laundering
Sector. The fact that special commissioners can work with
large teams and at national level allows them to provide
particularly close support for the supervised institution
during the rectification process, she added.

Alongside its formal measures, BaFin holds a large
number of discussions with institutions, both at the
expert level and with top management. This close
support allows BaFin to ensure that an institution’s
board of management and supervisory board pay the
necessary attention to remedying deficiencies in relation
to anti-money laundering.

Banking Supervision

In 2021, BaFin's Banking Supervision Sector used
information provided by the institutions on the effects
of the COVID-19 pandemic to perform the stress
scenarios that it had developed on them, and hence
to obtain a current overview of the sector. The results
were used as the basis for ordering special credit risk
inspections under section 44 of the Banking Act.

BaFin used special inspections under section 44

of the Banking Act to gain new insights regarding
mechanisms installed and precautions taken by
the institutions to protect their IT systems against
cyber-attacks, and included these in its regular
Supervisory Review and Evaluation Process (SREP).
It also focused on outsourcing of IT services and on
sub-outsourcing.

In April 2021, BaFin conducted a survey in order to
find out, among other things, how banks and savings
banks are implementing the Guidance Notice on
Dealing with Sustainability Risks that BaFin published
in December 2019. It used and is using the findings
to adapt its supervisory activities in this area.
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Another focus of the Banking Supervision Sector

in 2021 was on institutions impacted by Brexit.

The transitional provisions expired at the end of
2020. In addition, BaFin took a close look at the
implementation and effects of the Federal Court of
Justice’s rulings on the mechanism for amending
banks’ and savings banks’ general terms and
conditions of business, and on the invalidity of
interest rate adjustment clauses in premium-aided
savings plans. The judgements were also a topic for
discussion during the routine supervisory interviews
with banks and savings banks.

Insurance Supervision

In 2021, BaFin mainly focused on investments by
insurers and established that the undertakings have
not relaxed their lending standards and that there
were no indications of negative impacts on their cover
situation. Life insurers’ projections for 2021 suggested
that they would continue to be able to robustly
finance their insurance obligations. By contrast, the
situation at Pensionskassen remained tight.

BaFin developed supervisory measures for

dealing with section 48a of the German Insurance
Supervision Act (Versicherungsaufsichtsgesetz) in
2021. These regulate remuneration for distribution
and how to avoid conflicts of interest. In addition,
BaFin started work on a Circular on distribution
remuneration, which is scheduled for publication by
the end of 2022. It is aiming to use this to formulate
concrete requirements for the remuneration to be
paid for distributing endowment insurance.

The Insurance Supervisory Sector also developed a
policy for monitoring compliance with the European
sustainable finance disclosure requirements. This is
designed to prevent greenwashing, among other
things.

The Sector also took a close look at cyber insurance
in 2021 and surveyed insurers on this. In the
process, it found that data preparation is still often
inadequate. Establishing appropriate, robust prices
is another sore point. The background to this is that
insufficient historical data is currently available and
that the loss scenarios are constantly changing.

Securities Supervision

In the area of collective consumer protection, the
Securities Supervision Sector took a close look
at investment services providers' digital business

models in 2021. BaFin's main focus was on online
brokers in the non-advised business area. Subjects
under discussion included pricing and gamification.
Another key focus was on robo-advisors (for

either investment advice or financial portfolio
management). In addition, BaFin ensured that service
providers no longer use advertising that does not
comply with supervisory law requirements.

Preventing the marketing of unsuitable products to
customers was another key area of activity in 2021.
BaFin’s Securities Supervision Sector used external
consumer surveys to gain insights into the use of
social media for investment recommendations and
consumer loans. In addition, BaFin started its first
mystery shopping trial run.

Above and beyond this, BaFin published an increased
number of warnings in 2021 drawing attention

to cases in which it suspected that the necessary
prospectuses were not available. In the area of
product governance, its investigations uncovered
sector-wide deficits, especially with respect to target
market designation, plus conspicuous findings at
individual institutions and product providers.

BaFin used a workshop on the liquidity tools set out
in the Securities Trading Act to provide information
on the content and protective purpose of these
instruments and the benefits that they offer for
investors. It helped the industry draft its own
practical guide regarding redemption restrictions on
open-ended investment funds.

BaFin published FAQs on implementing the European
Investment Firm Regulation (IFR) and the German
Investment Institutions Act (Wertpapierinstitutsgesetz)
for investment institutions in which it answered both
content-related and application-related questions.

In addition, BaFin established a classification process
allowing it to distinguish between small, medium and
large institutions and hence to ensure proportionality.

Resolution and Prevention of Money Laundering
In 2021, the Sector conducted its first deep dives

in the area of resolution planning. These served to
prepare on-site inspections at selected institutions,
which are to take place more frequently in future.
The Sector took system-wide scenarios into account
when determining resolution strategies. Another
core topic was IT infrastructure outsourcing and the
assessment of how this impacts resolvability.
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In the course of the year, the Sector published

new circulars and guidance notices, and made
amendments to existing ones. One objective was

to improve the resolvability of the institutions
concerned by ensuring optimum data provision in
the event of a resolution. Another core point was the
technical implementation of the bail-in together with
the relevant financial market infrastructures.

The Directorate for the Prevention of Money
Laundering ordered special audits at institutions
whose suspicious transaction reports deviated
significantly from those made by comparable
institutions. BaFin also examined the money-
remittance business conducted by banks in greater
detail. Institutions engaged in this business were
already under intensified supervision. Another focus

of the Directorate for the Prevention of Money
Laundering was on the spread and use of crypto
assets. It combined the results of its investigations
with information provided by the Financial
Intelligence Unit (FIU). This enabled BaFin to gain far-
reaching insights into the obliged entities under the
German Money Laundering Act (Geldwdschegesetz).

The Integrity of the Financial System Directorate,
which is responsible for investigating unauthorised
business activities, focused in 2021 on fraudulent
online platforms and illegal operators of crypto
ATMs, which are frequently used for money
laundering. BaFin recorded an increasing number
of cases of identity theft and attempts to recruit
payment agents.
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I1

BaFin’'s international role



1 Bilateral and
multilateral
cooperation

A large number of financial sector enterprises today
operate on an international or global level. As a result,
bilateral and multilateral cooperation by supervisory

authorities is also becoming more and more important.

In line with this, BaFin works closely together with

supervisory authorities in other countries. The formal
basis for this cooperation generally consists of bilateral
and multilateral memoranda of understanding (MoUs)
between BaFin and its partner institutions (see the table
in the Appendix on page 110).

Within the European Union (EU), cross-border
cooperation largely takes place under the umbrella

of the European supervisory organisations. However,
BaFin is also represented on the global standard-setting
bodies (see info box on pages 32 and 33).
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BaFin’s international role

BaFin's role in the European System of Financial Supervision
BaFin is an active participant in the European System of Financial Supervision (ESFS), which was established at
the start of 2011.

Figure 1: European System of Financial Supervision

European System
of Financial Supervision

Micro-prudential Macro-prudential
supervision supervision

Joint Committee

Network of national competent authorities (NCAs)

The three European Supervisory Authorities (ESAs) are responsible for preparing technical standards for the
European Commission on the basis of EU Regulations and Directives (Level 2 of the European legislative
process). The ESAs also publish their own guidelines and recommendations (Level 3).

Figure 2: The levels in the EU’s legislative process and the role of the ESAs

= Directive or regulation
Level 1 = Article 289 of the Treaty on the Functioning of the European Union (TFEU)
= Ordinary (i.e. co-decision) or special legislative procedure
= Right of proposal: European Commission; European Parliament and Council involved

= Delegated acts (Article 290 of the TFEU) adopted by the European Commission (Level 1):
these include the regulatory technical standards developed by the ESAs

= Implementing acts (Article 291 of the TFEU) adopted by the European Commission
(Level 1): these include the implementing technical standards developed by the ESAs

= The ESAs may also have an advisory function in these cases (Calls for Advice by the
European Commission)

Level 2

= Non-legislative regulations issued by the ESAs
* Main instruments: guidelines and recommendations in accordance with Article 16 of the
Level 3 ESAs Regulations
= Characteristic: non-binding, but national authorities must give reasons for not applying
them (“comply or explain” principle)
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Another core task performed by the ESAs is ensuring that the national competent authorities apply these
provisions on a convergent basis. Despite their name, however, the ESAs — apart from a few closely defined
exceptions — are not supervisory authorities. The Joint Committee works on topics which are significant across
all sectors. The ESAs and the Joint Committee operate at a micro-prudential level.

The European Systemic Risk Board (ESRB), which is attached to the European Central Bank (ECB), is
responsible for macro-prudential matters. It is tasked with identifying systemic risks for the European financial
system and issuing warnings on them at an early stage. The micro- and macro-prudential levels are closely
dovetailed to ensure that information flows between them in both directions.

BaFin’s role in the banking union

At the level of the European banking union, BaFin forms part of the Single Supervisory Mechanism (SSM) and
the Single Resolution Mechanism (SRM). Information on these can be found starting on page 38 (SSM) and
page 100 (SRM).

BaFin’s role in global organisations

BaFin is also a member of a number of global bodies, such as

= the International Organization of Securities Commissions (I0SCO);

= the International Association of Insurance Supervisors (IAIS);

= and the Basel Committee on Banking Supervision (BCBS). BaFin is also represented on the BCBS's
supervisory body — the Group of Governors and Heads of Supervision (GHOS).

Within these international associations, BaFin collaborates on the development of global regulatory
standards. In addition, BaFin is involved, for example, in the Financial Action Task Force (FATF) and the Islamic
Financial Services Board (IFSB).

BaFin is also represented on the Financial Stability Board (FSB). The G20 Heads of State and Government gave
the FSB a wide-ranging mandate as part of the regulatory reforms introduced after the outbreak of the global
financial crisis in 2007/2008: among other things, it was entrusted with overseeing the international financial
system. If it discovers weak points in the course of its work, it is expected to develop proposals on how

they should be eliminated. The FSB is also responsible for coordinating and promoting cooperation and the

information sharing between its members.

2 Work of the three ESAs
and the ESRB

2.1 EBA

One of the main focuses of the work performed by

the European Banking Authority (EBA) in 2021 was

to produce amendments for a number of legislative
packages: the European Capital Requirements Directive
(CRD), the Capital Requirements Regulation (CRR) and
the Bank Recovery and Resolution Directive (BRRD).

In addition, the EBA revised the European Investment
Firm Directive (IFD) and the European Investment Firm
Regulation (IFR).

The EBA also performed the EU-wide stress test of

50 banks that had originally been planned for 2020.
Further information on the EBA's work in 2021 -

for example in the areas of anti-money laundering,
sustainability and financial innovation — can be found on
its website.

2.2 EIOPA

In 2021, the European Insurance and Occupational
Pensions Authority (EIOPA) focused on the topics of
sustainability, digital transformation and pensions. In
addition, it reviewed the implementation of its priorities
regarding business model sustainability and adequate
product design.
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EIOPA also issued a statement on supervisory practices
in case of breach of the Solvency Capital Requirement.
The EIOPA report on the use of artificial intelligence in
the insurance sector examined the opportunities for
more granular risk assessments and pricing practices.
The EIOPA stress test for insurance groups performed in
2021 showed that the sector is resilient but that it is also
still relying on the transitional measures offered by the
framework. EIOPA also analysed trends at cross-border
institutions for occupational retirement provision (IORPs)
in 2021 and drew up Guidelines on PEPP supervisory
reporting (PEPP = pan-European Personal Pension
Product).

In addition, EIOPA published a statement on value for
money. Further information on this topic is provided

in a speech by Dr Frank Grund, BaFin Chief Executive
Director of Insurance and Pension Funds Supervision.
EIOPA also issued its Report on the independence of
National Competent Authorities in which it sought to
factually represent the legal and operational position of
the NCAs.

Additional information on EIOPA’s work in 2021 can be
found on its website.

2.3 ESMA

In 2021, the European Securities and Markets Authority
(ESMA) focused on the topics of sustainability, financial
innovation, digitalisation and supervisory convergence.
ESMA defined joint strategic supervisory priorities for
the first time.

In addition, ESMA played an important role in
implementing the Taxonomy Regulation, working
together closely with BaFin and the other supervisory
authorities to do so. ESMA and the other European and
national supervisory authorities advised the European
Commission on its “Call for Advice on Digital Finance”.

In the year under review, ESMA also prepared to take
over supervision for benchmark administrators and
datareporting services providers in the course of 2022, in
addition to its existing direct supervisory powers.

Further information on ESMA’s work in 2021 can be
found on its website.

Overarching project: EU retail investment strategy
The European Commission issued three requests for
advice to EIOPA, ESMA and the Joint Committee of
the European Supervisory Authorities (ESAs) in 2021 in
preparation for its EU Retail Investment Strategy. Both
EIOPA and ESMA are to develop recommendations on

how to improve disclosures relating to the distribution
of financial products. Other objectives are to assess the
risks and opportunities associated with digital disclosure
and digital sales channels.

2.4 ESRB

In 2021, Luxembourg implemented a macro-prudential
measure designed to cap the financing of private
residential property located in the country (loan-to-value
— LTV). As a result, the member states of the European
Systemic Risk Board (ESRB) with material exposures

on the Luxembourg residential property market were
called on to apply this LTV cap in their dealings in both
directions. After examining the prescribed materiality
threshold, BaFin decided to comply with this request.
It did this by issuing a general administrative act to
German banks.

Expiration of the recommendation to restrict
distributions

In its September 2021 meeting, the ESRB General Board
resolved to allow the restriction on distributions by
financial institutions that had been introduced in view
of the COVID-19 pandemic (see recommendations
ESRB/2020/7 and ESRB/2020/15) to expire. BaFin
supported this move.

Detailed information on the work performed by the
ESRB last year can be found on its website.

3 International standard
setters

3.1 BCBS

The work of the Basel Committee on Banking
Supervision (BCBS) in 2021 revolved around the
regulatory and supervisory measures taken to overcome
the consequences of the COVID-19 pandemic. In
addition, the BCBS continued its regulatory impact
assessment and prepared for the implementation of
the Basel Ill finalisation package. It also assessed the
consequences associated with new risks, and especially
climate risks and crypto asset risks, and suggested how
these two topics could be handled from a regulatory
perspective. Further information is available here.
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https://www.bis.org/bcbs/

3.2 IAIS

In 2021, the International Association of Insurance
Supervisors (IAIS) focused on examining how the IAIS
Holistic Framework has been implemented in the
insurance sector. It did this by conducting a global
monitoring exercise. In parallel, the IAIS started

the second round of the monitoring period for the
International Capital Standard (ICS). In the consumer
protection area, the body focused on the issue of
corporate culture. The IAIS provides detailed information
about its work on its website.

3.3 10SCO

In the same year, the International Organization of
Securities Commissions (I0OSCO) analysed market
activities for March 2020, the month following the
outbreak of the COVID-19 pandemic. In the second half
of the year, IOSCO conducted a consultation process
for potential regulatory amendments. BaFin took part in
this work. Whereas in 2020 I0SCO was still coordinating
immediate reactions to the pandemic, in 2021 it focused

on identifying any regulatory gaps and failures and
on identifying potential improvements. Among other
things, the spotlight here was on money market funds
and the impact of government support measures on
ratings. Additional information about IOSCO'’s work is
available on its website.

3.4 FSB

Also in 2021, the Financial Stability Board (FSB)
continued its in-depth examination of the impacts of
the COVID-19 pandemic on global financial stability. For
example, it helped with international coordination of,
and cooperation regarding, countermeasures and voiced
its opinion on the lessons to be learned from the crisis.
In addition, the FSB addressed the financial risks posed
by climate change, among other things. Vulnerabilities
in the NBFI (non-bank financial intermediation)

sector were another key topic. The FSB has drawn up

a comprehensive work programme to increase the
resilience of this segment. An overview of the FSB's work
can be found here.
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1 Supervision of banks,
financial services
providers and payment
institutions

1.1 Bases of supervisory practice
The bases of banking supervision changed in 2021.

Third Regulation Amending the Remuneration
Regulation for Institutions

On 25 September 2021, the revised version of the
German Remuneration Regulation for Institutions
(Institutsvergtitungsverordnung) entered into force.

This largely implemented the requirements of the Fifth
European Capital Requirements Directive (CRD V). The
remuneration regulations had to be amended because
of the requirements of the CRD V and of the German
Risk Reduction Act (Risikoreduzierungsgesetz) resulting
from the directive. You can read more about this topic in
the expert article on the BaFin website entitled “Shaping

fair pay”.

o
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Modified Solvency Regulation: legal basis for
calculating the systemic risk buffer

The revised German Solvency Regulation (Solvabilitdits-
verordnung — SolvV) entered into force on 25 September
2021. The newly added section 36a creates the legal
basis for calculating the systemic risk buffer. The
background to this is to found in the requirements

of the Fifth European Capital Requirements Directive
(CRD V), which was transposed into German law at the
end of 2020. This led to a revision of section 10e of the
German Banking Act (Kreditwesengesetz — KWG), among
other things.

Cooperative banks: New general administrative act
on Common Equity Tier 1 capital instruments

On 1 January 2021, BaFin published a new general
administrative act. This regulates the extent to which
newly issued shares in cooperative banks can be
classified as Common Equity Tier 1 capital instruments
with BaFin’s approval. In addition, the Supervisory
Authority used the act to set out the conditions

under which prior approval must be obtained for

the repayment of share capital in connection with

the termination of cooperative shares. The general
administrative act applied until the end of 2021.
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Liquidity: Circular on Delegated Regulation

On 16 August 2021, BaFin published a Circular on Article
23 of Delegated Regulation (EU) 2015/61, complete

with a reporting template, for all less significant
institutions (LSIs). The Circular entered into force on

1 September 2021. It specifies the supervisory approach
to be adopted when applying Article 23 of Delegated
Regulation (EU) 2015/61 and the provisions of Delegated
Regulation (EU) 2021/451 on additional liquidity
outflows relating to other products and services not
covered by the outflow categories set out in Articles 27
to 31a of Delegated Regulation (EU) 2015/61.

New versions of MaRisk and BAIT, and new ZAIT
circular

On 16 August 2021, BaFin published three Circulars
containing information security requirements. These
comprised revisions to the Minimum Requirements

for Risk Management (Mindestanforderungen an das
Risikomanagement — MaRisk) for banks and to the
Supervisory Requirements for IT in Financial Institutions
(Bankaufsichtliche Anforderungen an die IT — BAIT),

plus the newly-published Supervisory Requirements
for IT in Payment Services and E-money Institutions
(Zahlungsdiensteaufsichtliche Anforderungen an die IT —
ZAIT).!

Countercyclical capital buffer: no increase made by
BaFin by end of 2021

BaFin kept the countercyclical capital buffer (CCyB) at 0%
in 2021. The background to this was the real economy’s
expected credit requirements during the ongoing
COVID-19 pandemic. The decision provided the German
banking sector with planning certainty. It made it easier
for institutions to make appropriate levels of loans
available to companies and private households despite
losses from credit defaults.

1.2 German institutions directly supervised
by the ECB

In 2021, 21 German groups of institutions had been
classified as significant institutions (Sls). As a result,
these were directly supervised by the European Central
Bank (ECB)? within the Single Supervisory Mechanism
(SSM - see info). BaFin was involved in supervising the
institutions through the SSM'’s Joint Supervisory Teams
(JSTs), which are composed of staff from the ECB and
the national supervisors that together make up the joint
administrative structure.

At a glance

Supervision in the SSM

On the launch of the Single Supervisory
Mechanism (SSM) in November 2014, the
European Central Bank (ECB) took over the
direct supervision of those banking groups

that had been classified as significant. A Joint
Supervisory Team (JST) is responsible for each

of these significant institutions (Sls). In addition
to ECB employees, the teams include staff

from BaFin and the Deutsche Bundesbank. The
number of members on each JST and the latter's
composition vary depending on the size and
complexity of the banking group concerned. The
JSTs are headed by JST coordinators from the
ECB. The core JST for all supervisory teams for
German Sls consists of the JST coordinator plus
one sub-coordinator each from BaFin and the
Deutsche Bundesbank.

1 See chapter 1.6.1.
2 See the European Central Bank’'s Annual Report.

Bank stress test: EBA and ECB publish results

On 30 July 2021, the European Banking Authority (EBA)
announced the results of the EU-wide bank stress test
for 2021, which it had coordinated. The stress test
subjected the 50 largest European banks — including
seven German credit institutions — to a macro-economic
crisis scenario. The German participants came through
the stress test well and met the Common Equity Tier 1
(CET 1) requirements. On the same day, the European
Central Bank (ECB) also published the results of its SREP
bank stress test, which included the individual bank level
as well for the first time. “SREP” is the abbreviation for
"Supervisory Review and Evaluation Process”. Nine out
of the total of 51 significant institutions (Sls) that took
part were German; these came through the stress test
well and met the CET 1 requirements.

1.3 Institutions directly supervised by
BaFin

At the end of 2021, BaFin supervised a total of 2,692
institutions (see Table 1 on page 39). Of this figure, 50
were significant institutions (Sls) directly supervised by
the ECB, although BaFin was involved in their supervision
via the Joint Supervisory Teams. A total of 2,642
institutions — including 1,272 LSls, or less significant
institutions — were directly supervised by BaFin.
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Table 1: Institutions under German supervision

As at 31 December 2021

Credit institutions 1,439
Of which CRR credit institutions*+ 1,324
Of which Sls**+++ 50

Of which LSIs***+ 1,272

Other credit institutions****+ 42

Of which development banks + 15

Housing enterprises with savings schemes + 47

Third-country branches + 26

Payment institutions and e-money institutions + 82
Investment firms*****+ + 745
Financial services institutions****** 426
Of which Finance leasing and factoring institutions + 417
Institutions supervised by BaFin 2,692

* Two of these CRR credit institutions were neither Sls nor LSIs. “CRR" stands for “European Capital Requirements Regulation”.

** The Sls are supervised directly by the ECB.

***  Two of these credit institutions provided financial market infrastructures and were therefore overseen by BaFin's Securities Supervision Sector.
#*** Including Kreditanstalt fir Wiederaufbau (KfW). One of these credit institutions was supervised by BaFin's Securities Supervision Sector.

**++% Two of these investment firms were supervised by BaFin's Banking Supervision Sector.

*Rk4% This comprises institutions in financial services institutions Groups IV and V (finance leasing and factoring institutions) and crypto custodians.

+ Supervised by BaFin's Banking Supervision Sector.

++  Supervised by BaFin's Securities Supervision/Asset Management Sector.

+++ Supervised by the European Central Bank.

1.3.1 Credit institutions
1.3.1.1 Risk classification

The EBA's SREP Guidelines (EBA/GL/2014/13; version
dated 18 July 2018) require BaFin and the Deutsche
Bundesbank to prepare an annual risk profile for all
less significant institutions (LSIs) under their direct
supervision (see Table 2 on page 40).

Building on these EBA guidelines, the ECB published the
SSM-LSI-SREP methodology in February 2020, in order
to ensure a uniform procedure in the SSM for LSIs as
well. This methodology is being continuously enhanced
to reflect developments in the banking sector.

As in the past, BaFin uses two dimensions to classify
institutions: the quality of the institution, which results
from the application of the SREP, and the potential
impact of a solvency or liquidity crisis at the institution
on the overall stability of the financial sector.

BaFin adopts the classification used in previous years
for this: it defines four tiers ranging from 1 to 4 (very
good to poor). In the same way, it classifies the impact
dimension on a scale from | to IV (low to high). It then
derives the necessary supervisory measures from this
overall assessment. In addition to determining the
inspection cycle, it sets out the frequency for SREP
capital determination and the level of granularity to be
used for the annual risk analysis.
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Table 2: Risk classification results for LSIs*

As at 31 December 2021

Institutions in %

Quality

Risk matrix . 2 3 . Total
High 0.0 0.5 0.2 0.0 0.7
S Medium 3.6 12.6 2.5 0.2 18.9
_g- Medium-low 7.9 40.3 83 0.3 56.8
Low 2.5 144 6.1 0.6 23.6
Total 14.0 67.8 17.1 1.1 100.0

*  This table shows the LSIs supervised by the Banking Supervision Sector.

1.3.1.2 Special inspections

The COVID-19 pandemic meant that BaFin was once
again unable to perform special inspections in 2021 to
the same extent as had been normal before. It had to
largely refrain from routine inspections, which normally
take place at regular intervals in addition to ad hoc
special inspections.

As in the previous year, BaFin used other means in

2021 to compensate for the inspections that did not
take place. Its close contacts to the institutions — which
BaFin ensured through supervisory discussions or other
means of contact — proved particularly important here.
BaFin intends to significantly increase the number of
inspections it performs in the coming years so as to
make up for the ones that had to be cancelled in recent
years.

Highest inspection ratio again at other institutions
In 2021, most inspections were performed in the
cooperative sector — the largest area — even though

the large number of cooperative banks meant that the
inspection ratio for 2021 was higher for other groups of
institutions (see Table 4 on page 41).

Table 3: Breakdown of special inspections of LSIs by
areas of emphasis*

As at 31 December 2021

2021 2020
Impairment-related special audits 2 4
Section 25a (1) of the Banking Act 94 63
(MaRisk)
Cover 2
Market risk models
IRBA (credit risk measurement) 8 12
AMA (operational risk measurement)
Liquidity risk measurement
Total 106 79

*  This table relates to less significant institutions (LSIs) under the
supervision of the Banking Supervision Sector. “IRBA” stands
for “Internal Ratings-Based Approach” and "AMA” stands for
"Advanced Measurement Approach”.

The special inspections that BaFin orders correlate with
institutions’ risk classifications. Comparatively more
inspections take place at lower-quality institutions and
institutions with a higher impact. Table 5 on page 41
shows the breakdown by risk class of the special
inspections of LSls initiated by BaFin in 2021. In addition,
BaFin ordered eight special inspections that had been
requested by institutions themselves, for example
because they needed approval for internal models (see
Table 3).
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Table 4: Breakdown of special inspections of LSIs by groups of institutions

As at 31 December 2021

Commercial banks

Savings bank sector Cooperative sector  Other institutions

Impairment-related special audits 2

Section 25a (1) of the Banking Act 13 25 48 8
(MaRisk)

Cover 1 1
Market risk models

IRBA (credit risk measurement) 3 2 3
AMA (operational risk measurement)

Liquidity risk measurement

Total 18 28 48 12
Inspection ratio in %* 15.8 7.6 6.3 63.2

*  The ratio of the number of inspections to the number of institutions in each group of institutions. The institutions concerned are LSIs supervised by

BaFin's Banking Supervision Sector.

Table 5: Breakdown by risk class of special inspections of LSIs initiated by BaFin

As at 31 December 2021

Special inspections Quality of the institution

initiated by BaFin

. 2 3 . Total Instiit::/ioons*
High 1 1 2 25.0
S Medium 2 14 2 1 19 7.9
E- Medium-low 4 23 18 1 46 6.4
Low 15 10 4 29 9.7
Total 6 53 31 6 96 7.6
Institutions 3.4 6.2 14.4 40.0 7.6

in %*

*  Percentage of the total number of institutions in the quality/impact category concerned accounted for by the inspections.

1.3.1.3 Objections, measures and sanctions

The Banking Supervision Sector only imposed a total
of 214 objections and measures in 2021 (see Table 6
on page 42). This was less than in the previous year
(534 objections). Normally, the number of objections
and measures correlates with the number of special
inspections, since these are a material source of
information on deficiencies. However, since fewer
special inspections were performed in 2020 as a result

of the COVID-19 pandemic and delays had occurred,
there were fewer objections and measures in 2021. In
addition, the pandemic had led BaFin to take advantage
of the latitude offered by the regulatory framework and
to temporarily adapt supervisory rules so as to support
the banks during the crisis. This was another reason
why fewer infringements were seen in the areas of own
funds, liquidity levels and compliance with the rules for
large exposures.
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Table 6: Supervisory law objections and measures under the Banking Act

As at 31 December 2021

Groups of institutions

LSIs Non-SSM

Type of measure

Commercial Savings Cooperative Other Non-CRR Total

banks bank sector institutions credit
sector institutions*
Substantial objections/letters 30 23 21 2 21 97
Measures against Dismissal requests*** 2 2
managers
Cautions 3 4 7

Measures against Dismissal requests***
members of -
supervisory/ Cautions
administrative boards
Measures related to own funds/liquidity; 24 4 50 3 1 82
exceeding the large exposure limit
(sections 10, 13 and 45 of the Banking Act)
Measures in accordance with section 25a 8 1 2 1
of the Banking Act
Sanctions in accordance with sections 45, 45b 14 1 15
and 46 of the Banking Act**
Total 81 27 75 6 25 214

* Including KfW.

** Measures taken to improve own funds and liquidity (section 45 of the Banking Act), in the case of organisational deficiencies (section 45b of the
Banking Act) and in the case of specific danger (section 46 of the Banking Act).
*** These figures comprise formal and informal measures and dismissal requests from third parties.

1.3.1.4 Situation at credit institutions

Private, regional and specialist banks

In 2021, the COVID-19 pandemic did not impact

balance sheets in the extremely heterogeneous group

of private, regional and specialist banks as hard as had
been feared. However, the persistent low interest rate
phase continued to impact earnings, especially at those
institutions whose business is heavily dependent on
interest rates. As a result, they increasingly attempted to
find other sources of income or to specialise in particular
types of finance.

In addition to classic private banks, this group contains

a growing number of institutions with new digital
business models. The associated special risks pose a
number of new questions for supervisors. In addition,
the new business models still have to prove that they are
economically viable in the long run.

The increasingly complex issues involved in managing
banks mean that it is increasingly difficult for very small

institutions to cope in view of the resources available to
them. As a result, a number of these banks use the data
centres operated by affiliated credit institutions.

Savings banks

In the case of the savings banks, the situation in 2021
was still largely dominated by the challenges associated
with the COVID-19 pandemic, although day-to-day
banking operations increasingly returned to normal.
Loan defaults did not occur to anything like the extent
feared at the beginning of the pandemic. Nevertheless,
the income generated by savings banks continued to
decline given the persistently low interest rates and what
was in part a difficult economic environment. Despite
this, results were still largely in line with forecasts.

To a certain extent, the institutions were able to offset
low margins in the lending business through higher
lending volumes and an increase in private mortgage
lending. Remeasurement effects in the securities
business in 2021 were not as high as had originally
been expected due to the positive market performance.
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Figure 3: Number of savings banks*
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*  This statistic does not include six Landesbanks or DekaBank.

More and more savings bank clients are using online
banking — a trend that continued in 2021. In turn, this
forced institutions to take more measures to protect

their systems against cyber attacks.

The local savings banks in the areas of North Rhine-
Westphalia and the Rhineland-Palatinate that were hit
by the floods faced particular challenges: they had to
continue supplying people with cash and conducting
normal banking business in the aftermath of the natural
disaster.

The trend toward branch closures persisted in 2021,
due among other things to strong competitive pressure.
Branches that closed in the course of the pandemic
often shut their doors for good. Mergers led to a
decrease in the number of savings banks from 377

to 370 in 2021 (see Figure 3). This development looks
set to continue in the years to come given the difficult
overall market environment and the competitive
situation.

Cooperative banks

The COVID-19 pandemic, low interest rates and stiff
competition also made the market environment
difficult for cooperative banks in financial year 2021.
Nevertheless, the institutions were able to successfully
defend their market position and lifted their profit for
the year after tax. At the same time, consolidated total
assets at the reduced number of cooperative banks
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(770 as opposed to 815 banks in the previous year, see
Figure 4 on page 44) rose by roughly 6%.

Institutions in the parts of North Rhine-Westphalia and
the Rhineland-Palatinate that were hit by the floods in
the summer of 2021 had to keep operating, supplying
people with cash and granting them loans to repair the
damage caused and rebuild their lives.

Net interest income — the most important source of
income for cooperative banks — declined year-on-year,
as did net commission income. Impairment losses on
loans and advances doubled compared with 2020 to
approximately €1.1 billion. Capital ratios recovered to
pre-crisis levels after plummeting at the beginning of
the pandemic.

The low interest rate environment, the enormous
competitive pressure in the banking sector and the
changing competitive conditions caused by digital
transformation will remain challenges for cooperative
banks. In addition, the market is likely to become even
tougher going forward as a result of the fallout from
the COVID-19 pandemic. As a result, institutions are
continuing their efforts to cut costs, for example by
closing branches, and enhance their efficiency. At the
same time, they are pushing forward with digitalisation
and sustainability projects. Consequently, the number
of cooperative banks will probably decline further as a
result of mergers.
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Figure 4: Number of cooperative banks
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Bausparkassen Pfandbrief business

The low interest rate period and the COVID-19 pandemic
have led to challenging conditions for Germany's
Bausparkassen. In particular, the restrictions introduced
in response to the pandemic made it difficult for them
to market new Bauspar contracts, leading to a decline

in new business in this area. By contrast, new business

in the area of mortgage loans performed well, with the
Bausparkassen being able to match or even exceed their
prior-year figures in most cases. This was also helped by
the finance provided for modernisation projects.

On the other hand, the volume of Bauspar loans granted
declined again in 2021. Bauspar plans in line with market
interest rates — the main products distributed by the
institutions in the past few years in order to replace the
old, high-interest rate plans — have not yet been able

to permanently reverse the downward trend in Bauspar
loans. The Bausparkassen are continuing their efforts

to replace older Bauspar plans in their special-purpose
savings collectives paying interest that is no longer in
line with market rates. One way in which they are doing
this is to terminate over-saved contracts and contracts
that have been eligible for allocation for more than

10 years.

No significant loan defaults were seen in the reporting
period — despite the expiration of the options for clients
to defer loan repayments that were introduced in 2020
in response to the pandemic.

Pfandbriefe again proved to be robust financial products
in the reporting period despite the ongoing COVID-19
pandemic. As in the previous year, Pfandbrief banks
increasingly deposited their own Pfandbriefe as collateral
when obtaining liquidity from the ECB. The number of
Pfandbrief banks was also stable year-on-year, at 85 as
at the 2021 year-end.

All in all, Pfandbriefe with a total volume of €62.2 billion
were sold (see Table 7).

Table 7: Gross Pfandbrief sales

Year Mortgage Public-sector Total sales

Pfandbriefe* Pfandbriefe (€ billion)
(€ billion) (€ billion)

2017 36.8 119 487

2018 432 7.2 50.4

2019 437 11.2 54.9

2020 40.6 17.8 58.4

2021 442 18.0 62.2

*

Including ship Pfandbriefe, although these represent niche products.

With an outstanding volume of €381.1 billion, the total
volume of outstanding Pfandbriefe was almost 5%
higher in 2021 than in the prior year (see Table 8 on
page 45).
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Table 8: Total volume of outstanding Pfandbriefe

Year Mortgage Public-sector  Total volume
Pfandbriefe* Pfandbriefe outstanding
(€ billion) (€ billion) (€ billion)
2017 214.0 148.2 362.2
2018 230.5 134.1 364.6
2019 237.2 122.6 359.8
2020 242.4 120.9 363.3
2021 257.6 123.5 381.1

* Including ship and aircraft Pfandbriefe, although these represent
niche products.

In May 2021, Germany transposed the European
Covered Bonds Directive (CBD) into national law by

way of the German Act Implementing the CBD (CBD-
Umsetzungsgesetz). The first amendments to the German
Pfandbrief Act (Pfandbriefgesetz) entered into force as

at 1 July 2021; additional amendments will follow with
effect from 8 July 2022. These will not probably affect
future issuing activities by the Pfandbrief banks.

Foreign banks

Foreign banks — which have a wide range of legal
forms, business models and supervisory regimes —
played a significant role on the German market in the
reporting period. However, excessively close links to
home-country parent groups continue to endanger the
independence of the institutions concerned. This can
also have a negative indirect impact on their proper
business organisation. An example would be if a foreign
bank were unable to conduct its own risk management
operations.

Such problems arose in particular with newly formed
banks and where business was transferred in connection
with Brexit. Some institutions initially struggled to
implement the necessary minimum requirements in time
to be able to conduct their business with EU clients on
the Continent. However, fears that the real economy
would be impacted turned out to be unfounded.

1.3.2 Payment and e-money institutions

BaFin granted 10 authorisations and registered

one entity under the German Payment Services
Supervision Act (Zahlungsdiensteaufsichtsgesetz) in
2021. Consequently, at the end of 2021 a total of
83 institutions had been authorised or registered as
providers of payment services or e-money business
operators in Germany.

BaFin's ongoing supervision of payment institutions
and e-money institutions in 2021 focused primarily on
the impacts of the COVID-19 pandemic. This not only
impacted working conditions and workflows, but also
increased the risk of IT/cyber incidents. Since 2018,
payment services providers have been obliged to report
major cyber incidents (i.e. severe operational or security
incidents). This includes external attacks, sabotage by
staff and accidental internal failures alike.

As already mentioned earlier, BaFin's ZAIT Circular?,
which was published on 16 August 2021, set out in
greater detail the supervisory requirements for the due
and proper conduct of business regarding information
technology and cyber security. This created legal
certainty for specific rules set out in the Payment
Services Supervision Act.

The institutions turned in a robust performance overall
during the pandemic despite the real problems resulting
from this environment. New opportunities continued to
open up, especially for those institutions that had largely
digitalised their business models. This applied even
more since the start of the COVID-19 pandemic, which
led many people to use digital and contactless payment
options more frequently and led to a tangible change

in behaviour. This can also be seen from the growth

of the market for payment services. The number of

new applications for approval remained at a high level
despite the authorisations already granted.

However, BaFin also observed a trend towards
consolidation in the form of cross-border takeovers

and mergers at the same time as the flow of new
undertakings entering the market. In addition, it noticed
that a wide variety of private equity investors were
increasingly taking stakes in payment services providers.

1.3.3 Financial services institutions

1.3.3.1 Finance leasing and factoring
institutions

To date, the risks associated with the COVID-19
pandemic have not had any significant impact on
finance leasing and factoring institutions. BaFin has been
in regular contact with selected institutions since the
outbreak of the pandemic. The factoring market grew
slightly even in 2020, despite the start of the pandemic,
and its growth accelerated again in the first half of 2021,
with the market expanding by 8.6% to €146.5 billion.

3 Seelll 1.1
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The leasing sector, which saw a clear drop in new
business to roughly €70 billion in 2020 as a result of the
pandemic, recovered again by a comparable amount
(7%) in January to September of the reporting period.

Table 9: Supervision of finance leasing and factoring
institutions

Facts Figures for 2021 (2020)

Number of institutions under

supervision

Finance leasing 242 (249)
Factoring 147 (150)
Both types of authorisation 28 (28)
Routine cases processed

New authorisations 7 (10)
Terminated authorisations 22 (68)
Management appointments 184 (314)
Supervisory board appointments 90 (83)
Qualifying holding procedures 101 (128)
Measures and sanctions

Substantial letters 20 (13)

Administrative fine proceedings
initiated

121

Authorisations suspended

(1
1(0)

Additional notification/
reporting obligations ordered

Management dismissal requests 1(0)

BaFin used the opportunity offered by an insolvency to
investigate general indications of systematic deficits in
the area of prescription billing processes at six factoring
institutions that accounted for a significant proportion of
the market. It did this by performing a special inspection
under section 44 of the Banking Act. In addition, BaFin
instructed the auditors of the financial statements at a
number of institutions in accordance with section 30

of the Banking Act to focus on IT security issues during
their current audits. Table 9 shows the measures taken
and the sanctions imposed.

BaFin also continued its dialogue with the finance
leasing and factoring institutions using a regular
discussion forum. For example, this enabled it to discuss
what the amendments to MaRisk and BAIT mentioned
under 1.1 above mean for BaFin's administrative
practice.

1.3.4 Crypto custody business

The crypto custody business comprises the custody,
management and safeguarding of crypto assets or
private cryptographic keys used to keep, store or
dispose of crypto assets or crypto securities for others.
The protection of private cryptographic keys and the
specific IT requirements needed for this were key issues
in 2021, both during authorisation procedures and in
ongoing supervision.

A total of 19 institutions, including 4 CRR credit
institutions, used the transitional provision set

out in section 64y of the Banking Act during the
reporting period. For these institutions, provisional
authorisation is thus regarded as having been granted
from 1 January 2020. As a result, they were permitted
to continue doing business during their ongoing
authorisation processes. There were 28 authorisation
processes under way at the 2021 year-end, with roughly
one-fifth of these relating to CRR credit institutions.

In addition to permitting the crypto custody business,
the German Electronic Securities Act (Gesetz zur
Einfiihrung elektronischer Wertpapiere — eWpG) dated
10 June 2021 provides for another new financial service
under the Banking Act: crypto securities registration

in Germany under section 16 of the eWpG. This is
regulated in section 1 (1a) sentence 2 no. 8 of the
Banking Act. The new Act puts the inclusion of a security
in an electronic register on the same footing as classic
certification. If a company indicates that it intends to
make use of the transitional provision contained in
section 65 of the Banking Act, the company is deemed
to have been granted provisional authorisation.
Conditions that have to be met here are that the
financial services provider must have notified BaFin that
it was commencing business as at 10 December 2021

at the latest, and that it submitted its application

for authorisation six months later. Roughly a dozen
institutions use this transitional provision.
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2 Supervision of
insurance undertakings
and pension funds

2.1 Bases of supervisory practice

The bases of supervisory practice were expanded or
amended in 2021.

Act Implementing Directive (EU) 2019/2034 on the
Prudential Supervision of Investment Firms
The German Act Implementing Directive (EU) 2019/2034

on the Prudential Supervision of Investment Firms
(Gesetz zur Umsetzung der Richtlinie (EU) 2019/2034
tiber die Beaufsichtigung von Wertpapierinstituten)
entered into force in June 2021. Among other things,
this implements Directive (EU) 2019/2177, which
forms part of the review by the European Supervisory
Authorities (ESASs).

With respect to the German Insurance Supervision
Act (Versicherungsaufsichtsgesetz — VAG), the main
changes relate to notification obligations: in the case
of significant cross-border insurance activity or a crisis

situation, the amended version of the Act strengthens
the exchange of information between the national
supervisory authority and the European Insurance and
Occupational Pensions Authority (EIOPA). In addition,
the new term investment institution (Wertpapierinstitut)
replaces the term securities trading firm (Wertpapier-
handelsunternehmen) that was previously used in

the VAG.

German Act to Strengthen Financial Market Integrity
The German Act to Strengthen Financial Market Integrity
(Gesetz zur Stérkung der Finanzmarktintegritdt), large
parts of which entered into force on 1 July 2021 and
which took effect in full on 1 January 2022, introduced
an enabling provision for a r