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Key Indicators

URELER VAL, 20208 1 Jan - 30 Jun 2019 ORI P2l 31 Dec 2019

Results Moody’s®
Operating profit (€ mn) 13 122 Issuer rating A3 A3
Consolidated net income (€ mn) 16 81 Bank deposit rating A3 A3
Consolidated net income allocated to Outlook Negative Stable
ordinary shareholders (€ mn)" 7 72 Mortgage
Cost/income ratio (%)? 58.6 56.9 Pfandbrief Rating Aaa Aaa
Earnings per ordinary share (€)" 0.11 1.20
RoE before taxes (%)" 4 0.0 8.8 Fitch Ratings?
RoE after taxes (%)"34 0.5 5.7 Issuer Default Rating BBB+ A-
Senior Preferred A- A
31Dec2019  Senior Non Preferred BBB+ A-
Deposit ratings A- A
Statement of Financial Position Outlook Negative Negative
Property finance (€ mn)¥ 25,571 25,882
Equity (€ mn) 2,847 2,861 Sustainability
Total assets (€ mn) 45,322 41,137 Ratings™
MSCI AA AA
Regulatory Indicators® ISS-ESG prime (C+) prime (C+)
Risk-weighted assets (€ mn) 11,702 11,195 CDP Awareness Awareness
Common Equity Tier 1 ratio (CET1 ratio) (%) 19.8 19.6 Level C Level C
Tier 1 ratio (T1 ratio) (%) 22.4 22.3
Total capital ratio (TC ratio) (%) 29.5 29.9

Common Equity Tier 1 ratio (CET1 ratio) (%)
— Basel IV (estimated) — 7 14.2 13.5

Emloyees 2,903 2,788

The allocation of earnings is based on the assumption that net interest payable on the AT1 bond is recognised on an accrual basis.

Structured Property Financing and Consulting/Services Bank (formerly: Bank division Housing Industry) segments, in line with the strategic development; the previous year's

figure was adjusted accordingly.

On an annualised basis

"Other reserves” were included in equity, in line with the further development of segment reporting; the previous year's figure was adjusted accordingly.

Excluding € 0.4 billion in private client business (31 December 2019: € 0.4 billion) and € 0.3 billion in local authority lending business by the former Westdeutsche ImmobilienBank AG
(Westlmmo) (31 December 2019: € 0.4 billion)

31 December 2019: excluding dividends for 2019 (in line with original proposal for appropriation of profits) and incorporating the pro-rata accrual of net interest payable on the AT1 bond
30 June 2020: including dividends for 2019 (in line with original proposal for appropriation of profits) and interim profits for 2020, and incorporating the pro-rata accrual of

net interest payable on the AT1 bond

The expected relevant impact of the TRIM exercise on commercial property financings, and of the SREP recommendations concerning the NPL inventory as well as the ECB's

NPL guidelines for exposures newly classified as NPLs, were taken into account.

Underlying estimate, given a 72.5% output floor based on the final Basel Committee framework dated 7 December 2017. The calculation of the material impact upon Aareal Bank is
subject to the outstanding EU implementation as well as the implementation of additional regulatory requirements (CRR II, EBA requirements etc.).

Moody's Investors Service confirmed the issuer rating and bank deposit rating on 21 April 2020. At the same time, Moody’s set the outlook for the issuer rating and bank deposit
rating to "negative”, given deterioration in the operating environment on account of the Covid-19 pandemic.

The ratings reported as at 31 December 2019 were published on 10 January 2020. Fitch Ratings had changed the outlook to “negative” in connection with the introduction of
revised bank rating criteria. On 27 March 2020 the rating was changed, as expected. Due to the Covid-19 pandemic, Fitch Ratings lowered its rating outlook to negative (RWN —
Rating Watch Negative), also on 27 March 2020.

9 Please refer to our website (www.aareal-bank.com/en/responsibility/reporting-on-our-progress/) for more details.
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This report contains rounded numbers, which may result in slight differences when aggregating figures and calculating percentages.



Contents

2 Key Indicators

4 Interim Group Management Report

4 Report on the Economic Position
21 Risk Report
31 Report on Expected Developments and Opportunities

37 Consolidated Interim Financial Statements

37 Statement of Comprehensive Income
39 Statement of Financial Position

40 Statement of Changes in Equity

41 Statement of Cash Flows (condensed)
42 Notes (condensed)

42  Basis of Accounting

44 Notes to the Statement of Comprehensive Income
49  Notes to the Statement of Financial Position

855 Notes to Financial Instruments

62  Segment Reporting

64  Other Notes

65  Executive bodies of Aareal Bank AG

66  Responsibility Statement

67 Review Report
68 Our Offices
70 Financial Calendar

71 Locations/Imprint



Interim Group Management Report Report on the Economic Position

Aareal Bank Group - Interim Report 11/2020

Interim Group Management Report

Report on the Economic Position

Report on the Economic Position

The Covid-19 pandemic and the measures taken
to contain it very quickly plunged the global
economy into the deepest recession witnessed in
post-World War Il history, with extensive monetary
and fiscal policy measures being put in place in
response to the crisis. This produced extreme val-
ues for some economic indicators in the first six
months of the year, especially as the events emerged
abruptly. Nevertheless, the first signs of a recovery
had started to emerge in some sub-segments
towards the end of the first half of the year.

Economy

After economic output had already plummeted

in the first quarter, the slump became even more
pronounced in the second quarter, as many coun-
tries had waited until March before taking measures
to contain the pandemic; the subsequent easing
measures took effect late — and for the most part
very slowly — in the further course of the second
quarter. Since June, some of the restrictions have
been relaxed in many markets, pushing the leading
indicators back up again, with increasing signs
that the economic slump has passed the trough.

Fiscal policy responded by launching generous
support packages, in some cases prompting an
immediate increase in the budget deficits affected.
Monetary policy also launched comprehensive pro-
grammes in a quest to ensure sufficient liquidity.

Gross domestic product in the euro zone dipped
by 3.1 % year-on-year in the first quarter and by
15.3 % in the second quarter as a result of the
Covid-19 pandemic. Overall, total economic output
in the first six months of the year was down by
9.2% on the same period of the previous year, the
biggest drop in economic output in the history

of the single currency area. The most substantial
declines were reported in France, Italy and Spain,
while the contraction in Germany was less severe
at 6.6 % in the first half of the year. The EMU

countries reacted to the pandemic by launching
fiscal aid measures of a varying scale and structure.
Some countries, for example, introduced moratoria
on rent and principal repayments. Germany, France
and the Netherlands took the most generous direct
fiscal stimulus measures in relation to gross do-
mestic product. Spain and lItaly, on the other hand,
opted to focus on indirect measures such as guar-
antees. On 21 July, the European heads of govern-
ment agreed on a € 750 billion plan of subsidies
and loans aimed at financing the economic recovery.
The programme is expected to provide consider-
able cyclical impetus for the upturn and reduce
the economic damage caused by the pandemic,
especially for some of the hardest hit countries.
The leading indicators suggest that the economic
downturn began to bottom out from May onwards.
The purchasing managers’ indices, in particular,
had started to climb again up to the beginning of
July, and were once again above their long-term
average.

The UK was hit by a historically unparalleled drop
in economic output in the first half of the year.

By the end of the first six months, gross domestic
product was 12.0 % lower than in the same period
of the previous year. In addition to the impact of
the pandemic, which was the main reason behind
the development, the trend was also exacerbated
by the uncertainty surrounding the country’s future
relationship with the EU, which remained unde-
cided at the mid-point of the year. The UK has,
however, made it clear that it intends to end the
current transition period at the close of the year.
Economic output in other European countries out-
side the euro zone, such as Poland and Sweden,
also declined in the first six months, even though
Sweden has adopted a more liberal approach to
controlling the pandemic.

Economic output in the US had fallen by 4.3 %
year-on-year by the middle of the year. This devel-
opment was due, in particular, to the implications
of the Covid-19 pandemic, which was particularly
severe in places including New York and dealt a
negative blow to economic development at the end
of the first half of the year as infection figures
started to edge up again. Adding to this, a deadly
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police operation in June triggered social and
political unrest, which gave rise to the ongoing
"Black Lives Matter” movement. The drop in oil
prices also had a negative impact on oil-producing
industries. Alongside the pandemic, this factor
also placed a significant burden on the Canadian
economy. In Canada, gross domestic product at
the end of the first six months was down by 7.6 %
on the same period of the previous year.

As the Covid-19 pandemic originated in China, the
Chinese economy was also the first to be affected.
This meant that measures to ease restrictions took
effect earlier, with a positive knock-on effect on
economic output in the second quarter. Whereas
economic output had fallen by 6.8 % in the first
quarter, the second quarter saw gross domestic
product rise by .5 % as against the previous year.
All in all, economic output for the first half of

the year as a whole was down by 2.4 % in a year-
on-year comparison.

In Australia, economic output in the first six months
was 3.1 % lower than in the previous year due

to lower domestic consumption as a result of the
Covid-19 pandemic.

The recession resulted in a sharp decline in em-
ployment across the globe. In many of the world’s
advanced economies, rising unemployment is
being mitigated by lay-off and short-time working
programmes. Large-scale redundancies have,
however, been seen in countries that do not have
programmes like these in place. In the US in par-
ticular, the number of people registering as unem-
ployed for the first time rose dramatically within a
short period. In April, for example, the unemploy-
ment rate came to 14.7 % compared with 3.5 % at
the end of 2019. By the middle of the year, how-
ever, it dropped back to 11.1 %.

Financial and capital markets, monetary
policy and inflation

The Covid-19 pandemic was the dominant topic on
the financial markets, too. In the short term, the

crisis triggered higher volatility and pushed interest
rates up. Exchange rates, on the other hand, showed

more stable development. Fast action taken by
central banks in response to the crisis, however,
increasingly reassured the markets.

In the first half of 2020, the European Central Bank
(ECB) tweaked its monetary policy to promote
favourable financing conditions for the real econ-
omy in times of heightened uncertainty. While the
key interest rate remained unchanged at zero per
cent in the first half of the year, in March 2020
the Asset Purchase Programme (APP), which was
launched back in September 2019 for an indefinite
period, was ramped up by € 120 billion until the
end of 2020 and expanded to include a Pandemic
Emergency Purchase Programme (PEPP) for bonds
issued by public-sector and private borrowers.
Initially, this programme was launched with a
volume of € 750 billion and was set to last until
the end of the year. The PEPP was increased by

€ 600 billion in June to total € 1.35 trillion and
its term extended until at least June 2021. The ECB
will be maturing principal payments from securities
purchased under the PEPP at least until the end
of 2022. In addition, more attractive conditions for
the third series of the ECB’s targeted longer-term
refinancing operations (TLTRO 3) were offered in
March and April. TLTRO 3 operations were con-
ducted in this form for the first time in the second
half of June. If the banks participating in these
refinancing operations manage to achieve positive
net lending to non-financial companies and private
individuals in the euro zone in the period from

1 March 2020 to 31 March 2021, this provides an
attractive refinancing option with a negative inter-
est rate that is limited to a period of around one
year and exceeds the ECB’s deposit rate. There
are also a number of other conditions attached to
this programme.

The US Federal Reserve (FED) also took extensive
measures in the first half of 2020 to support
lending to households and the corporate sector
and to free up liquidity in the banking system. Two
interest rate cuts implemented on 3 and 15 March
lowered the key interest rate by a total of 150 basis
points to a corridor of 0-0.25 %. As a further
stimulus, the FED made the decision on 15 March
to increase its purchase programme for govern-
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ment bonds and mortgage-backed securities to an
unlimited volume. Numerous lending programmes
were also launched in the period between March
and May to provide private and public-sector bor-
rowers alike with liquidity and to help ensure that
the credit markets could continue to function.

Short-term interest rates at the end of the first half
of 2020 were virtually unchanged in the euro zone
and in Swedish krona as against the end of 2019.
In US dollars and Canadian dollars, they fell by
around 160 basis points. The drop in pounds ster-
ling was less pronounced at around 65 basis points.

Long-term interest rates fell in all of the currency
areas that are relevant to Aareal Bank. The decline
in the euro zone was the smallest at just under

15 basis points by the end of the first half of the
year, whereas the decline in pounds sterling came
to around 35 basis points. The decline in US dollars
was the most pronounced at around 100 basis
points, starting at a significantly higher interest rate
level compared with the euro zone.

Government bonds with a ten-year maturity
painted a mixed picture in the first half of 2020.
While yields in Germany, the UK and the US fell
compared with the beginning of the year, yields
on Italian and Spanish bonds initially rose before
falling back to more or less the level seen at the
start of the year. Spreads over German bonds
widened by a good 20 basis points for Spain and
Italy during the same period.

In the period from 31 December 2019 to 30 June
2020, the euro remained stable against the US dollar
(at USD 1.12 per euro), and strengthened against
the Canadian dollar from CAD 1.46 per euro to
CAD 1.53 per euro. During the same period, the euro
also made gains against the pound sterling, rising
from GBP 0.85 per euro to 0.91 per euro, and
against the Swedish krona with an increase from
SEK 10.43 per euro to SEK 10.48 per euro. The euro
remained virtually stable against the Australian dollar,
at AUD 1.62 per euro during the first half of the year.

Compared with the fourth quarter of 2019, inflation
in the euro zone dipped by 1.3 percentage points

to -0.3 % at the end of the first half of 2020. This
was due primarily to lower energy prices and the
curbing of economic activity in the wake of the
Covid-19 pandemic. The same factors pushed infla-
tion in the US down by 2.4 percentage points to
-0.3 % in the first half of the year. The same applies
to the UK, where inflation fell by 0.7 percentage
points to 0.7 % in the first six months.

Regulatory environment

The environment in which banks are operating
continues to be defined by highly dynamic regula-
tory requirements, as well as by changes in bank-
ing supervision. This includes, in particular, the
implementation of the final draft of the Basel Ill
framework into EU law (known as "Basel IV”), which
was endorsed by the Basel Committee’s Group
of Governors and Heads of Supervision (GHOS).
Furthermore, the EU Commission’s revision of
supervisory regimes (CRR 1l, CRD V, BRRD II and
SRMR) at EU level as well as the EBA documents
(Guidelines on PD and LGD estimation, treatment
of defaulted exposures, and determination of
downturn LGD), brought about further regulatory
changes. The provision put forward by the ECB,
EBA and the EU Commission on the treatment
of non-performing loans must also be taken into
account. With regard to Covid-19, the IASB and
relevant regulatory authorities such as the EBA,
the ECB and ESMA formulated recommendations
for implementation in the processes and for risk
quantification, which we have taken into con-
sideration accordingly. In addition, new reporting
requirements such as Covid-19 reporting as well
as relief measures such as the CRR Quick Fix, in
which the date of application for selected topics,
such as the SME Supporting Factor, were brought
forward. We plan to implement the latter by

30 September 2020.

Moreover, both national and European regulators
are imposing various new requirements — including
in connection with IT/information security risks,
or regarding the prevention of money laundering,
tax evasion and terrorist financing. Furthermore,
politics and the banking supervision deem it nec-
essary to establish sustainability more strongly with
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society, and as a regulatory requirement within the
economy. As such, the EU’s Technical Expert Group
on Sustainable Finance published the "Taxonomy
Technical Report”, and BaFin issued its "Guidance
Notice on Dealing with Sustainability Risks” at the
end of 2019. The ECB also released its draft Guide
on climate-related and environmental risks for
consultation, setting out its expectations relating
to risk management and disclosures.

The ECB’s Supervisory Review and Evaluation
Process (SREP) ensures a common approach on
the supervisory review of banks, within the frame-
work of Pillar 2. The SREP is built around a busi-
ness model analysis, an assessment of governance,
as well as of the capital and liquidity risks. The
re-sults of the individual areas are aggregated in a
score value, from which the ECB derives super-
visory measures on holding additional capital and/
or additional liquidity buffers.

Sector-specific and business
developments

Structured Property Financing segment

The Covid-19 pandemic also had an impact on
the commercial property markets in the first half of
the year. Transactions were postponed or can-
celled as the transaction process was hampered by
contact and travel restrictions. This was exacer-
bated by uncertainty surrounding future economic
developments. In this environment, global trans-
action volumes initially rose in the period leading
up to March. By the middle of the year, they were
then down by 30 % on the previous year, due in
particular to declining activity in North America and
the Asia/Pacific region. The year-on-year drop in
the number of transactions was even more dramatic
than the decline in transaction volumes, which
was still supported by a number of very large trans-
actions, especially in Europe.

Office properties remained stable in the first six
months in spite of the economic uncertainty. They
were only affected indirectly by the Covid-19 pan-
demic, as were logistics properties. In most markets,

yields remained on a very low level until mid-2020.
On average, rents offered remained more or less
stable in Europe, the US and Australia.

By contrast, the first half of 2020 saw an average
increase of 50 basis points in investment yields"
on retail properties in certain sub-markets. While
rents offered fell by a low single-digit percentage
in Europe, the Asia-Pacific region and the US on
average, the markets also proved stable depending
on the sub-category of retail property. The lock-
down led to a considerable decline in sales, espe-
cially amongst consumer goods retailers, allowing
for rent payments — supported by government
moratoria — to be suspended temporarily in some
markets.

Hotel properties were directly affected by the
Covid-19 pandemic in the first half of the year.
Many hotels around the world stayed closed com-
pletely from mid-March onwards, and in China

as early on as in the course of January, due to regu-
lations imposed by the authorities. On average,
occupancy rates per available room fell accordingly
to a low double-digit percentage in the first half-
year, meaning that hotels were unable to generate
sufficient revenues per available room to cover
their costs. While the regulations imposed by the
authorities were eased in a large number of mar-
kets from June onwards, the recovery remained
muted by the mid-point of the year. Average occu-
pancy rates in the first half of the year, for exam-
ple, were down by around 47 % in Europe, 33 %
in the US and 44 % in the Asia/Pacific region in a
year-on-year comparison. Average revenues per
available room were 52 % lower in Europe, 42 %
lower in the US and 52 % lower in the Asia/Pacific
region than the revenues achieved a year earlier.

In spite of the Covid-19 pandemic, market par-
ticipants remained willing to provide financing in
the first half of the year. There were only partial
restrictions, for example for retail properties in
peripheral locations. As a result, and with a smaller

' Rising yields tend to come hand-in-hand with falling property
values and vice versa.
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number of transactions, competition for commer-
cial property financing remained intense. Margins
initially remained stable. As the Covid-19 crisis
intensified and uncertainty on the financial markets
started to mount, refinancing costs rose, taking
customer margins along with them. When the
situation started to ease later on in the first half
of the year, however, the trend reversed and both
refinancing costs and client margins started to
drop back again, albeit not quite to their pre-crisis
levels. The loan-to-value ratios for new business
remained stable.

In an environment overshadowed by the Covid-19
pandemic, Aareal Bank generated new business
of € 2.7 billion during the first half of the year
(HI1 2019: € 3.2 billion). After a good first quarter,
newly-originated loans were low in April and May
in particular due to the contact and travel restric-
tions referred to above, decisions to postpone trans-
actions and, as a result, a small number of trans-
actions. The volume of newly-originated loans
rose again in June, leading to an overall figure of
€ 2.1 billion for the first half of the year (HI 2019:
€ 2.0 billion).

At 57.5 %, the highest proportion of the financing
volume was in Europe (H1 2019: 48.9 %), followed

Northern Europe 10.5%

Eastern Europe 14.2 %

Western Europe* 29.1 %

* Including Germany
' New business, excluding private client business and local authority lending business of former Westimmo

New business” 1 January - 30 June 2020

Total volume: € 2.7bn

Southern Europe 3.7 %

Asia/Pacific 3.9 %

North America 38.6 %

by North America, at 38.6 % (H1 2019: 45.0 %).
The Asia-Pacific region accounted for a share of
3.9 % in the first six months of the year (H1 2019:
6.1 %).

In terms of property types, office properties domi-
nated new business with 38.1%, followed by hotel
properties with 35.7 % and logistics properties
with a share of 13.4 %. Retail properties accounted
for an 8.6 % share, residential properties for 3.9 %,
while other types of property accounted for 0.3 %
of aggregate new business volume.

Europe

The volume of market transactions in Europe
dipped by around 20 % year-on-year in the first
half of 2020. This drop was less pronounced than
in other regions, in particular due to a number

of large-scale transactions. The decline was more
pronounced when looking at the number of trans-
actions, due in particular to fewer cases concerning
low-volume deals. Cross-border and institutional
investors were mainly on the buyer’s side, while
REITs were more likely to be selling.

The development in office and logistics rents for
top-class properties stagnated in the first half of
2020. By contrast, rents for retail properties were
on a downward trajectory. The trend towards lower
rents was accelerated by the Covid-19 pandemic.
The uncertain economic climate left its mark on
investment yields. Yields on top-class properties in
the office and logistics sectors remained largely
stable, rising by a few basis points in some markets,
such as Poland or the Netherlands. Yields on
prime retail properties, on the other hand, rose by
between 25 and 75 basis points, also as a result
of government Covid-19 measures. In addition,
yield spreads between prime and secondary prop-
erties widened as the year progressed.

From mid-March onwards, the official regulations
put in place to combat the Covid-19 pandemic led
to the complete closure of almost all hotels, with
a corresponding impact on revenues. In many
markets, the restrictions were not eased until June,
meaning that the recovery remained muted at the
end of the first half.
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In Europe, the Bank originated new business of
€ 1.6 billion (HI 2019: € 1.6 billion). Most of this
business was done in Western Europe, followed
by Northern and Eastern Europe. The Bank only
originated a small amount of new business in
Southern Europe.

North America

In North America, transaction volumes in the first
half of 2020 were down by around 25 % year-on-
year following an increase in the first quarter. The
consequences of the Covid-19 pandemic were still
being clearly felt at the end of the first half of the
year. The number of properties changing hands
was very small in the retail and hotel segments in
particular. Cross-border and institutional investors
were on the buy side for the most part, whilst REIT
structures and private investors — who had been
mostly buyers in the previous year — tended to be
sellers.

Rents for first-class offices in US metropolitan
areas remained virtually stable in the first half of
the year, consolidating the slowdown in the rental
market. Developments did, however, vary from
market to market. While markets in the technology-
focused regions and the Sun Belt painted a more
positive picture, the trend in energy-heavy markets
was less rosy. The development in rents for prime
retail properties varied depending on the property
sub-type. Shopping malls, which were already under
high competitive pressure before the pandemic
hit, reported a further drop in rents up to the end
of the first half, although this trend was also influ-
enced by the Covid-19 pandemic. Local suppliers
and retailers stocking everyday consumer goods,
on the other hand, proved to be robust.

Yields for first-class offices in the US managed

to escape the pandemic unscathed in the first half
of the year and were unchanged as against the
start of the year thanks to high levels of liquidity
and readiness to provide financing. Yields on retail
properties were stable compared with the begin-
ning of the year, although the calculation was only
based on a small number of transactions: these
observations thus also tended to reflect top-class
properties.

In North America, too, official restrictions led to the
closure of almost all hotels from mid-March on-
wards, with only a slow trend towards subsequent
relaxations. Although improvements in occupancy
rates and average revenue per available room were
starting to emerge at the mid-point of the year,

an increase in the number of new Covid-19 infec-
tions once again put a damper on the trend towards
the end of June.

In North America, the Bank originated new
business of € 1.0 billion (HI 2019: € 1.4 billion),
almost all of which was attributable to the US.

Asia/Pacific

Transaction volumes for commercial property in
the Asia/Pacific region were only about half as
high as in the same period of the previous year,
owing to the Covid-19 pandemic. Fewer retail and
hotel properties, in particular, changed hands in
Asia/Pacific, too. Investor positions were similar
to the previous year, with cross-border and institu-
tional investors tending to be on the buyer’s side,
while REIT structures and private investors were
more likely to be the sellers.

The development of prime office rents stagnated
in the first half of 2020 in Australia, China and
Singapore. Rents for logistics properties rose in
Beijing and Shanghai, while they remained stable
in Australia. By contrast, rents for retail properties
were on a downward trajectory.

With low transaction volumes, yields on first-class
properties were stable.

As the place where the pandemic emerged, hotels
in Asia, and particularly in China, were affected by
containment measures, leading to almost complete
closures, early on in the year. This also meant, how-
ever, that relaxation measures were taken earlier than
in other regions. While occupancy rates in China
showed a rising trend thanks to domestic demand,
they were still down noticeably year-on-year.

The Bank originated new business of € 0.1 billion
in the Asia/Pacific region in the first half of 2020
(HI1 2019: € 0.2 billion).
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Consulting/Services Bank segment

The residential and commercial property sectors are
proving to be stable market segments, even in light
of the Covid-19 pandemic. In general, steady rental
income generated from a high occupancy status
continues to guarantee a secure foundation. New-
build rents once again rose by 3 % at the beginning
of the year, compared with the beginning of 2019.

Despite individual rent deferrals, no significant
decline in rental income has been witnessed on
the housing market so far. It is currently impossible
to predict how serious the impact will be and a
lot will depend on how the Covid-19 pandemic
unfolds. Even before the pandemic hit, there were
signs that the current housing market cycle was
coming to an end: although the number of con-
struction permits for apartments increased by 4 %
year-on-year in the first quarter of 2020 to
78,600 units, 293,000 new apartments were also
completed. While this is not sufficient to eradicate
the existing construction backlog (approved non-
completed new residential buildings), which has
amounted to a good 770,000 apartments since
2008, the annual additional demand is largely
covered — also due to what is now lower immigra-
tion of only around 200,000 people a year. As
many of those searching for accommodation turn
to the outskirts of Germany’s urban centres and to
alternative cities, the pressure on Class A locations
is becoming less intense. As a result, the current
level of housing completions matches demand.

The current 2020 financial year saw the Consulting/
Services Bank segment strengthen its market posi-
tion again via the acquisition of new clients. We also
consistently intensified the cross-sector collabora-
tion with our clients from the energy and waste
disposal industry. This is accomplished especially
through interface products such as BK 0Ol eConnect
and BK Ol immoconnect, which extend across
sectors and can be linked to housing industry pro-
ducts, such as the BKOI Invoice Data Processing,
in order to facilitate for example accounting doc-
umentation and invoicing of energy supplies.

This brought in more business partners from the
housing industry during the first half of the year —

managing just under 110,000 residential units
between them — for the payments and deposit-
taking businesses.

We once again strengthened our range of prop-
erty industry services this year and at the same time
extended the range of digital solutions for the
housing industry and its clients. One example is
the planned acquisition of a stake in the start-up
objego, a joint venture with ista Deutschland GmbH,
which provides software to private landlords with
up to 250 units, allowing them to manage their
rented apartments in an efficient and straightforward
manner. However, this acquisition is still subject

to the approval of antitrust authorities.

At present, around 4,000 clients throughout Ger-
many are using our process-optimising products
and banking services. The volume of deposits
from housing industry clients averaged at around
€ 10.7 billion in the first half of 2020 (HI 2019:
€ 10.7 billion). All in all, this reflects the strong
trust our clients continue to place in Aareal Bank.
Additionally, despite the challenging environment
we were able to increase net commission income
in the Consulting/Services Bank segment to

€ 12 million (H1 2019: € 10 million).

Aareon segment

Aareon is a consultancy and IT systems house for
the property industry and its partners in Europe.

It pursues a profitable growth strategy. Key factors
to its success are client orientation, the growth in
digital solutions, further strengthening of the ERP
systems and exploration of new relevant markets
and related sectors associated with the property
industry. In the course of Aareon’s forward-looking
orientation and further intensification of research
and development, a strategic investment programme
focusing on digital solutions is being implemented.
Aareon’s sustainable business model paid off during
the first half of the year, as it could be flexibly
adopted to changed conditions even in challenging
circumstances.

Aareon provided its clients — including Aareal Bank
— with strong and reliable IT infrastructure and
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applications. For instance, this enabled virtually all
employees of Aareal Bank Group to work from home
and thus to fully maintain business operations.

Furthermore, Aareon provided special products and
services to its clients throughout the crisis, as well
as numerous webinars, to enable clients to con-
tinue their business operations in a digital manner.
Companies with a higher degree of digitalisation
were already at an advantage during the crisis.
Client events were conducted successfully online,
to the extent possible, while larger events, such

as the German Aareon Congress in particular, one
of the top events in the industry, were cancelled.
Despite the Covid-19 pandemic, sales revenue
including CalCon Group increased to € 126 million
(H1 2019: € 122 million). Adjusted EBITDA"
amounted to only € 26 million due to the Covid-19
pandemic (HI 2019: € 29 million). The decline
was due to a lower level of consultancy business
and a reduced number of contracts concluded.
Revenue growth for digital solutions amounted to
27 % compared to the previous year. This signifi-
cant increase was due, among other things, to the
takeover of CalCon Group on | January. The high
share of recurring revenues thus underlines the
importance of the digital orientation of the busi-
ness model.

Additional clients were acquired for the Wodis
Sigma ERP solution in the DACH region (Germany,
Austria and Switzerland). As expected, the favoured
version is the one that uses Wodis Sigma as a
service from the exclusive Aareon Cloud. Migration
projects are being continued digitally during the
Covid-19 pandemic. The last migration projects from
GES to other ERP solutions were concluded suc-
cessfully on I July 2020. GES operations will be
discontinued in Aareon’s IT centre on 31 Decem-
ber 2020. The business volumes conducted with
Wodis Sigma as well as with SAP® solutions and
Blue Eagle are more or less on a par with the prior-
year level. On the other hand, due to the Covid-19
pandemic, consulting revenue was down slightly
in a year-on-year comparison despite increased
demand for ”"green consulting” — a digital consulting
service — during the Covid-19 pandemic in par-
ticular. The lockdown period was used to conduct

additional internal product trainings for digital
solutions in order to be able to meet the expected
future increase in demand.

Additional commercial property clients were ac-
quired for the RELion ERP solution, resulting in
higher licence and consulting revenue. The posi-
tive trend in the outsourcing business continued
unabated. BauSecura’s insurance business has
been running slightly above the previous year’s
level.

In the Netherlands, marketing of the new ERP
product generation Tobias 365 based on Micro-
soft® Dynamics® 365 continued. The first few
clients have opted for this new solution and a
pilot client has already gone live. The distribution
of the Dutch REMS ERP solution for the commer-
cial property business was in line with the previous
year. REMS has been rolled out into production
for a major new client as scheduled. Prompted by
the Covid-19 pandemic, Aareon France published
a white paper to support its clients and market
relevant products. Upcoming mergers of housing
companies will have a positive impact on the ERP
business in France. A major French client has opted
for a Platinum contract, and further contracts were
concluded in the UK. Sales activities were success-
fully stepped up in the Nordic countries, allowing
the company to attract new clients.

Digitalisation is becoming increasingly important
for the property industry. The Covid-19 acted as a
catalyst in this respect. With its Aareon Smart World
digital ecosystem, Aareon offers integrated solutions
for automating the business processes and net-
working business partners and market participants.
The digital transformation process for customers is
therefore focused on creating added value. Aareon
continues to steadily expand this offer, and bene-
fits from the transfer of international know-how

in research and development, as well as from the
exchange with the proptech and start-up scene.
The rollout of the Aareon Smart Platform, launched

' "Earnings before interest, taxes, depreciation and amortisation”
excluding strategic investments and non-recurring effects

11



Interim Group Management Report Report on the Economic Position

Aareal Bank Group - Interim Report 11/2020

on the market during the fourth quarter of 2019,
continued. In the second quarter of 2020, Aareon
announced, and started marketing, the Al-based
virtual assistant Neela in Germany. Neela is set to
make maintaining relationships with tenants more
convenient and will help to further simplify pro-
cesses between housing companies, tenants and
tradesmen. Additional clients from the German
utilities market have opted for the Aareon Occupant
Change Management solution. In the Netherlands,
Aareon Nederland launched an app for digital
apartment handovers, an area that is attracting keen
interest among clients. As far as strategic invest-
ments are concerned, two potential development
partners are being considered — in addition to
Aareon Smart Platform and Neela (virtual assistant)
— in two cases. The OFI Group, as the first venture
of the Ampolon Ventures subsidiary, successfully
completed its first transaction. Moreover, Aareon
was appointed a partner in the "ForeSight” project
during the second quarter: supported by the Ger-
man Federal Ministry for Economic Affairs and
Energy ("BMWi”), the goal of this research and
development project is to establish a platform for
context-sensitive, intelligent and forward-looking
smart-living services.

In November 2019, Aareon had signed the con-
tract to acquire CalCon Group with effect from

I January 2020. The project for the integration of
CalCon Group and its solutions into Aareon Smart
World (epigr for structural condition assessment
and the new AIBATROS product generation) was
connected to Aaeron Smart World in the course of
an integration project.

With a view to potential inorganic growth, Aareon’s
management conducted a comprehensive screen-
ing process looking at potential acquisition targets
and identified opportunities that are now being
pursued systematically.

Financial Position and Financial
Performance

Financial performance

Group

Consolidated operating profit for the first
half of 2020 came to € 13 million (H1 2019:
€ 122 million).

Consolidated net income of Aareal Bank Group

1 Jan - 30 Jun 2020

1 Jan-30 Jun 2019

€mn

Net interest income 245 269
Loss allowance 106 28
Net commission income 111 110
Net derecognition gain or loss 16 27
Net gain or loss from financial instruments (fvpl) -7 0
Net gain or loss from hedge accounting 2 -1
Net gain or loss from investments accounted for using the equity method 0 0
Administrative expenses 238 256
Net other operating income/expenses -10 1
Operating profit 13 122
Income taxes -3 41
Consolidated net income 16 81

Consolidated net income attributable to non-controlling interests

Consolidated net income attributable to shareholders of Aareal Bank AG 15 80
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Net interest income of € 245 million was down
on the previous year (€ 269 million), mainly due
to a year-on-year decline in the loan and securities
portfolios. This was attributable to the previous
year’s accelerated de-risking involving defaulted
loans, a larger exposure to a single borrower and
securities in Italy, as well as to lower new business,
on account of Covid-19.

Loss allowance of € 106 million (H1 2019:

€ 28 million) was recognised, largely due to the
adverse economic effects related to the Covid-19
pandemic. For this purpose, we have taken the
economic forecasts of our "swoosh” scenario into
account, which further deteriorated slightly (or were
specified in more detail) since the first quarter of
2020. The scenario assumes a continued normali-
sation of global economic activity commencing
from mid-2020, with a marked acceleration of the
recovery during 2021 and 2022. Whilst economic
recovery will progress at a slower pace than the
decline observed, the economy will almost com-
pletely return to the starting level by the end of
2022. Essentially, our internal "swoosh” scenario is
based on the baseline scenario published by Oxford
Economics in June 2020, which is generally in
line with the ECB forecast also published in June
2020. The ECB’s projections — which are focused
on the euro zone — can only be used as an indi-
cation or a benchmark for our internationally ori-
ented portfolio. Besides the expected development
of the macro-economic environment — as outlined
above — the scenario is based on the assumption
of interest rates remaining low over the long-term,
which had (or should have) a stabilising or positive
impact on asset prices in the past, as well as on
our expectations for the coming years.

In addition to one newly-defaulted loan during the
first quarter and assumptions of extended reali-
sation periods for defaulted financings, the impact
of the Covid-19 pandemic also had a specific impact
upon determining loss allowance in the second
quarter. The general approach to determining loss
allowance has not changed (refer to the chapter
on Loss allowance within the Accounting policies
section of the consolidated financial statements
2019, and to Note 22 of the consolidated interim

financial statements for the first half of 2020).
The specific features are outlined below:

For non-defaulted loans (Stage | and 2), loss
allowance for numerous financings directly affected
(mainly concerning hotels or retail properties) was
determined by updating individual ratings, together
with an associated increase in PD if appropriate.
When considering the impact of Covid-19 effects on
ratings, we have taken the recommendations made
by the IASB, and by relevant regulatory authorities
such as the EBA, the ECB and ESMA, into con-
sideration. Concerning the scenario analyses to be
taken into account when determining individual
LGDs, we applied an updated scenario mix, in line
with the customary process. This probability-
weighted scenario mix reflects the uncertainties as
to how the Covid-19 pandemic will develop further
and supplements our baseline scenario (swoosh)
with the addition of divergent developments over
an observation period of three years. Three out of
a total of five scenarios reflect less favourable eco-
nomic development than the baseline scenario.

In order to assess further potential loan losses in
the future, which the Bank believes are not ade-
quately reflected in forward-looking information in
all individual cases, owing to the current situation,
the Bank decided to implement a management
overlay. The purpose of this is to also take into
account the considerable uncertainties the Covid-19
pandemic could have on developments, and its
impact on borrowers, as well as regulatory require-
ments. The Bank has simulated expected changes
to the cash flows of financed properties and the
resulting development of property values over a
period of three years, in line with our "swoosh”
scenario, for the entire portfolio, forecasting their
impact upon the measurement parameters PD and
LGD. Any additional loss allowance arising from
this was taken into consideration in the form of a
management overlay. We refer to Note 22 of the
consolidated interim financial statements for the first
half of 2020 for the underlying macro-economic
factors. Based on simulations, the management
overlay also accounts for a potential transfer to
Stage 2: if the simulation indicates a rating deteri-
oration beyond the threshold for a significant
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increase in credit risk, the exposure is allocated

to Stage 2. Any excess of LTV beyond 90 % was
assumed as an additional qualitative criterion for a
stage transfer. Overall, the deterioration in eco-
nomic forecasts will lead to an expected increase
of around 50% in the probability of default in the
commercial property finance portfolio, and to a
net change of around 60 % in the loss allowance
in Stage | and Stage 2, relative to the level of loss
allowance as at the 2019 year-end.

Where defaulted financings (Stage 3) were con-
cerned, due to the impact of Covid-19, it was not
always possible to obtain new appraisals where
there were indications for a fluctuation in value.
Specifically, retail properties were closed well into
the second quarter — with hotels being closed
beyond this period in some cases. A review of the
value of these properties was conducted internally
by the Bank. The outcome of this review was in-
cluded in the valuation scenarios] and taken into
account in the calculation of loss allowance, in
the form of an additional management overlay. We
applied this approach analogously to defaulted
property loans whose measurement losses are re-
flected in net gain or loss from financial instruments
(fvpl), due to failure to meet the SPPI criterion.

Furthermore, in spite of the adverse circumstances
caused by the lockdown in Italy, we managed to
successfully continue our accelerated de-risking
exercise, selling two defaulted loan exposures total-
ling € 141 million in July 2020 in this connection.
The related charge of € 9 million was already
absorbed in loss allowance for the second quarter.

Net commission income amounted to € 111 million
(HT 2019: € 110 million).

The net derecognition gain of € 16 million (HI 2019:
€ 27 million) was attributable to market-driven
effects from early loan repayments, and to repur-
chases in the Treasury business, as part of market
support measures. The higher figure for the previ-
ous year reflected structural adjustments to our
securities portfolio following the acquisition of former
Disseldorfer Hypothekenbank AG (Diisselhyp).

The net loss from financial instruments (fvpl)

and from hedge accounting totalled € -5 million
(H1 2019: net loss of € -1 million), largely reflecting
the above-described credit-risk induced measure-
ment losses of defaulted property loans which are
reflected in net gain or loss from financial instru-
ments (fvpl), due to failure to meet the SPPI criterion.

In spite of rising expenses in connection with
Aareon’s growth, administrative expenses declined
to € 238 million (H1 2019: € 256 million), also due
to cost savings incurred in connection with the Covid-
19 crisis. The previous year’s figure still included
running costs and integration expenses incurred in
conjunction with the integration of Disselhyp.

Net other operating income/expenses of

€ -10 million (H1 2019: € | million) was burdened
by the impairment of a property held by the Bank,
which was based on an internal valuation review,

taking our Covid-19 scenario into account.

Overall, this resulted in consolidated operating
profit of € 13 million (HI 2019: € 122 million).
Taking into consideration tax income of € 3 million
(income taxes were positively influenced by the
capitalisation of deferred taxes from unused loss
carryforwards) and non-controlling interest income
of € I million, consolidated net income attributable
to shareholders of Aareal Bank AG amounted to
€ 15 million (H1 2019: € 80 million) Incorporating
the pro-rata accrual of net interest payable on the
AT bond, consolidated net income allocated to
ordinary shareholders stood at € 7 million (HI 2019:
€ 72 million). Earnings per ordinary share amounted
to € 0.11 (2018: € 1.20) and return on equity
(RoE) before taxes stood at 0.0 % (2018: 8.8 %).

Structured Property Financing segment
Operating profit in the Structured Property Financing
segment amounted to € 6 million in the first half
of 2020 (H1 2019: € 139 million).

Net interest income of € 226 million was down
on the previous year (€ 276 million), mainly due
to a year-on-year decline in the loan and securities
portfolios. This was attributable to the previous
year’s accelerated de-risking involving defaulted
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Structured Property Financing segment result

LINELERIVNTL 0208 1 Jan-30 Jun 2019

€mn

Net interest income 226 276
Loss allowance 106 28
Net commission income 3 4
Net derecognition gain or loss 16 27
Net gain or loss from financial instruments (fvpl) -7 0
Net gain or loss from hedge accounting 2 -1
Administrative expenses 117 140
Net other operating income/expenses -11 1
Operating profit 6 139
Income taxes =5 47
Segment result 11 92

loans, a larger exposure to a single borrower and
securities in ltaly, as well as to lower new business,
on account of Covid-19. The adjusted transfer
pricing and the increased interest rate on residual
deposits of the Consulting/Services Bank seg-
ment from | January onwards led to a decline
(see Note 26 of the consolidated interim financial
statements for the first half of 2020).

Loss allowance of € 106 million (H1 2019:

€ 28 million) was recognised, largely due to the
adverse economic effects related to the Covid-19
pandemic. Please refer to the section on the Group’s
financial performance in the Group Management
Report regarding calculation details.

The net derecognition gain of € 16 million

(H1 2019: € 27 million) was attributable to market-
driven effects from early loan repayments, and to
repurchases in the Treasury business, as part of
market support. The higher figure for the previous
year reflected structural adjustments to our secu-
rities portfolio following the acquisition of former
Dusseldorfer Hypothekenbank AG (Dusselhyp).

The net loss from financial instruments (fvpl)

and from hedge accounting totalled € -5 million
(H1 2019: net loss of € -1 million), largely reflect-
ing credit-risk induced measurement losses of
defaulted property loans which are reflected in net

gain or loss from financial instruments (fvpl), due
to failure to meet the SPPI criterion.

The decline in administrative expenses, to

€ 117 million (HI 2019: € 140 million), was due
to cost savings in connection with the Covid-19
crisis. The previous year’s figure still included
running costs and integration expenses incurred in
conjunction with the integration of Disselhyp.

Net other operating income/expenses of

€ -11 million (H1 2019: € | million) was burdened
by the impairment of a property held by the Bank,
which was based on an internal valuation review,
taking our Covid-19 scenario into account.

Overall, operating profit for the Structured Property
Financing segment was € 6 million (HI 2019:

€ 139 million). Taking into consideration income
taxes of € -5 million (HI 2019: € 47 million),
which were positively impacted by the capitalisation
of deferred taxes from unused loss carryforwards,
the segment result for the first half of the year
amounted to € 11 million (HI 2019: € 92 million).

Consulting/Services Bank segment

The € 20 million year-on-year improvement in net
interest income for the Consulting/Services Bank
segment was due primarily to adjusted transfer
pricing and the increased interest rate on residual
deposits from | January 2020 onwards (see Note 26
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of the consolidated interim financial statements for
the first half of 2020). Net interest income contin-
ues to be burdened by the negative margin from
the deposit-taking business due to the persistently
low level of interest rates.

Net commission income of € 12 million showed
positive development (HI 2019: € 10 million).

Administrative expenses fell slightly to € 35 mil-
lion (H1 2019: € 37 million).

Overall, segment operating profit for the first half

of 2020 was € -3 million (HI 2019: € -34 million).

Taking income taxes into consideration, the seg-
ment result amounted to € -2 million (H1 2019:
€ -23 million).

Aareon segment

Net commission income including CalCon Group
amounted to € 102 million (H1 2019: € 10l million)
and was thus slightly up despite the Covid-19 pan-
demic.

Administrative expenses rose to € 92 million
(H1 2019: € 84 million), due to business ex-
pansion (including CalCon Group) and strategic
investments.

Overall, segment operating profit for the first half
of 2020 was € 10 million (H1 2019: € 17 million).
Taking income taxes into consideration, the seg-
ment result for the first half of the year amounted
to € 7 million (H1 2019: € 12 million).

Consulting/Services Bank segment result

LINELERIVAT 20208 1 Jan-30 Jun 2019

€mn

Net interest income 20 -6
Net commission income 12 10
Net gain or loss from financial instruments (fvpl) 0 -
Administrative expenses 35 37
Net other operating income/expenses 0 -1
Operating profit -3 -34
Income taxes =il -11
Segment result -2 -23

Aareon segment result

1 Jan-30 Jun 2019

€mn

Net interest income = -1
Loss allowance 0 0
Net commission income 102 101
Net gain or loss from financial instruments (fvpl) 0 -
Net gain or loss from investments accounted for using the equity method 0 0
Administrative expenses 92 84
Net other operating income/expenses 1 1
Operating profit 10 17
Income taxes 5
Segment result 12
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Financial position

Consolidated total assets of Aareal Bank Group
increased to € 45.3 billion as at 30 June 2020
(31 December 2019: € 41.1 billion), reflecting the
use of targeted longer-term refinancing operations
(TLTROs): this led to increases in cash funds and
money-market liabilities.

Property financing portfolio

The volume of Aareal Bank Group’s property
financing portfolio” stood at € 25.6 billion as at
30 June 2020, down by approx. 1.2 percentage

points from the 2019 year-end level (€ 25.9 billion).

At the reporting date (30 June 2020), Aareal Bank
Group’s property financing portfolio was com-
posed as shown below, compared to year-end 2019.

Portfolio allocation by region and continent changed
only selectively compared to the end of the pre-
vious year. Whilst the portfolio share of exposures
in North America rose by around 1.5 percentage
points, it declined in Western Europe by around
2.6 percentage points, remaining relatively stable
for all other regions.

The breakdown of the portfolio by property type
did not change significantly during the reporting

Balance sheet structure as at 30 June 2020 (31 December 2019)

€bn
50
45 —— _— —
7.1 (2.8) Cash funds and money R
40 market receivables 8.4 (3.6) Money market liabilities
35 8.7 (8.8) Securities portfolio .
(capital market receivables) 10.3 (9.7) Deposits from the
30 housing industry
25
20 ) . \
25.6 (2‘5:9) Property financing 23.6 (24.8) Long-term funding
15 portfolio? (capital market liabilities) and equity
10
5

3.9 (3.6) Other

3.0 (3.0) Other

Assets Equity and liabilities

2 Excluding € 0.4 billion in private client business (31 December 2019: € 0.4 billion) and € 0.3 billion
in local authority lending business by the former Westdeutsche ImmobilienBank AG (Westimmo)
(81 December 2019: € 0.4 billion), and excluding loss allowance

period. The share of hotel properties increased

by around | percentage point compared to year-
end 2019, whilst the share of residential and retail
properties was reduced by approximately | per-
centage point each. The share of office and logistics
properties as well as other financings in the overall
portfolio remained almost unchanged compared
to the year-end 2019.

Property financing volume? (amounts drawn)
by region (%)

M 30 Jun 2020 (100% = € 25.6bn) M 31 Dec 2019 (100 % = € 25.9bn)

40.0

35.0

30.0

25.0

20.0

15.0

| H |
5.0
| |2 An mm

Northern
Europe

Western
Europe

Germany

Southern
Europe

North
America

Eastern Asia/Pacific

Europe

" Excluding former Westimmo's private client business and local authority lending business
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Average LTV of property financing”

by region (%) M 30 Jun 2020 M 31 Dec 2019
70.0
60.0
50.0
40.0
30.0
20.0
10.0
Germany Western Northern Southern Eastern North Asia/Pacific
Europe Europe Europe Europe America

Note that the loan-to-value ratios are calculated on the basis of drawdowns and market values, including supplementary collateral with sustainable
value, excluding defaulted property financings. Besides the portfolio changes, this also incorporates changes in value from updated appraisals;
due to the impact of Covid-19, however, only a very limited number of such appraisals was available on 30 June 2020 (cf. Note 22 of the consoli-
dated interim financial statements for the first half of 2020). The LtV ratios shown in the chart do not yet incorporate the expected changes in the
collateral values of financed properties, as applied within the framework of the management overlay for determining loss allowance.

Property financing volume" (amounts drawn)

by type of property (%) M 30 Jun 2020 (100% = € 25.6bn) M 31 Dec 2019 (100 % = € 25.9bn)
35.0
30.0
25.0
20.0
15.0
10.0
| — 1
=
Office Retail Hotel Logistics Residential Other

Average LTV of property financing”

by type of property (%) M 30 Jun 2020 M 31 Dec 2019
70.0
60.0
50.0
40.0
30.0
20.0
10.0
Office Retail Hotel Logistics Residential Other

Note that the loan-to-value ratios are calculated on the basis of drawdowns and market values, including supplementary collateral with sustainable
value, excluding defaulted property financings. Besides the portfolio changes, this also incorporates changes in value from updated appraisals;
due to the impact of Covid-19, however, only a very limited number of such appraisals was available on 30 June 2020 (cf. Note 22 of the consoli-
dated interim financial statements for the first half of 2020). The LtV ratios shown in the chart do not yet incorporate the expected changes in the
collateral values of financed properties, as applied within the framework of the management overlay for determining loss allowance.

" Excluding former Westimmo's private client business and local authority lending business
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All in all, the high degree of diversification by
region and property type within the property
financing portfolio was maintained during the
period under review.

Treasury portfolio
Aareal Bank holds a high-quality treasury portfolio:

Key aspects taken into account for portfolio man-
agement are good credit quality and the related
value stability, as well as a high degree of liquidity,
depending on the intended use.

As at 30 June 2020, the total nominal volume
of the Treasury portfolio" was € 7.2 billion (31 De-
cember 2019: € 7.3 billion).

The portfolio comprises the asset classes public-
sector borrowers, covered bonds and bank bonds
(financials), with the public-sector asset class
accounting for the biggest portion of the portfolio
(currently approximately 98 %).

The high creditworthiness requirements are also
reflected in the rating breakdown in the portfolio.
99.9 % of the portfolio has an investment grade
rating?, and 81 % of the positions have an AAA to
AA- rating.

The portfolio currently comprises almost exclu-
sively (98 %) securities denominated in euros and
its average remaining term on the reporting date
was 6.6 years.

Financial position

Funding and equity

Funding

Aareal Bank Group has remained very solidly
funded throughout the first half of the 2020 financial
year: Total long-term funding as at 30 June 2020
stood at a nominal amount of € 19.3 billion

(31 December 2019: € 20.6 billion), comprising
Pfandbrief issues as well as senior unsecured and
subordinated issues.

As at the reporting date, Aareal Bank also had
€ 10.3 billion at its disposal in deposits generated

Capital market funding mix as at 30 June 2020

% Total volume (nominal): € 19.3bn

Subordinated capital 6 %

Senior Preferred 9%

Public-sector
Pfandbriefe 9 %

Senior Non-Preferred
26%

Mortgage bonds
50%

from the business with the housing industry

(31 December 2019: € 9.7 billion). Money market
liabilities, including targeted longer-term refinancing
operations (TLTROs) of Deutsche Bundesbank,
amounted to € 8.4 billion (31 December 2019:

€ 4.6 billion).

Aareal Bank Group placed € 0.5 billion on the
capital market during the first half of 2020,
comprising € 0.4 billion senior preferred and
€ 0.1 billion non-preferred issues. Aareal Bank
Group raised € 4.3 billion as part of TLTRO 3.

Since we conduct our business activities in a
range of foreign currencies, we have secured our
foreign currency liquidity over the longer term by
means of appropriate measures.

Equity

Aareal Bank Group’s total equity as disclosed in
the statement of financial position amounted to

€ 2,847 million as at 30 June 2020 (31 December
2019: € 2,861 million), comprising € 300 million
for the Additional Tier | (AT 1) bond. Please also
refer to the statement of changes in equity, and to
our explanations in Note 21 of the consolidated
interim financial statements for the first half of 2020.

' As at 30 June 2020, the securities portfolio was carried at
€ 8.7 billion (31 December 2019: € 8.8 billion).
2 The rating details are based on the composite ratings.
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Regulatory indicators"?

31 Dec 2019
€mn
Common Equity Tier 1 (CET1) 2,318 2,191
Tier 1 (T1) 2,618 2,491
Total capital (TC) 3,457 3,343
in %
Common Equity Tier 1 ratio (CET1 ratio) 19.8 19.6
Tier 1 ratio (T1 ratio) 22.4 22.3
Total capital ratio (TC ratio) 29.5 29.9
Common Equity Tier 1 ratio (CET1 ratio) — Basel IV (estimate) —% 14.2 13.5

' Aareal Bank AG utilises the rules set out in section 2a of the KWG in conjunction with Article 7 of the CRR, pursuant to which regulatory
indicators of own funds may only be determined at Group level. In this respect, the following disclosures relate to Aareal Bank Group.

2 31 December 2019: excluding dividends for 2019 (in line with original proposal for appropriation of profits) and incorporating the pro rata
accrual of net interest payable on the AT1 bond
30 June 2020: including dividends for 2019 from the original proposal for the appropriation of profits and including interim profits for 2020,
deducting the pro-rata dividend in line with the dividend policy, and incorporating the pro rata accrual of net interest payable on the AT1 bond.
The expected relevant impact of the TRIM exercise on commercial property financings, of the SREP recommendations concerning the NPL
stock as well as the ECB's NPL guidelines for exposures newly classified as NPLs, were taken into account.

9 Underlying estimate, given a 72.5 % output floor based on the final Basel Committee framework dated 7 December 2017. The calculation of
the material impact upon Aareal Bank is subject to the outstanding EU implementation as well as the implementation of additional regulatory
requirements (CRR Il, EBA requirements etc.).

Analysis of risk-weighted assets (RWA)

RWA amounts  Capital requirements
30 Jun 2020 30 Jun 2020 31 Dec 2019 31 Dec 2019
€mn
Credit risk 9,554 764 8,774 702
Credit Risk Standard Approach (CRSA) 531 42 595 48
Of which the advanced IRB (AIRB) approach 8,209 657 7,388 591
Equity under the IRB approach based on the
simple risk-weighted approach 815 65 791 63
Counterparty credit risk 526 42 486 39
Mark to market 308 25 283 23
Risk exposure amount from contributions to the
default fund of a central counterparty 0 0 0 0
Credit Valuation Adjustment 218 17 203 16
Market risk 34 3 61 5
Operational risk 1,236 99 1,489 119
Basic indicator approach 29 2 44 4
Standard approach 1,207 97 1,445 116
Other receivables (e.g. deferred tax assets) 352 28 385 31
Total 11,702 936 11,195 896
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The regulatory measurement of risk-weighted

assets (RWAs) in the area of credit risks is based on
both the Advanced Internal Ratings-Based Approach
(AIRBA), and on the standardised approach (CRSA).

Risk Report

Aareal Bank Group Risk Management

The Group Management Report 2019 contains a
comprehensive description of Aareal Bank Group’s
risk management approach, including the corre-
sponding organisational structure and workflows
in the lending and trading businesses, as well as
the methods and procedures used for measuring
and monitoring risk exposure. Within the scope of
the present Interim Report, we briefly reiterate the
key elements of our risk management, also outlin-
ing material developments during the period under
review. The business policy set by the Management
Board, and duly acknowledged by the Supervisory
Board, provides the conceptual framework for
Aareal Bank Group’s risk management. Taking this
as a basis, and strictly considering the Bank’s
risk-bearing capacity, we have formulated detailed
strategies for managing the various types of risk.
These risk strategies, as well as the Bank’s busi-
ness strategy, are adapted to the changed environ-
ment at least once a year, adopted by the Manage-
ment Board, and duly acknowledged by the Super-
visory Board. Appropriate risk management and
risk control processes are deployed to implement
the risk strategies, and to ascertain the Bank’s
ability to bear risk. A monthly internal risk report
is prepared for all material types of risk, and sub-
mitted to the Bank’s Management Board and Super-
visory Board. The Management has responded

to the Covid-19 crisis in a comprehensive manner:
the Pandemic Committee established contin-
uously ascertained (IT) operations, including re-
quired hygiene and distancing rules. Staffing levels
as well as technical equipment have proven to be
effective during the crisis, which involved longer
hours of working from home. Specific Covid-19
scenarios were developed at an early stage, in order
to simulate the potential impact applying different

parameters. Reporting frequencies were adjusted
as required. The prevailing situation was discussed
continuously with all affected stakeholders in the
respective bodies. Furthermore, given the changed
economic conditions due to the Covid-19 pan-
demic, we have initiated an event-driven review of
our Risk Appetite Framework (including individual
risk strategies), which is scheduled to be completed
during the third quarter.

Risk-bearing capacity and risk limits

The Bank’s ability to carry and sustain risk (as
determined within the ICAAP framework) is a core
determining factor governing the structure of its
risk management system. To ensure its uninter-
rupted risk-bearing capacity, Aareal Bank Group has
adopted a dual management approach comprising
two complementary perspectives: the normative
and the economic perspective.

The normative perspective aims to ensure Aareal
Bank Group’s ability to fulfil all of its regulatory
requirements over a multi-year period. This per-
spective thus accounts for all material risks which
may impact upon relevant regulatory indicators
over the multi-year planning period.

The normative ICAAP perspective is embedded
into Aareal Bank Group’s planning process, which
— in particular — also includes capital planning.
Group planning covers three planning years, it
comprises both baseline and adverse scenarios.
Results of Group planning are shown as a projected
consolidated income statement for Aareal Bank
Group. Planning also encompasses the balance
sheet structure, as well as key regulatory indicators,
plus additional internal management indicators.

Besides the planning process itself, intra-year
computation adjustments to Aareal Bank Group’s
planning process also include the ongoing moni-
toring of management indicators as well as check-
ing whether limits in the normative perspective

are being complied with. Management indicators
in the normative perspective (which are being moni-
tored, and for which limits have been set) com-
prise various regulatory ratios.
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We are using the ICAAP economic perspective,
whose purpose is to safeguard Aareal Bank Group’s
economic substance and thus, in particular, to
protect creditors against economic losses. We pre-
dominantly employ proprietary procedures and
methods (agreed upon with regulators) in order to
identify and quantify potential economic losses,
and to determine the required capital backing.

The purpose of internal capital is to serve as a risk-
bearing component under the economic perspective.
Within Aareal Bank Group, the current regulatory
Tier 1 capital serves as the basis for determining
economic aggregate risk cover. Accordingly, available
internal capital comprises Common Equity Tier |
(CET1) capital, supplemented by Additional Tier |
(AT1) capital. Tier 2 capital, as well as projected
results to be incurred during the risk analysis hori-
zon, are not taken into account.

Moreover, the value-oriented approach adopted
under the economic perspective requires suitable
adjustments to be made to regulatory Tier | capital,
in order to bring aggregate risk cover into line
with the economic assessment. Specifically, this
may entail adjustments regarding conservative valu-
ation, or a management buffer.

Aareal Bank Group consistently applies a period
of 250 trading days as a risk analysis horizon, as
well as for the holding period as part of risk models
under the economic perspective. To the extent that
risks are measured on the basis of quantitative risk
models, a uniform observation period of at least
250 trading days (or at least one year) is applied
to the risk parameters used. The appropriateness
of model assumptions is verified within the scope
of validating the corresponding risk models and
parameters.

Looking at correlation effects between material
types of risk within the framework of the economic
ICAAP perspective, Aareal Bank Group has opted
for aggregation of risk levels; accordingly, no
risk-mitigating correlation effects are being taken
into account. Where we measure risks on the
basis of quantitative risk models for the purposes
of calculating risk-bearing capacity, these are
fundamentally based on a confidence interval of
99.9 %. Please refer to the corresponding sub-
section for specifics of market price risk.

Limits for specific risk types are determined in
such a manner that aggregate limits do not exceed
economic aggregate risk cover, less a risk buffer

Risk-bearing capacity of Aareal Bank Group (ICAAP - economic perspective)

31 Dec 2019
€mn
Tier 1 (T1) capital 2,618 2,491
Economic adjustments -128 -110
Aggregate risk cover 2,490 2,381
Utilisation of aggregate risk cover
Loan loss risks 574 525
Interest rate risk in the banking book (IRRBB) 185 93
Market risks 538 360
Operational risks 102 123
Investment risks 38 30
Property risks 74 60
Business and strategic risks 66 81
Total utilisation 1,577 1,272
Utilisation (% of aggregate risk cover) 63 % 53 %
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designed to cover risks not explicitly covered by
limits (e.g. those risks which cannot be sensibly
quantified), and to also absorb other fluctuations
of internal capital over time. Individual limits are
set on the basis of existing risk exposures and
historical levels of potential risks, and to an extent
that is in line with the Bank’s business and risk
strategy. Specific limits have been set in a way that
each limit is sufficient for utilisation in line with
planned business development, as well as for com-
mon market fluctuations.

A detailed monthly report provides information
regarding the utilisation of individual limits for the
material types of risk, as well as on the overall
limit utilisation. These are monitored as part of
daily reporting. No limit breaches were detected
during the period under review. Higher market vol-
atility caused by the Covid-19 pandemic triggered
isolated transgressions of early warning thresholds:
this indicates that the limit system is adequately
calibrated and shows its steering effect, in the sense
of being responsive to significant changes in over-
all conditions. Corresponding countermeasures
have been taken; the overall utilisation of risk cover
shows that capitalisation is adequate.

Utilisation of risk limits developed during the
course of the year as shown in the chart beside.

Since risk cover potential is an inadequate measure
to assess the risk-bearing capacity for liquidity risk,
we have defined special tools for managing this
type of risk. These tools are described in detail in
the section "Liquidity risks”.

Loan loss risks
Definition

Aareal Bank defines loan loss risk as the risk of
losses being incurred due to (i) a deterioration in
a business partner’s credit quality (migration risk);
(i) a business partner defaulting on contractual
obligations; (iii) collateral being impaired; or (iv) a
risk arising upon realisation of collateral. Both
credit business and trading activities may be sub-

Utilisation of aggregate risk cover

during the course of 2020, € mn

Unallocated aggregate risk cover W Utilisation

3,000

2,381 2,381 2,396 2,481 2,481 2,481 2,490

2,500

2000 — R RRERBEEEBRSSe—

Dec 2019 Jan 2020 Feb 2020 Mar2020 Apr2020 May 2020 Jun 2020

ject to counterparty credit risk. Counterparty credit
risk exposure from trading activities may refer to
risk exposure vis-a-vis counterparties or issuers.
Country risk is also defined as a form of counter-
party credit risk.

Risk measurement and monitoring

Regulatory requirements are taken into account for
the organisation of Aareal Bank’s operations and
workflows in the credit and trading businesses.

Processes in the credit and trading businesses are
designed to consistently respect the clear functional
division of Sales units ("Markt”) and Credit Manage-
ment ("Marktfolge”), up to and including senior
management level. The independent Risk Controlling
division is responsible for identifying, quantifying
and monitoring all material risks at portfolio level,
and for maintaining a targeted risk reporting system.

Aareal Bank employs different risk classification
procedures tailored to the requirements of the
respective type of business for the initial, regular,
or event-driven assessment of counterparty credit
risk. Forward-looking as well as macro-economic
information is taken into consideration for risk
classification procedures, and in the valuation of
collateral. The respective procedures and para-
meters are subject to permanent review and ad-
justment. Responsibility for development, quality
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assurance, and monitoring implementation of
procedures, is outside the Sales units.

Against the background of the Covid-19 pandemic,
special attention is currently paid to macro-eco-
nomic forecasts. In the context of this ongoing
review, we also rely on projections published by
the ECB, apart from those issued by our usual data
providers. Yet estimation uncertainties are currently
much higher than usual, as the pandemic has pro-
voked a situation unprecedented in recent history.
Data and experience are therefore both lacking.

Methods used to measure, control and monitor
concentration and diversification effects on a port-
folio level include two different credit risk models.
Based on these models, the Bank’s decision-makers
are regularly informed of the performance and risk
content of property financing exposures, and of
business with financial institutions. The models in
question allow the Bank to include in particular,
rating changes and correlation effects in the assess-
ment of the risk concentrations.

Within the process-oriented monitoring of indi-
vidual exposures, the Bank uses various tools to
monitor exposures on an ongoing basis: besides

the tools already described, this includes rating
reviews, the monitoring of payment arrears, and
the regular, individual analysis of the largest ex-
posures. The intensity of loan coverage is oriented
upon the credit risk exposure. Intensified hand-
ling triggers recognition of loss allowance, in the
amount of lifetime expected credit loss for the
financial instrument concerned (Stage 2).

Against the background of the Covid-19 pandemic,
Aareal Bank has established contact with national
and international property financing clients with
mandatory rating, and has amended contractual
arrangements to clients” updated business plans,
to the extent possible. Given the lock-down, this
primarily affected financings of hotels and shopping
centres, as well as involving waivers of certain
contractual agreements without impact on pay-
ments (covenants) affecting lending volume of

€ 5.8 billion. Our clients and sponsors have pro-
vided a significant portion of the required liquidity
from their own resources. In addition, funds ob-
tained from government assistance were used and
a few clients reduced their exposures. Aareal Bank
supported clients by granting forbearance facilities
totalling € 76 million as well as liquidity facilities
of € 84 million, concerning lending volume of

Breakdown of on-balance sheet and off-balance sheet business (gross carrying amounts)

by rating procedure, € bn

Loans and advances

not requiring a rating* € 0.4bn
Loans and advances
to financial institutions

€4.0bn €2.4bn

30 Jun 2020 | 31 Dec 2019

Loans and advances
not requiring a rating* € 0.5bn

Loans and advances
to financial institutions

Loans and advances
to sovereign states
and local authorities
€7.7bn

Loans and advances
to sovereign states
and local authorities
€7.8bn

Commercial property
finance business

with mandatory rating
€26.7bn

Commercial property
finance business

with mandatory rating
€26.8bn

*Including the private client business of former Westimmo
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€ 5.3 billion. The gross carrying amount of on-
balance sheet lending business under government
moratoria amounted to € 50 million, whilst the
gross carrying amount of on-balance sheet lending
business subject to Covid-19-related forbearance
measures amounted to € 150 million.

When accounting for these measures, we have
taken the recommendations made by the IASB, and
by relevant regulatory authorities such as the EBA,
the ECB and ESMA, into consideration — with the
objective of providing a realistic assessment of
expected losses without overstating short-term
effects (e.g. from the lock-down). Accordingly, any
measures implemented as a result of Covid-19

do not automatically result in a significant credit
deterioration or in a default; instead, each individ-
ual case is reviewed separately. We have adjusted
our processes accordingly. All measures related

to Covid-19 were approved by the CRE Credit Risk

Committee; they are reported to the Management
Board on a regular basis and are closely monitored.

The following tables provide a breakdown of
gross carrying amounts of on-balance sheet as
well as off-balance sheet credit business, money-
market business, and capital markets business,

by rating class and loss allowance stages, in line
with credit risk management at Group level.
Whilst the impact of the Covid-19 pandemic has
already led to an increase in Stage 2 loss allow-
ance, this does not yet reflect any anticipated rating
changes or stage deteriorations given the manage-
ment overlay applied to portfolio-based loss allow-
ance. Figures are based on Aareal Bank Group’s
internal default risk rating classes. The default
definition follows the definition pursuant to Article
178 of the CRR, which is decisive for manage-
ment purposes.

On-balance sheet commercial property finance business with mandatory rating

30 Jun 2020 31 Dec 2019

Stage 1 Stage 2 Stage 3 fvpl" Total Stage 1 Stage 2 Stage 3 fvpl? Total
€mn
Class 1
Class 2 62 62 62 62
Class 3 542 542 430 2 432
Class 4 1,402 29 1,431 1,368 1,368
Class 5 3,015 217 3,232 3,447 495 3,942
Class 6 4,373 19 64 4,456 4,300 20 64 4,384
Class 7 3,553 262 3,815 3,872 75 3,947
Class 8 4,948 32 93 5,073 6,051 35 209 6,295
Class 9 4,179 128 14 4,321 2,936 56 2,992
Class 10 868 201 1,069 860 344 1,204
Class 11 282 341 623 174 174
Class 12 1 76 77 1 16 17
Class 13 60 60
Class 14
Class 15
Defaulted 981 130 1,111 935 149 1,084
Total 23,225 797 981 809 25,812 23,501 475 935 1,050 25,961

" fvpl = at fair value through profit and loss (in accordance with IFRSs)
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Off-balance sheet commercial property finance business with mandatory rating

30 Jun 2020 31 Dec 2019

Stage 1 Stage 2 Stage 3 fvpl" Total Stage 1 Stage 2 Stage 3 fvpl" Total
€mn
Classes 1-2
Class 3 22 22
Class 4 47 47 25 25
Class 5 44 10 54 63 17 80
Class 6 242 242 17 117
Class 7 108 24 132 141 25 166
Class 8 274 4 278 271 4 275
Class 9 138 138 101 101
Class 10 27 27 34 34
Class 11 25 25 1 1
Classes 12-15
Defaulted 1 1 2
Total 905 4 1 34 944 775 4 42 823
" fvpl = at fair value through profit and loss (in accordance with IFRSs); commitments for loan portions earmarked for syndication
On-balance sheet loans and advances to financial institutions

30 Jun 2020 31 Dec 2019

Stage 1 Stage 2 Stage 3 fvpl? Total Stage 1 Stage 2 Stage 3 fvpl? Total
€mn
Class 1 859 859 815 815
Class 2
Class 3 174 174 172 172
Class 4 1,143 1,143 82 82
Class 5 50 50 49 49
Class 6
Class 7 1,329 1,329 836 836
Class 8 364 364 417 417
Class 9 36 0 36 35 35
Class 10 31 31 26 26
Classes 11-18
Defaulted
Total 3,986 - - 0 3,986 2,432 - - - 2,432

" fvpl = at fair value through profit and loss (in accordance with IFRSs)
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On-balance sheet loans and advances to sovereign states and local authorities

30 Jun 2020 31 Dec 2019

Stage 1 Stage 2 Stage 3 fvpl" Total Stage 1 Stage 2 Stage 3 fvpl? Total
€mn
Class 1 2,661 2,661 2,505 2,505
Class 2 2,826 27 2,853 2,680 65 2,745
Class 3 618 60 678 739 67 806
Class 4 51 51 100 100
Class 5 38 38 176 176
Class 6 177 177 262 262
Class 7 153 153 189 189
Class 8 6 6 6 6
Class 9 964 119 1,083 925 125 1,050
Classes 10-20
Defaulted
Total 7,494 119 - 87 7,700 7,582 125 132 7,839

" fvpl = at fair value through profit and loss (in accordance with IFRSs)

Monthly reporting covers the material aspects of
credit risk; it is supplemented by detailed informa-
tion — which also fully covers specific credit port-
folio developments (broken down by country, prop-
erty and product type, risk classes, and collateral
categories, for example), in line with regulatory
requirements — at least on a quarterly basis. Risk
concentrations are being taken into account in
particular.

Trading activities are restricted to counterparties
for whom the requisite limits are in place. All
trades are immediately taken into account for the
purposes of borrower-related limits. Compliance
with limits is monitored in real time by Risk Con-
trolling. Persons holding position responsibility

are informed about relevant limits and their current
usage, regularly and without delay.

In principle, Aareal Bank pursues a "buy and
manage” strategy in managing its credit portfolio —
with the primary objective of holding the majority
of loans extended on its balance sheet until ma-
turity; at the same time, targeted exit measures
(including accelerated de-risking) are deployed for

actively managing the portfolio and the risks
involved.

In summary, during the period under review, the
existing set of tools and methods continued to
enable the Bank to adopt suitable risk management
or risk mitigation measures, where required, with-
out any undue delay.

Country risks

Our comprehensive approach to risk management
also includes measuring and monitoring country
risk exposure. When defining country risk, in addi-
tion to the risk of sovereign default or default of
state entities, Aareal Bank also considers the risk
that a counterparty could become unable to meet
its payment obligations as a result of government
action, despite being willing and able to pay, due
to restrictions being imposed on making payments
to creditors (transfer risk). Country risk exposure

is managed using a cross-divisional process. The
respective country limits are determined on the
basis of a country risk assessment by the Bank’s
senior management. The Risk Controlling division

27



Interim Group Management Report Risk Report

Aareal Bank Group - Interim Report 11/2020

is responsible for the continuous monitoring of
country limits and limit utilisation, and for periodical
reporting.

Interest rate risk in the banking book
Definition

Interest rate risk in the banking book (IRRBB) is
defined as the risk exposure of instruments held in
the banking book which are sensitive to changes
in interest rates, caused by yield curve shifts.

Specifically, for Aareal Bank this includes:

e risks arising from maturity transformation in the
event of yield curve shifts (so-called gap risk),
which, in turn, are broken down into:

— risks from cash flows which are sensitive
to interest rates, relative to the general yield
curve (interest rate risk or repricing risk);

— risks arising from the valuation of future
cash flows, relative to the general yield curve
(yield curve risk);

e risks from cash flows which are sensitive to
interest rates, in terms of spreads to the general

yield curve (basis risk);

e risks from explicit and implied options
(option risk);

e risks arising from changing valuation of pension
liabilities (pension risk);

e risks from fluctuations in the value of fund
assets (fund risk); and

¢ risks from changes in Aareal Bank’s specific
funding spreads (funding risk).

Risk measurement and monitoring

Risk Controlling informs the members of the
Management Board responsible for Treasury and

risk monitoring about the risk position and the
exposure to interest rate risk in the banking book
on a daily basis.

The VaR concept has been broadly accepted as
the predominant method for measuring economic
interest rate risk in the banking book. VaR quanti-
fies risk as the maximum loss that will occur within
a certain period of time, and given a defined
probability.

A variance-covariance approach (delta-normal
method) is used throughout the Group to deter-
mine the VaR indicator. Determined on a daily
basis for the Group and all its operating units, the
VaR figure takes into account the correlation be-
tween individual risk types. Statistical parameters
used in the VaR model are calculated directly from
a 250-day historical data pool maintained within
the Bank. The loss potential is determined applying
a 99.9 % confidence interval under the economic
perspective.

By their very nature, VaR calculations are based
on numerous assumptions regarding the future
development of the business, and the related cash
flows. Key assumptions used include current ac-
count balances and deposits at notice which are
factored into calculations for a period of up to five
years, using the average residual amount of deposits
observed in the past. Loans are taken into account
using their fixed-interest period (for fixed-rate ex-
posures), or using their expected maturity (variable-
rate exposures). Aareal Bank Group’s consolidated
equity is not taken into account as a risk-mitigating
item. This tends to overstate VaR, demonstrating
our goal to pursue a conservative approach adopted
in our risk measurement processes.

Market risks

Definition

Market risks are broadly defined as the threat of
losses due to changes in market parameters; this

refers to market risks which are not assigned to
the IRRBB. In particular, this also encompasses any
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type of spread risk exposure of instruments held
in the banking book which are sensitive to changes
in interest rates, and which are neither included

in IRRBB nor in counterparty credit risk. Specifically,
for Aareal Bank this includes:

e risks resulting from fluctuations of spot foreign
exchange (FX) rates (spot FX risk);

¢ risks resulting from fluctuations of forward
foreign exchange rates (forward FX risk); and

e risks from the regulatory review of the
trading book (Financial Risk in the Trading
Book — FRTB).

Being authorised to maintain a trading book,
Aareal Bank AG is the Group entity that is in a
position to assign transactions to the trading port-
folio as defined by the CRR. Given that no such
trades were concluded during the period under
review, trading book risks played a negligible role.

Commodities are irrelevant for the Bank’s business.

Exchange rate risks are largely eliminated through
hedges.

Additional elements of market risk are:

e valuation risks due to changes in credit spreads
(credit spread risk);

e specific price risks from the bond portfolio,
wherein the bonds are mainly sovereign bonds
(sovereign risk); and

e risks from adjustments to the credit valuation
of OTC derivatives (CVA risk).

To differentiate spread risks (credit spread risk and
sovereign risk) in terms of their credit risk expo-
sure, reported market risk is adjusted accordingly.

" Due to the Covid-19-induced exceptional situation on the internatio-

nal financial markets, a 99.5 % confidence interval was temporarily
applied within internal risk assessment from May 2020 onwards.

Risk measurement and monitoring

Risk Controlling informs the members of the
Management Board responsible for Treasury and
risk monitoring about the risk position and market
risk exposure on a daily basis.

The VaR concept has been broadly accepted as
the predominant method for measuring economic
market risk. VaR quantifies risk as the maximum
loss that will occur within a certain period of time,
and given a defined probability.

A variance-covariance approach (delta-normal
method) is used throughout the Group to determine
the VaR indicator. Determined on a daily basis

for the Group and all its operating units, the VaR
figure takes into account the correlation between
individual risk types. Statistical parameters used

in the VaR model are calculated directly from a
250-day historical data pool maintained within the
Bank. The loss potential is determined applying

2 99.9%" confidence interval;

Backtesting
The quality of forecasts made using statistical
models is checked through a monthly backtesting

Present values and 1-day VaR during the course of 2019/2020

€mn [[] Value at Risk (99.9 %, 1-day holding period) B PV change (1 day)

60.0
50.0

40.0

30.0
20.0 —
10.0 —

0.0

-10.0 —

-20.0 —

-30.0 |

-40.0

-50.0

O O O O O O O O 0O) O

O O
U U A% \% \% \% \% U A% A% \% \%

Ju Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun
2019 2019 2019 2019 2019 2019 2020 2020 2020 2020 2020 2020

29



Interim Group Management Report Risk Report

Aareal Bank Group - Interim Report 11/2020

process. The quality of the statistical procedure
used to measure risk is checked using a binomial
test, whereby daily profits and losses from market
fluctuations are compared with the upper pro-
jected loss limit (VaR) forecast on the previous day
(known as “clean backtesting”). In line with the
selected confidence interval of 99.9 %, only a
small number of events are expected to break out
of the VaR projection (=1 for a 250-day period).

The backtesting exercise shown on the page
before comprises all risk positions subject to daily
changes from the "Market risks” category.

Two negative outliers were observed at Group
level during the past 250 trading days, as a result
of volatility induced by the coronavirus in March;
this does not refute the long-term forecasting
quality of the VaR model we use.

Operational risks

The Bank defines operational risk as the threat

of losses caused by inappropriate internal pro-
cedures, human resources and systems (or their
failure), or through external events. This definition
also includes legal risks. To the extent that they
are caused by operational risks, model and reputa-
tional risks are also taken into consideration with-
in this type of risk. Systemic risks (or their impact
on operational risks) are not affected by this.

Aareal Bank’s legal department deals with any
litigation the Bank is involved in, as well as with
any legal issues of fundamental importance.

An analysis on the basis of instruments used has
not indicated any disproportionate operational
risk exposure for the Bank, nor were any material
risk concentrations evident.

Tools to control operational risk are supplemented
by a system to manage and monitor outsourced
activities and processes (outsourcing).

Investment risks

Aareal Bank defines investment risk as the threat
of unexpected losses incurred due to an impair-
ment of the investment’s carrying amount, or a
default of loans extended to investees. The concept
of investment risk also encompasses additional
risks arising from contingencies vis-a-vis the rele-
vant Group entities.

All relevant Group entities are subject to regular
audits, including a review and assessment of
their risk situation within the framework of risk
measurement and monitoring.

Property risks

We define property risk as the threat of unexpected
losses arising from changes in the value of prop-
erty held by the Bank, or by fully-consolidated sub-
sidiaries.

Due to the special character of property risk
(involving marketing risks, for example), special
methods and procedures are employed to deal
with property risk. All relevant property holdings
are subject to regular audits, including a review
and assessment of their risk situation. The effects
of the Covid-19 pandemic required an internal
valuation review for some properties — taking our
Covid-19 scenario into account — and the estima-
tion of the impact on attainable operating income.
This required an impairment to be recognised for
a property held by the Bank.

Business and strategic risks

Business and strategic risk is defined as the risk
of unexpected losses, usually brought about by a
decline in profits due to income falling short of
expectations, whereby the shortfall cannot be com-
pensated for by cost reductions. Strategic risk may
emerge from changes in the competitive or regu-
latory environment, or due to unsuitable positioning
in the macro-economic environment.
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In this context, we distinguish between investment
risk and allocation risk, whereby allocation risk is
already covered by various planning scenarios, and
is thus incorporated in aggregate risk cover.

Liquidity risks

Liquidity risk in the narrower sense is defined as the
risk that current or future payment obligations can-
not be met in full or on time. Aareal Bank Group’s
liquidity risk management system is designed to
ensure that the Bank has sufficient cash and cash
equivalents to honour its payment obligations at
any future point in time. The risk management and
monitoring processes have been designed to cover
refinancing and market liquidity risks in addition

to liquidity risk in the narrower sense.

Report on Expected Developments
and Opportunities

Macro-economic environment

The economic framework is determined by the
further course of the Covid-19 pandemic and the
associated speed of the measures taken to ease
the lockdown, as well as the related recovery phase.
This also applies with regard to the significant risks
threatening the economy, which closely depend
upon the further progress of the pandemic and
containment measures taken in this respect. New
Covid-19 infections in the US have increased
again recently, constituting a threat to the further
progress of economic recovery.

Even though other risks — hanging over the global
economy, the financial markets and commercial
property — have currently taken a back seat some-
what in the public debate, they cannot be ignored.
These include price developments on the oil
market, trends towards protectionism, doubts as
to solidarity within the European project, Brexit
(with negotiations between the EU and the UK on
the end of the transition period still portraying an
uncertain outcome), and other geopolitical risks.

Resurgence of the European sovereign debt crisis,
for example, due to higher debt levels resulting
from the Covid-19 pandemic or because of doubts
as to solidarity within the euro zone, also have

to be considered a threat. Within this context, the
UK’s withdrawal from the EU represents a signifi-
cant economic risk for both the country itself and
the EU as a whole. Political uncertainty in Spain
also needs to be mentioned in this context. A sepa-
ration of the Autonomous Community of Catalunya
from the Kingdom of Spain might have negative
economic consequences, which are as yet difficult
to assess. Spain and Italy pose another risk with
their high number of Covid-19 infections. Although
the EU’s rescue package announced in July is
aimed in particular at supporting these countries,
there is still a risk that the measures will not be
quite enough to stem the negative consequences.

A backlog of reforms and structural economic
issues in certain countries across the euro zone,
geopolitical risks (such as armed conflicts and
terrorism) as well as the sharp rise in global debt
constitute further uncertainty, risk, and burdening
factors.

Relating to macro-economic development, these
factors are also significant for the financial and
capital markets, and could trigger further disruption
on these markets if they were to materialise to a
considerable extent. Volatility on these markets is
thus set to remain noticeable going forward.

In the US, the Bank sees potential for increased
political uncertainty as a result of the aforemen-
tioned risks and burdens. In addition, this year’s
presidential elections will exacerbate the risk in an
environment characterised by the aforementioned
stress factors.

There are several risks for commercial property
resulting from the Covid-19 pandemic: Bans on
contact, travel restrictions and business closures of
a temporary nature to begin with are likely to have
a marked negative impact on cash flows in the
second half of the year too, particularly for hotel
and retail properties. They are exposed to the risk
of continuing constraints and the resulting follow-
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on risks, which might reduce cash flows over the
longer term. Furthermore, the Bank cannot exclude
that the pandemic’s economic impact will have a
negative effect upon property values.

The Bank expects competition in the commercial
property financing markets to remain intense. We
draw this conclusion from the fact that we expect
lower transaction volumes compared to the previous
year. While loan-to-value ratios for new business
look set to remain virtually stable, changes in the
market environment could put direct pressure on
margins, or result in higher loan-to-value ratios.

Economy

Given the events surrounding the Covid-19 pan-
demic, we currently expect to see a significant drop
in global economic output this year. The recovery
will vary from country to country and continues

to rely heavily on how quickly curfews and contact
restrictions are lifted and in what form private con-
sumption can bounce back. The risk lies, in par-
ticular, in @ much longer lockdown period in the
various countries and in the length of the economic
recovery phase. Furthermore, rising new infections
in many countries around the world pose a risk,
as potential, albeit only regional lockdowns cannot
be ruled out in response to a second wave with
increased numbers of Covid-19 infections.

In the euro zone, too, real gross domestic pro-
duct is expected to slump noticeably compared
with the previous year. France, Italy and Spain

are likely to be the countries most affected due to
the severity and length of the pandemic and the
related containment measures. It is fair to antici-
pate an economic recovery during the second half
of the year, given that a relaxation of restrictions
can be expected. However, since this recovery will
not fully offset the preceding decline, the recovery
can reasonably be expected to extend well be-
yond the year-end — a development which is likely
to be observed in other EU countries as well.

The development of the UK economy will depend
on whether an agreement will have been reached
on future relations between the EU and the UK

when the transition period ends at the close of the
year. The UK has ruled out any extension of the
transition period. The resulting uncertainty is likely
to put additional pressure on the economy this
year over and above the pandemic.

A deep recession is also expected for the US this
year, with a slow economic recovery commencing
from the start of the second half of the year. Given
that new Covid- 19 infections have increased again
towards the middle of the year, we see an incre-
ased risk that economic recovery in the US might
turn out to be weaker than expected.

Financial and capital markets, monetary
policy and inflation

The economy, the financial and capital markets
and the commercial property markets are exposed
to significant uncertainty factors, risks and threats.
In particular, this includes political and economic
uncertainty triggered by the Covid-19 pandemic.

The risks and uncertainties referred to above are
also significant for the financial and capital markets
and could continue to create considerable disruption.
Given the prevailing conditions, volatility is expected
to be higher than it was in the previous year overall.

Due to the uncertainty, especially regarding the
impact of the Covid-19 pandemic on the economy,
we expect to see extremely expansionary mone-
tary and fiscal policy measures and continued low
interest rates in 2020. However, the persistent low
interest rate environment might impair the effect
of central banks’ traditional policy.

Weakness in economic demand is likely to push
inflation to very low levels — possibly towards
deflationary trends.

Regulatory environment

The Covid-19 pandemic impacted on the regulatory
environment as well. Various regulatory initiatives
were deferred and temporary relief resolved for
financial institutions. Nonetheless, the trend towards
a tighter regulatory framework in the banking busi-
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ness is set to persist in the years ahead, too. For
instance, the finalisation of the Basel Ill framework,
adopted by the Basel Committee’s Group of Gover-
nors and Heads of Supervision (GHOS), will bring
about extensive changes to the approaches used
for determining risk-weighted capital requirements
(a concept known as "Basel IV”). In the course of
the Covid-19 pandemic, the Basel Committee has
deferred the date of application to | January 2023.
A second consultation on implementing Basel IV
at a European level, taking into account the ex-
perience gathered from the Covid-19 pandemic, is
anticipated and likely to start at the end of 2020.

The EBA guidelines on granting and monitoring
loans will place further demands on the banks’
internal governance (incl. in risk culture and strategy)
and on the credit processes (incl. documentation,
credit rating review) as well as the monitoring frame-
work (e.g. monitoring the credit terms).

The requirements are supplemented at a European
level by another MaRisk amendment at national
level, which is due to come into force in 2021.

Furthermore, supervisory authorities are increasingly
focusing on the topic of sustainable finance — not
least due to BaFin’s Guidance Notice on Dealing
with Sustainability Risks. The ECB has also released
its draft Guide on climate-related and environ-
mental risks for consultation.

To facilitate the timely implementation, we have
already continued to pursue the individual issues
in numerous projects, devoting considerable
resources to this task.

The volatility of requirements presents an additional
challenge for institutions: besides the new require-
ments mentioned by way of example, this volatility
is particularly a function of the concrete specifications
for instruments implemented by the ECB and/or
the national supervisory authorities. For instance,
the capital buffers to be set on a national level (the
anticyclical buffer and the buffer for systemic risks),
or the annual results of the Supervisory Review
and Evaluation Process (SREP) for individual banks,
can only be planned to a certain extent. Moreover,

these instruments may lead to changes in a bank’s
individual capital requirements, at short notice.

Sector-specific and business
developments

Structured Property Financing segment

Demand for commercial properties will vary in

the second half of 2020, depending on the region
and property type. This is an area in which devel-
opments surrounding the Covid-19 pandemic and
the form of economic recovery will be decisive,
especially given that some regions and types of
property were more severely affected by the pan-
demic than others.

Moreover, other uncertainty factors and risks in
the macro-economic environment are also relevant
for commercial property markets.

It is expected that various factors will have an
impact on how commercial property values develop
this year. While historically low interest rates sup-
port property values, political uncertainty, economic
downturns or a reluctance among investors to
invest can have an adverse impact on property
values. Whilst we expect market values of office
and logistics properties to remain stable this year,
market values of retail and hotel properties are
likely to see a negative development in most mar-
kets — depending upon the economic impact of
the Covid-19 pandemic. The cash flows of hotels
and retail properties are particularly dependent
upon potential new lockdown measures, and on
the type of recovery. There is considerable uncer-
tainty as to how long such restrictions will remain
in place and how the subsequent recovery phase
will develop, especially given the increase in new
Covid-19 infections in many places in July.

Intense competition in commercial property finance
— as seen in recent years — is likely to persist in
numerous markets during the second half of the
year. Loan-to-value ratios are expected to be more
or less stable.
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As a matter of principle, it is worth noting that
estimation uncertainty — concerning the economy,
markets, and the impact upon Aareal Bank — is cur-
rently much higher than usual, as the pandemic has
provoked a situation unprecedented in recent his-
tory. Data and experience are therefore both lacking.

In the Structured Property Financing segment, we
are endeavouring to originate new business during
the 2020 financial year to an extent that Aareal Bank
Group’s property financing portfolio will range in
size between € 26 billion and € 28 billion, subject
to exchange rate fluctuations. To manage our port-
folio and risk exposure, we also use syndications.

Consulting/Services Bank segment

The German housing and commercial property
industries are expected to continue showing solid
development in 2020, in spite of the Covid-19
pandemic. We expect property values to be very
stable and rental income to remain largely steady.
On average, rental income is likely to stagnate
during the second half of the year, following a long
phase of growth — also against the background

of the Covid-19 pandemic. Further rent deferrals or
defaults due to rising unemployment are also to
be expected, especially among freelancers and the
self-employed. At present, it is impossible to seri-
ously forecast just how serious the impact is going
to be — this will largely depend upon the further
development of the Covid-19 pandemic.

Companies will continue to sustainably optimise
and develop existing portfolios, driven especially
by political and socio-political aspects, such as
refurbishing buildings to make them suitable for the
elderly, district development, or the significantly
underdeveloped urban centres. The demands of
climate protection targets for Germany, and the
decisive pressure on the property industry to achieve
them, is putting serious demands on resources.

We see good opportunities during the remainder
of 2020 to acquire new clients and to intensify
business relationships with our existing client base.
This also applies to utilities and the waste disposal
industry. In addition, in line with our strategic ori-

entation, we continue to invest in the expansion
of the "Housing Industry Ecosystem”, the cross-
sector development of interface products, and the
expansion to adjacent ecosystems. The focus here
is on, for example, the functional expansion of the
Aareal Portal corporate client platform as regards
the digitalisation of client communication and ac-
count processing.

In our view, the range of services that connect
alternative online payment solutions to existing
systems, thus helping to overcome process breaks
(even across industry sectors), are particularly
interesting. The Aareal Exchange & Payment Plat-
form, which integrates alternative payment processes
into existing accounting systems, has become
available in 2020. We also see potential in tech-
nical solutions for automating billing processes as
part of electromobility in the network of charging
stations. A corresponding product was already
tested in 2019 and is also expected to be market
ready in 2020.

Besides these future technologies, we also see
growth in established processes and procedures,
such as incorporating the offers of plusForta GmbH,
which was acquired in the previous financial year,
into our existing range of deposit management
offers.

Finally, we are focusing on our clients” workflows
in order to be able to offer efficiency gains through
alternative products, where we see opportunities
to leverage our know-how to drive and implement
appropriate developments. Within this context, we
are currently testing a solution for mobile meter
reading together with a cooperation partner.

Against this background, we are aiming for net
commission income growth of around 15 % year-
on-year (2019: € 23 million), expecting an average
deposit volume from the housing industry of be-
tween € 10 billion and € 11 billion. The persistently
low interest rate environment, which is relevant
for the results from our deposit-taking business,
will continue to burden segment results. However,
the importance of this business goes way beyond
the interest margin generated from the deposits,
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which is under pressure in the current market
environment. This is because the deposits from the
housing industry represent a strategically important
additional source of funding for Aareal Bank.

Aareon segment

Aareon’s business model is characterised by long-
term client relationships, as well as recurring
revenues. Nevertheless, the events associated with
the global Covid-19 pandemic are also leaving their
mark on current business development in 2020.
Despite the negative impact on the consulting and
licensing business associated with the crisis, sales
rev