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Key Financial Indicators

Annual Report " Regulatory Report?

Euro mn

Regulatory capital 2,910 2,822
Tier 1 capital 2,284 2,258
Tier 2 capital 626 626
Tier 3 capital - -

Regulatory capital requirements 1,413 1,413
Counterparty risk 1,329 1,329
Market risk 6 6
Operational risk 78 78

Surplus 1,497 1,409

%

Tier 1 ratio 12.9 12.61

Total figure 16.5 15.98

 Amounts after confirmation of the financial statements 2010 of Aareal Bank AG and after the approval by the Annual General Meeting to include retained earnings
transferred as part of Aareal Bank AG'’s liable equity as at 31 December 2010
2 Figures reported to the supervisory authorities as at the reporting date of 31 December 2010
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Regulatory Disclosure Report

for the 2010 financial year

Preface

In addition to the details contained in the Aareal
Bank Group Annual Report, this Regulatory
Disclosure Report explains the business policy
standards and facts that are relevant for assessing
our situation from a regulatory perspective. Besides
providing a qualified description of the manner in
which our risks are identified, evaluated, weighted
and reviewed, the report also contains detailed
quantitative statements about the sizes of the indi-
vidual areas.

Summary

Aareal Bank Group is subject to disclosure pur-
suant to sections 10 and 10a of the KWG in the
2010 financial year. This is due to the fact that
Aareal Bank Group has elected to use the waiver
option provided by section 2a (6) of the KWG,
whereby the reports for financial holding com-
panies or banking groups may be prepared on a
consolidated basis. Aareal Bank AG, whose
registered office is in Wiesbaden, Germany, is the
parent institution of the Group.

The details we have published in this disclosure
report are based on both the Credit Risk Standard
Approach (CRSA) and the advanced IRB Approach
(Advanced Internal Ratings Based Approach —
"AIRBA“). The disclosures pursuant to section 337
of the SolvV in relation to instruments for trans-
ferring operational risks are not provided as we do
not use the advanced measurement approach for
calculating the capital charge for operational risk.

In accordance with section 320 (1) sentence 2 of
the SolvV, we only reported those facts that were

not already disclosed in the Group‘s Annual Report.

If facts are already described in our Annual Report,
we refer specifically to the information included
in the corresponding source references.

Regulatory Capital

The legislator stipulated in sections 10 and 10a
of the KWG that institutions and companies
operating in the financial sector must calculate
existing regulatory capital on a regular basis, and
present these detailed results to the supervisory
authority on specific dates.

Strict regulatory criteria are applied to the avail-
ability and sustainability of the qualifying capital
when calculating regulatory capital. These pro-
visions are not consistent with the recognition
rules pursuant to the German Commercial Code
(HGB) or IFRSs.

Regulatory capital is determined on the basis of
balance sheet items recognised in accordance with
the HGB. On the other hand, the amounts shown
in the "Equity” line item in the Aareal Bank Group
Annual Report are calculated in accordance with
IFRSs.

For this reason, the details stated regarding equity
correspond to the equity amounts recognised in
the statement of financial position (as shown in
the Annual Report) with respect to certain items
only. Furthermore, a comparison is hampered with
respect to the regulatory and accounting treat-
ment of the various companies within the scope
of consolidation, as well as due to the different
carrying amounts applied at times for individual
Group entities.

Overview

The regulatory capital stated as at the reporting
date 31 December 2010 was based on the pre-
vious year’s balance sheet. We took into account
changes to balance sheet items that occurred
before the end of the year only to the extent per-
missible, and where necessary.

The overview includes the regulatory capital stated
in the report as at 31 December 2010 pursuant

to sections 10 and 10a of the KWG, as well as the
amounts stated after confirmation of the 2010 con-
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Annual Report Regulatory Report

Euro mn

Total Tier 1 capital in accordance with section 10 (2a)

of the KWG 2,284 2,258
Paid-in capital 1,430 1,430
Other eligible reserves 669 659
Special item for general banking risks 168 152
Other components of Tier 1 capital 39 39
Amounts to be deducted from Tier 1 capital -22 -22

Tier 2 capital pursuant to section 10 (2) of the KWG 626 626
Class 1 Tier 2 capital
(capital within the meaning of section 10 (5) of the KWG) 196 196
Class 2 Tier 2 capital (subordinated equity) 443 443
Amounts to be deducted from Tier 2 capital -13 -13

Liable equity capital pursuant to section 10a of the KWG 2,910 2,884
Amounts to be deducted pursuant to section 10 (6a) no. 1 of the KWG - -62

Modified available equity 2,910 2,822

Tier 3 capital pursuant to section 10 (2c) of the KWG - -

Regulatory capital 2,910 2,822

solidated financial statements of Aareal Bank AG.
The inclusion of retained earnings transferred as
part of Aareal Bank AG’s liable equity as at

31 December 2010 is subject to approval by the
Annual General Meeting which has been obtained
by the Annual General Meeting meanwhile.

After confirmation of the financial statements as at
the reporting date of 31 December 2009, Aareal
Bank Group had total assets in the amount of

€ 39.6 billion. Regulatory capital as defined by the
KWG totalled approx. € 3,290 million.

Compared with 2009, our regulatory capital as at
the reporting date of 31 December 2010 decreased
to € 2,910 million, while total assets amounted

to € 41.2 billion. This primarily resulted from the
partial repayment of the silent participation from
German Financial Markets Stabilisation Fund
(SoFFin), as well as from the addition to reserves
at Aareal Bank AG for the financial year 2010.

The composition of equity as reported in the
balance sheet is explained in our Annual Report.
Regulatory facts are presented in the following
sections. Differences from the presentation method

used in the previous year are attributable to the
changes in the German Banking Act in relation
to capital components, which became effective as
at 31 December 2010.

Tier 1 capital

Tier I capital, which amounted to approx.

€ 2,386 million as at 31 December 2009, de-
creased to € 2,258 million one year later. The total
amount comprises 55.09 % paid-in capital and
reserves. Taking into account other capital pur-
suant to section 10 (4) of the KWG, which now
includes silent partnership contributions and other
hybrid capital components, the share in Tier |
capital amounts to 92.52 %.

Contributions to the Group’s aggregate issued
share capital and recognised capital in the amount
of € 182 million are primarily made from Aareal
Bank AG (€ 128 million).

Aareal Bank AG’s capital comprises approx.
42.8 million no-par value bearer shares ("unit
shares”). Each share carries one vote. In the
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interests of achieving repayment at the earliest
opportunity of the silent participation by SoFFin,
Aareal Bank will not distribute a dividend to its
shareholders for the 2010 financial year.

Preferential participation certificates issued by
Aareal Bank Capital Funding LLC are included as
equity component. The total equivalent of these
certificates is recognised as "Other capital” as a
component of Tier | capital (so-called "innovative
Tier 1 model”) for regulatory purposes. The voting
rights are held by Aareal Bank AG alone. The
issue that was rated "A” by Fitch Ratings at issuance
has an indefinite term, but can be called by the
bank on the annual coupon payment date. Interest
payments are dependent on Aareal Bank AG’s

net retained profit; interest payments omitted are
not paid retrospectively. The interest payment for
the financial year 2010 amounted to 7.12 %.

Contributions by silent partners to Aareal Bank AG
in the amount of € 595 million are fully recog-
nised and used as regulatory Tier | capital as
”Other capital“. An amount of € 375 million relates
to the unlimited silent partnership contribution
from SoFFin, which bears interest at 9 %. A further
€ 190 million of silent partnership contribution

is available to us for an unlimited term, and bears
interest at an average of 3.79 %. Contributions

by silent partners in the amount of € 30 million
bearing interest at 7.35 % expire on 31 December
2013.

Capital reserves shown as paid-in capital are
generated mainly from Aareal Bank AG’s business
activities. Including consolidation effects,

capital reserves eligible for inclusion amount to
€ 403 million.

The largest individual share by far in its capital
reserves is held by Aareal Bank AG. The same
applies to retained earnings, which amount to
€ 659 million.

Other Tier 1 capital components result from
goodwill in accordance with section 10a (6) sen-
tences 8 and 9 of the KWG.

Tier 2 capital

Tier 2 capital mainly consists of profit-participation
certificates in the amount of € 196 million and
subordinated liabilities (promissory note loans and
bearer bonds) in the amount of € 443 million
which fulfil the requirements of section § 10 (5)
and (5a) of the KWG.

The profit-participation certificates have a nominal
value of € 480 million, of which € 196 million
are used for regulatory purposes. This results from
the non-eligibility of issues maturing in less than
two years. Certificates in the amount of € 150
million mature in less than five years, while cer-
tificates in the amount of € 46 million mature
after more than five years. The average interest for
profit-participation certificates is 6.33 %.

Pursuant to the terms and conditions of issue,
holders of profit-participation certificates have a
claim on interest payments that takes preference
over the profit entitlements of shareholders. Where
a distribution during the term of the profit-par-
ticipation certificates would cause a net loss, said
interest claim would be reduced, possibly down

to zero, creating a claim for back payment during
the term of the certificates at the same time.

Repayment takes place at the nominal amount
(subject to any loss sharing), on the day following
the Annual General Meeting passing resolutions
regarding the relevant financial year. The profit-
participation certificates evidence creditors’ rights;
they do not grant any share in the liquidation
proceeds.

Interest was paid on subordinated liabilities at an
average rate of 4.78 %.

Subordinated funds raised in accordance with
section 10 (5a) of the KWG do not provide for any
early repayment obligation. In the event of liquid-
ation or insolvency, claims on interest and principal
from these liabilities are subordinated to the claims
of all other creditors, which are not themselves
subordinated. This also applies to those subordi-
nated funds raised that are not specified in detail.
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As at the balance sheet date, the bank had no
knowledge of any individual items exceeding 10 %
of total subordinated liabilities.

Amounts to be deducted

Deductions of € 22 million for intangible assets
are recognised in core capital, in accordance with
section 10 (2a) sentence 2 no. 2 of the KWG.
Tier 2 capital is reduced by € 13 million from
goodwill, pursuant to section 10a (6) sentences 9
and 10 of the KWG.

Under the AIRBA, amounts to be deducted from
liable equity in relation to valuation adjustment
deficit pursuant to section 10 (6a) of the KWG in
the amount of € 62 million need to be reported
to the regulatory authorities. This item is no
longer reported after confirmation of the financial
statements of Aareal Bank AG.

Group Structure

Aareal Bank AG, whose registered office is in
Wiesbaden, Germany, and is the parent institution
of the Group, prepares this disclosure report in
accordance with section 10a (1) of the KWG.

Aareal Bank Group is one of the leading inter-
national specialist property banks. Our business
model comprises two pillars:

With offices across three continents, our Structured
Property Financing segment facilitates property
projects for our domestic and international clients
in more than 20 countries. Our particular strength
lies in the success we have in combining local
market expertise and sector-specific know-how,
for financing logistics properties, shopping centres
and hotels.

Our Consulting/ Services segment offers a wide
range of services to the German institutional
housing industry, Aareal Bank Group offers these
clients IT systems plus related consultancy services,
integrated payments systems and a comprehensive

range of services for managing property portfolios.
Both segments are market leaders in Germany.

Consolidated companies

Aareal Bank Group comprises various controlled
entities, some of which hold participating interests
in each other. These entities are consolidated for
accounting and regulatory monitoring purposes.
Applicable accounting and regulatory rules differ
in some areas in relation to their legal objectives.

Hence, the scope of consolidation created on the
basis of the legal requirements differs, in terms
of the number of consolidated entities, as well as
regarding the method of consolidation.

The following consolidation matrix lists all Group
companies for each of the two operating segments
which are consolidated on the basis of regulatory
aspects or which are included in consolidated
financial reporting" as at the reporting date as
their equity capital amounts to at least € 1 million.
We deem it irrelevant to list the smaller or bare-
shell companies.

' Shareholdings shown in accordance with section 313 (2) of
the HGB. Aareal Bank Group prepares its financial statements in
accordance with IFRSs.
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Consolidation in

Regulatory treatment
< - accordance with IFRSs

Consolidation Deduction Risk-weighted equity
full pro-rata method shareholdings full method

Operating segment
Structured Property Financing

Aareal Bank Asia Ltd., Singapore

Aareal Capital Corporation, Wilmington

Aareal Bank Capital Funding LLC, Wilmington
Aareal Estate AG, Wiesbaden

Aareal Gesellschaft fur Beteiligungen und
Grundbesitz Dritte mbH & Co. KG, Wiesbaden X

XX | X|X
XX | X|X

>

Aareal Gesellschaft fur Beteiligungen und
Grundbesitz Erste mbH & Co. KG, Wiesbaden X

Aareal Partecipazioni S.p.A., Rome X

Aareal Participations France S.a.r.l., Paris X

Aareal Property Services B.V., Amsterdam X
Aareal Valuation GmbH, Wiesbaden X

Aareal Financial Service, spol. s r.0., Prague X

XX | X|X|X|X|X

arsago Alternative Investments SPC, Grand Cayman X
B & P/DSF Windpark GbR, Frankfurt/Main X X
BauBo Bau- und Bodenverwertungs- und

-verwaltungsgesellschaft mbH, Wiesbaden X X
BauContact Immobilien GmbH, Wiesbaden X X
Deutsche Structured Finance GmbH, Frankfurt/Main X X
Deutsche Structured Finance GmbH & Co.
Alphard KG, Frankfurt/Main X X
Deutsche Structured Finance GmbH & Co.
Deneb KG, Frankfurt/Main X
DSF Anteils GmbH, Frankfurt/Main X
DSF German Office Fund GmbH & Co. KG,

Frankfurt/Main X X
DSF LUX INTERNATIONAL S.a.r.l, Luxembourg X X
DSF Verwaltungsgesellschaft mbH, Frankfurt/Main X X

DSF Vierte Verwaltungsgesellschaft mbH,
Frankfurt/Main X X

GEV GmbH, Wiesbaden X

IV Beteiligungsgesellschaft fir Immobilien-

>

investitionen mbH, Wiesbaden X

La Sessola S.r.l., Rome X
Main Triangel GmbH, Frankfurt/Main X
Mercadea S.r.l., Rome X
PLP Holding GmbH, Wiesbaden X

Real Verwaltungsgesellschaft mbH, Wiesbaden X

XX | X| X[ X|X|X

Terrain-Aktiengesellschaft Herzogpark, Wiesbaden X
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Regulatory treatment

Consolidation Deduction Risk-weighted
full pro-rata method shareholdings

Consolidation in
accordance with IFRSs

equity
full method

Westhafen-Gelande Frankfurt am Main GbR,
Frankfurt/Main X

Woodside S.a.r.l., Paris X X

ZMP Zentral Messepalast Entwicklungs-
gesellschaft mbH, Wiesbaden X

DBB Inka n

AllianzGl MMS |-Globalfonds n

Operating segment
Consulting/Services

Aareon AG, Mainz X

Aareon Deutschland GmbH, Mainz

Aareon France S.A.S., Meudon La Foret

Aareon UK Ltd., Coventry

XX | XX

Aareon Wodis GmbH, Dortmund

Aareal First Financial Solutions AG, Wiesbaden X

Aareal IT Beteiligungen GmbH, Wiesbaden X

BauSecura Versicherungsmakler GmbH, Hamburg X

XX | X|X|[X|X|X|X

Deutsche Bau- und Grundstlicks-
Aktiengesellschaft, Berlin X

Innovative Banking Solutions AG, Wiesbaden X

SG Automatisering B.V., Emmen X

" The fund reported under the AIRBA is treated using the "look-through principle“ pursuant to section 83 (4) of the SolvV.
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Undercapitalised entities

At present, none of the banks or financial services
providers within Aareal Bank Group are under-
capitalised, which would require a deduction of the
holding from the parent company’s liable equity.

Utilisation of the "waiver“ regulation

The ”waiver” regulation pursuant to section 2a (6)
of the KWG allows banking groups to calculate
regulatory capital on a consolidated basis only.
The Group has opted for the simplified reporting
scheme in accordance with sections 10 and 13a
of the KWG since 30 September 2007

Aareal Bank AG’s participatory interests in its
subsidiaries allows it to transfer capital from sub-
ordinated subsidiaries to Aareal Bank AG, if neces-
sary. This can be achieved, for example, through
distributions to Aareal Bank AG or by capital
decreases at the subsidiaries. The bank can also
request its subsidiaries to repay the liabilities.

Accordingly, there are no burdens (neither legal,
nor materially factual) as per section 2a (6)
sentence |1 no. | of the KWG to the immediate
transfer of capital or repayment of liabilities by the
subsidiaries to Aareal Bank AG.

As the parent institution of the Group, Aareal Bank
AG operates a central risk management system
for the banking group which it is also a part of.
This means that the prerequisites stated in section
2a (6), sentence | no. 2 of the KWG regarding
the combined supervision of risk assessment, risk
measurement and risk control procedures are
fulfilled.

Aareal Bank AG carries out event-driven reviews
to ensure it continues to fulfil the prerequisites of
section 2a (6) of the KWG.

Capital Adequacy

Besides calculating existing regulatory capital on a
regular basis, companies operating in the financial
sector are also obliged to define the ratio between
regulatory capital and specific risks defined for
regulatory purposes.

The purpose of this calculation is to examine to
what extent a bank or banking group can appro-
priately cushion potential defaults through existing
regulatory capital.

Calculating relevant indicators

Capital adequacy is determined by comparing
qualifying regulatory capital with the total capital
requirements for counterparty risk exposures,
operational risks and market risk.

Overall, the ratio of qualifying regulatory capital
and risk-weighted assets from counterparty, market
and operational risks may not fall below eight per
cent. This ratio is reflected by the so-called total
capital ratio.

Unlike the total capital ratio, the Tier 1 ratio is
determined by comparing only Tier | capital with
the risk-weighted assets from counterparty, market
and operational risks.

Total capital ratio and Tier 1 ratio

The introduction of the AIRBA to determine capital
requirements for credit risks improves the total
capital ratio despite the increase of new business
and the reduction of regulatory capital. In add-
ition, the change of the total capital ratio was also
influenced by our risk management which is
designed in such a way that risks are examined
closely before accepting or granting loans, and
that the risk exposure is constantly reviewed in
relation to its sustainability.
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The following table provides an overview of the
disclosed regulatory capital and capital requirements
as at 31 December 2010:

Euro mn

Regulatory capital 2,822
Tier 1 capital 2,258
Tier 2 capital 626
Amounts to be deducted pursuant to

section 10 (6a) no. 1 of the KWG -62
Tier 3 capital -
Regulatory capital requirements 1,413
Counterparty risk 1,329
Market risk 6
Operational risk 78
Surplus 1,409
%

Tier 1 ratio 12.61
Total figure 15.98

Additional information pertaining to the individual
items of the regulatory capital requirements can be
found in the following chapters.

Internal capital management

Our overall risk strategy represents the framework
for risk limitation. A deciding factor for risk limits
is the bank’s underlying risk-bearing capacity.
The overall risk shall at no time exceed the risk-
bearing capacity.

The assumptions underlying the risk-bearing
capacity approach, plus the concrete procedure for
creating and monitoring the aggregate risk cover,
plus the general management of internal capital,
are all described in the Annual Report".

Risk Management

Risk management deals with identifying, assessing,
limiting and managing risks. Therefore, risk manage-
ment is an essential part of corporate governance.?

Risk strategy

The framework for risk management of the Aareal
Bank Group is the business strategy as deter-
mined by the Management Board and endorsed
by the Supervisory Board; the business strategy is
described in the Annual Report?.

Building on the business strategy, detailed strate-
gies have been defined for managing risk types
considered material (counterparty and credit risk,
market price risk, liquidity risk and investment risk
as well as operational risk), always taking into
consideration risk-bearing capacity. Taken together,
these strategies represent the Group’s risk strategy.
The strategies are designed to ensure a professional
and conscious management of risks. Accordingly,
these strategies include general policies, to ensure
a uniform understanding of risks across all parts of
the bank, and providing a cross-sectional, binding
framework applicable to all departments. The bank
has implemented adequate risk management and
risk control processes to implement these strategies,
and to safeguard the bank’s risk-bearing capacity.
During the financial year under review, risk strate-
gies as well as the bank’s business strategy were
adapted to the changed environment, and the new
strategies adopted by the Management Board and
the Supervisory Board.

Processes and organisational structure
of risk management

Aareal Bank Group’s organisational structures and
workflows are consistently geared towards effective
and professional risk management. Processes in
the credit and trading businesses are designed to
consistently respect the clear functional division
of Sales and Credit Management units (in line with
the Minimum Requirements for Risk Management

" Aareal Bank Group 2010 Annual Report: chapter "Risk-bearing
capacity and risk limits“ in the Risk Report of the Group Manage-
ment Report.

2 Aareal Bank Group 2010 Annual Report: chapter "Stability based on
two pillars”.
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in Banks (MaRisk)), up to and including senior
management level. Both the functional separation
in both business divisions and the respective
process requirements and risk reporting are de-
scribed in detail in the Annual Report".

Risk management and risk monitoring

Overall responsibility for risk management and risk
monitoring remains with the Management Board
and the Supervisory Board of Aareal Bank. The
overview included in the Annual Report? shows the
responsibilities assigned to the respective organi-
sational units regarding the risk types material to
the bank.

Risk Types

The following section illustrates the comments
made above with regard to risk management in
relation to the types of risk material to the Group.

Credit Risks

Aareal Bank defines credit risk or counterparty risk
as the risk of losses being incurred due to (i) a
business partner defaulting on contractual obli-
gations; (ii) collateral being impaired; or (iii) a risk
arising upon realisation of collateral. Both credit
business and trading activities may be subject to
counterparty risk. Counterparty 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 counterparty risk.

Credit risk strategy

Within the framework of the three-continent
strategy pursued in Structured Property Financing,
Aareal Bank Group aims to build a balanced
business property finance portfolio, in terms of
regions, products, types of property and client
groups. Dependencies as well as risk concentrations
are reduced through broad diversification.

The credit risk strategy sets the material aspects of
Aareal Bank’s credit risk management and policies.
It is divided into the Group credit risk strategy

and individual sub-strategies (lending policies)
defining the type of new business the bank wishes
to generate, with respect to various markets and
types of business.

The organisational structure and workflows tailored
towards credit risk management as well as the
implemented procedures used for measuring, man-
aging and monitoring risk exposure are described
in detail in the Annual Report®. The Annual
Report also includes descriptions of strategies and
processes used to monitor the current effective-
ness of the measures taken for risk protection and
risk mitigation.

Regulatory assessment
Calculation approaches

Section 8 of the SolvV allows different approaches
to be taken when calculating total risk in relation
to counterparty risk.

We follow the advanced IRB Approach (AIRBA)

to determine the total capital requirements for
Property Financing — our main business segment
— within the "Corporates“ asset class as well as for
housing enterprises with savings facilities within
the ”Institutions” asset class. This was approved
by the German Federal Financial Supervisory
Authority in February 2011, with retrospective effect
as at 31 December 2010.

The Credit Risk Standard Approach (CRSA)
continues to be used within the framework of the
partial-use method (section 70 of the SolvV).

" Aareal Bank Group 2010 Annual Report: chapters "Lending
business” and "Trading activities" in the Risk Report of the Group
Management Report.

2 Aareal Bank Group 2010 Annual Report: chapters "Risk manage-
ment — scope of application and areas of responsibility“ in the Risk
Report of the Group Management Report.

9 Aareal Bank Group 2010 Annual Report: chapter "Credit risks* in
the Risk Report of the Group Management Report.



Regulatory Disclosure Report for the 2010 financial year | Credit Risks 13

The following CRSA asset classes are treated based
on the partial use method:

e sovereign governments;

e regional governments and similar entities;

e other public-sector entities;

e multilateral development banks;

e international organisations;

e corporates (only non-core business, legacy
business);

 retail lending business (discontinued business,
legacy business);

e items secured by property (only non-core
business, legacy business); and

e past due exposures (only non-core business,
legacy business).

The asset classes ”Institutions” and "Covered
bonds issued by credit institutions” remain in the
CRSA for the time being.

Under the CRSA, parameters defined by the
regulatory framework are used to determine risk-
weighted assets (RWA). Only specific collateral
defined by the regulatory framework may be used
to mitigate credit risk.

External rating for CRSA items

A key element of the economic and regulatory
assessment is the borrower’s credit rating. This
rating is determined by rating agencies that are
recognised by the regulatory authorities. These
agencies’ assessments and valuations facilitate a
uniform classification of borrowers across all
banks. The ratings of governments, banks and
exchange-listed companies, as well as investment
fund units and securitisations are generally
assessed externally.

We have retained the three agencies Fitch Ratings,
Moody’s Investors Service, and Standard & Poor’s
to classify borrowers and guarantors in accordance
with section 42 (1) of the SolvV. The ratings
determined by these three agencies apply for all
the aforementioned rating-related asset categories
in relation to the Credit Risk Standard Approach.

Assessments by export credit insurance agencies
are not used.

Loans and advances rated by at least one rating
agency are deemed as “rated” CRSA exposures
pursuant to section 44 of the SolvV. The "unrated”
items are rated in accordance with section 45 of
the SolvV. In line with our business model, most
of our exposures are in the "Corporates“ asset class
under the AIRBA. Legacy business from the non-
core business remains included in the "Corporates”
and "ltems secured by property” asset classes,
which are reported as unrated CRSA exposures
with the prescribed standard risk weighting.

At present, we have no transactions in our port-
folio for which an issue rating has been migrated
to receivables or such, for which a comparable
rating is determined pursuant to section 45 (2) of
the SolvV.

Internal rating systems

The internal rating procedure used by the bank
for borrowers in the large-sized property financing
business consists of a two-stage rating process.

A borrower’s probability of default (PD) is deter-
mined in the first stage. The expected loss given
the borrower’s default (LGD) is determined in the
second step.

Within the framework of this PD rating and LGD
procedure, a rating is established for large-sized
commercial lending business with a total exposure
of at least € 2.5 million and for the institutional
housing industry with a total exposure of at least
€ 750,000.

The contractual positions relevant for reporting
duties are maintained in the relevant front office
systems, while the assignment of IRBA items and
borrowers to the IRBA asset classes "Corporates”
and "Institutions” (only housing enterprises with
savings facilities) is made fully automatically on
the basis of the characteristics of the transaction
and the customer.
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The internal rating procedure used by the bank to
determine a customer’s probability of default con-
sists of two main components: a property rating
and a corporate rating. The relative impact of the
two components on the rating result is determined
by the structure of the exposure concerned. The
client’s current and future default probability is
determined based on specific financial indicators,
together with qualitative aspects and expert
knowledge. The result of the rating process is
reflected in the classification of the borrower into
one of the rating classes. The bank currently uses
15 rating classes within the rating procedure for
large-sized commercial property financing for
borrowers that are not deemed to have defaulted
pursuant to the SolvV criteria. Borrowers in default
pursuant to the SolvV are allocated to a special
rating class. Within the framework of the bank’s
external reporting, the borrower rating is reconciled
to a master scale.

The Credit Management department is responsible
for the determination of the borrower rating; this
responsibility is regulated in the bank’s credit
manuals. The relevant authorised person makes a
decision on the rating which ensures an indepen-
dent rating allocation from a process view.

The second step involves the calculation of the
expected loss given a borrower’s default for the
internally rated large-sized commercial property
financings under the AIRBA approach.

The LGD is determined based on a bottom-up
approach where the components relevant for the
LGD level and their driving factors in the form

of recovery rates, waivers of principal and interest,
as well as direct and indirect costs, are estimated.

The LGD determination is based on the definition
of economic loss (section 126 of the SolvV). As
the future development of a borrower cannot be
anticipated in case of a borrower’s default, the
alternatives recovery, restructuring and re-ageing are
included in the LGD calculation using weightings
based on the respective probability. The LGD is
driven primarily by the expected proceeds from the
realisation of collateral and from unsecured por-

tions of loans and advances. The proceeds from
property-related collateral are determined based
on the recovery rate in the form of a haircut applied
to a previously forecasted market value. For
financings of domestic properties, recovery rates
are taken from a pool of data used across the
bank, whilst recovery rates for international prop-
erties are derived using an internal approach, given
the low number of realisations. The market value
projections for properties located in Germany are
based on the projection indices of the Association
of German Pfandbrief Banks (vdp). An internal
projection model has been developed by the bank
for properties abroad which is based on macro-
economic inputs.

Statistical results derived from a pool project at vdp
for the whole of Germany in relation to recovery
rates and settlement time periods are used for
property loans in Germany. Due to the low number
of realisations for property loans abroad, we have
established a bank-internal market value projection
and recovery rate model which is based on macro-
economic and country-specific inputs.

In addition to the nature and extent of the col-
lateralisation of a financing, the estimated exposure
at the borrower’s default (EaD) is the second major
parameter for the LGD calculation.

In the context of this estimate, the CCF used
generally amounts to 100 %. In case of construction
phase financings, the per cent rate can be different,
as payments with regard to construction phase
financings are made depending on the stage

of completion and the date of completion of the
property.

Distribution by IRBA exposure amounts

Since collateralisation is crucially important for
property loans, and is directly reflected in the level
of the loss given default percentage, the IRBA
exposure amounts are presented on the basis of
so-called expected loss classes (EL classes).
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Exposure amounts

Total exposure
arising from undrawn

Exposure at of which: undrawn

loan commitments default loan commitments Average LGD Average PD Average RW

Cor- of which: Cor- of which: Cor- of which: Cor- of which: Cor- of which: Cor- of which:
porates SME porates SME porates SME porates SME porates SME porates SME
Euro mn Euro mn Euro mn % % %

IRBA asset class
EL class 1 237 58 5,853 2,262 230 59 117 1.40 1.07 0.99 0.06 0.05
EL class 2 155 14 1,571 504 158 14 10.04 8.82 0.82 0.85 0.27 0.21
EL class 3 195 37 3,172 1,720 200 38 12.83 11.45 1.03 1.04 0.35 0.30
EL class 4 249 59 3,645 1,723 248 60 19.98 18.36 1.1 117 0.52 0.45
EL class 5 207 25 4,366 2,188 207 26 25.39 22.02 1.58 1.71 0.68 0.60
EL class 6 205 9 1,940 993 116 35.72 33.91 1.86 1.87 0.96 0.85
EL class 7 132 2 1,208 454 136 38.67 40.27 2.29 2.18 1.1 1.01
EL class 8 35 23 701 274 36 24 33.99 33.42 4.10 3.92 1.16 1.13
EL class 9 45 6 750 637 46 6 48.77 4714 3.64 3.79 1.48 1.36
EL class 10 17 15 321 223 18 15 51.11 60.83 6.65 4.33 1.87 2.05
EL class 11 - - - - - - - - - - - -
EL class 12 - - - - - - - - - - - -
EL class 13 - - - - - - - - - - - -
EL class 14 - - - - - - - - - - - -
EL class 15 - - - - - - - - - - - -
Default 44 0 841 243 0 0 20.88 27.86 100.00  100.00 1.87 1.68
Total 1,521 247 24,368 11,221 1,394 253 18.77 19.48 4.92 3.73 0.58 0.55

Total exposure Exposure amounts
arising from undrawn

loan commitments

of which: undrawn
loan commitments

Exposure at
default

Average LGD

Average PD Average RW

Institutions Institutions Institutions Institutions Institutions Institutions

Euro mn

Euro mn

Euro mn

%

%

%

IRBA asset class

EL class 1

EL class 2

13.41

0.50

0.27

EL class 3

—

17.23

0.61

0.38

EL class 4

24.14

0.79

0.52

EL class 5

22.75

1.35

0.67

EL class 6

oO|N|O || =

o|N|Oo | O

O IN|O || =

42.02

1.35

1.1

EL class 7

EL class 8

EL class 9

EL class 10

EL class 11

EL class 12

EL class 13

EL class 14

EL class 15

Default

Total

16

33

16

18.06

0.67

0.40
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In case of the EL class "Default, all financings
of borrowers are taken into account where the
borrower has defaulted within the meaning of the
default definition of the Solvency Regulation
(section 125 of the SolvV).

The derivatives held by Aareal Bank Group and
entered into with internally rated property customers,
which are mainly used to hedge interest rate and
currency risks, are not included in the presentation
due to their insignificant share in EaD (less than

1 %).

Expected loss vs. loss actually incurred

The following table compares the expected loss
(EL) for the commercial property lending business,
which was treated under the AIRBA as at 31 De-
cember 2009, with the losses actually incurred in
2010. Aareal Bank defines the loss actually incurred
as the sum total of additions and reversals of
specific allowances for credit losses and provisions
plus direct write-offs and less recoveries on loans
and advances previously written off.

The comparative period is limited to one year
since the approval for the AIRBA procedure was
granted on 9 February 2011, with retroactive effect
as at 31 December 2010.

Actual loss Expected

loss
2010 31 Dec 2009

Euro mn

IRBA asset class

Institutions - 0
Corporates 108 284
Total 108 284

Excluding the loan portfolio treated under the
AIRBA which incurred a loss in 2010, the EL
amounts to € 139 million.

The comparability of the juxtaposed indicators
warrants a thorough assessment as the methods
differ: the calculation of the LGD takes into account
all losses incurred until final settlement, whereas

the actually incurred loss, by definition, only
includes the amounts recognised in one period.

Additional uses of internal estimates

The internally estimated risk parameters are central
factors for the bank’s lending process and its risk
management. The market-related credit risk strate-
gies in the form of lending policies are based —
with regard to their specific requirements — on the
rating and the parameters underlying the LGD.
The basic prerequisite and foundation for the loan
approval is a detailed risk evaluation of each lend-
ing exposure of a borrower. The risk evaluation
includes the borrower’s creditworthiness as well as
the risks and collateral underlying the lending ex-
posure. The resulting risk classification is subject
to approval powers with regard to approval and
prolongation of lending exposures. The extent of
monitoring activities directly depends on the risk
classification. The basis for granting a commitment
is the preparation of a borrower rating.

The credit documentation includes the collateral
influencing the LGD as well as the assessments of
this collateral.

The relevant authorised person approves the
credit application and the determination of the
borrower rating.

The rating result is one of the many indicators
within the framework of early risk identification to
classify an exposure as a risk-prevention, restruc-
turing or recovery exposure.

In addition, the risk parameters are a major element
of our internal and external reporting. The bank’s
reporting comprises various portfolio analyses
based on the rating procedures used in the bank.
Accordingly, the MaRisk report as the central risk
report for credit risks includes comprehensive
information on the development of the credit
portfolio, e.g. by rating classes and their changes.
Compliance with rating updates and property
monitoring is reported on a monthly basis.
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The bank primarily uses credit risk models to
monitor concentration and diversification effects on
a portfolio level. Both expected and unexpected
loss can be derived. The basis for determining the
relevant values are the risk parameters PD, LGD
and EaD.

During the estimating phase of the acquisition
process, risk costs and capital requirements are
determined using the risk parameters PD and LGD,
and are then included as parameters for risk-
adjusted pricing. The individual financings are sub-
jected to an economic assessment for the current
profit centre calculation (accounting for individual
transactions / final costing). This economic assess-
ment takes into account the parameters PD and
LGD via standard risk costs.

Control mechanisms

The relevant Credit Management unit is responsible
for the correct and regular determination of the
rating results, as well as for the data quality within
the IT and rating systems. The rating is prepared
using the principle of dual control. The authorities
for determining the rating are based on the
authority regulations for lending and monitoring
decisions.

The uniformity of the rating for a borrower or a
guarantor is ensured through a number of meas-
ures. On the one hand, all rating users are trained
to become familiar with the procedure: on the
other hand, there is documentation dealing with
interpretation issues in the context of the rating
preparation.

Manual adjustments may be made within the scope
of situational assessment and overruling, and are
documented subsequently in the rating system.
The adjustments made within the scope of over-
ruling require the approval of the central rating
desk.

The internal rating procedure to determine a bor-
rower-specific probability of default for large-sized
property financing is validated based on the under-
lying data pool by Risk Management Solutions

(RMS) once per year, in close cooperation with
the banks participating in data pooling. The vali-
dation covers all measures required pursuant to
the Solvency Regulation. The further development
of the rating procedure is also made under the
umbrella of RMS, in consultation with the partici-
pating banks.

The procedures used by the bank for determining
LGD and EaD are also validated on an annual
basis. As these procedures represent bank-internal
developments, validation is made by the bank
itself. Exceptions to this are parameters used
within the LGD calculation process (recovery rates
and settlement periods for properties located in
Germany). These parameters are determined by

a data pool established under the umbrella of vdp.
The validation of these parameters is carried out
by vdp.

The loss given default percentage and the EaD are
derived automatically in the system on the basis
of the transaction and collateral data stored in the
system where data is maintained. The provision
of data is subject to strict quality standards for data
entries of the system where data is maintained;
these quality standards are set out in quality
manuals. The necessary reviews with regard to
information on collateral are the responsibility of
the Credit Management unit.

The Internal Audit department, as a process-
independent unit, reviews the adequacy of the
internal rating systems on a regular basis, including
compliance with the minimum requirements for
using rating systems.

Regulatory capital requirements

The capital requirements for a transaction‘s coun-
terparty risk under the CRSA are essentially based
on the following:

1. the regulatory classification (balance sheet,
off-balance sheet, or derivatives business);

2. the amount of the loan at the time of default
(EaD);
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and, under the AIRBA, additionally depends on

3. the probability of default as well as
4. the loss given default percentage.

The credit conversion factor for off-balance
sheet transactions is predefined by the BaFin for
the capital requirements under the CRSA. The
borrowers are subdivided into asset classes; the
exposure amounts are risk-weighted based on
their external ratings.

Aareal Bank Group believes that its approach of
pursuing a sustainable, prudent and conservative
business policy in the Structured Property Financing
segment in 2010 has once again been confirmed.
Against the background of the general economic
development, the improved situation on a couple
of important commercial property markets, as

well as the increased transaction volumes, new
business rose considerably over the previous

year, without however compromising the bank’s
selective approach that focuses strongly on quality,
profitability and risk.

Capital requirements from counterparty risks
declined during the year by € 339 million to

€ 1,329 million, despite the increase in new busi-
ness. This development mainly resulted from the
transition to AIRBA regarding the determination
of the total capital requirements for counterparty
risks.

As at 31 December 2010, no settlement or risks
associated with outstanding delivery had to be
taken into account when determining counterparty
usage limits.

Based on the AIRBA and the CRSA calculation
approach, the following regulatory capital require-
ments from counterparty risk exposures were
determined as at 31 December 2010, by asset class.

Only the simple risk weight method is used to
determine the capital requirements of the equity
investments reported under the AIRBA.

Euro mn
IRBA asset class 1,181
Institutions 1
Corporates 1,155
Investments 7
of which listed 2
of which sufficiently diversified,
but unlisted 5
Securitisations 5
Other non-credit related assets 13
CRSA asset classes 148

Sovereign governments -

Regional governments and
similar entities 5

Other public-sector entities -

Multilateral development banks -

International organisations -

Institutions 40
Covered bonds 12
Corporates 50
Retail lending business 1
ltems secured by property 6
Investment fund units 1
Investments 22
Securitisations 7

Other exposures -

Past due exposures 4

Items allocated to the IRBA asset class "Other
non-credit related assets” are not subject to
risks resulting from creditworthiness issues, and
are therefore not taken into consideration for the
management of counterparty risks.

Volume of loans and advances

The information to be disclosed in this chapter
pursuant to section 327 (2) of the SolvV does
not relate to the data reported to the banking
regulators. Instead, the IFRS carrying amounts as
reported in the consolidated statement of financial
position are taken as the basis.
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Collateral and specific valuation allowances are
not taken into account in the reported volume of
loans and advances. Thus we follow the account-
ing in accordance with IFRSs, pursuant to which
the allowance for credit losses is shown in a
separate line item of the consolidated statement
of financial position of Aareal Bank Group.

The data neither includes all items of the state-
ment of financial position nor does it take all
subsidiaries of Aareal Bank AG’s scope of con-
solidation into account. This restriction only has
minor effects on the informational value of the
disclosed volume of loans and advances in the
amount of € 42,694 million, since about 98 % of
the assets reported in the statement of financial
position, including contingent liabilities and loan
commitments, are covered.

We focus on the following items as regards the
volume of loans and advances reported in the
statement of financial position and the derivative
volume:

e cash funds;

¢ loans and advances to banks;

¢ loans and advances to customers;

e positive market values of derivative hedging
instruments;

e trading assets;

e non-trading assets; as well as
e income tax assets.

The disclosures regarding off-balance sheet trans-
actions are based on the contingent liabilities

and loan commitments of the subsidiaries covered,
as described in the Annual Report".

With regard to the companies of Aareal Bank Group
we consider material in this context; we focus on
Aareal Bank AG and Aareal Capital Corporation.
In addition, the fund Allianz Gl MMS-Globalfonds,
which is consolidated in accordance with IFRSs,

is included.

Average amounts are not presented, since the
amounts at the reporting date diverged from the
average amounts only to an insignificant degree.

Breakdown by major geographical segments

The presented breakdown of the volume of loans
and advances by major geographical markets is
based on our three-continent strategy, which covers
Europe, North America and Asia, as explained in
our Annual Report. The breakdown criterion used is
the relevant country of domicile of the counterparty.

50 % of the loans and advances covered relate to
Germany and Western Europe.

On-balance sheet Off-balance sheet Derivatives Total
Euro mn
Germany 9,357 669 886 10,912
Western Europe
(excluding Germany) 9,824 163 634 10,620
Northern Europe 3,559 94 63 3,716
Southern Europe 7,572 590 38 8,200
Eastern Europe 2,569 110 37 2,716
North America 4,110 235 82 4,426
Asia/Pacific 950 113 1 1,063
Other 1,021 10 8 1,039
Total 38,962 1,983 1,749 42,694

" Aareal Bank Group 2010 Annual Report: chapter "Other notes®, Note (81) in the notes to the consolidated financial statements.
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Breakdown by borrower group

On-balance sheet Off-balance sheet Derivatives Total
Euro mn
Institutions 5,490 17 1,524 7,031
Public-sector entities 7,945 8 - 7,953
Corporates 24,350 1,927 219 26,495
Private individuals 240 16 - 255
Other 938 16 6 959
Total 38,962 1,983 1,749 42,694

We monitor the borrower groups by assigning
counterparties into five groups using the industry
code defined by Deutsche Bundesbank.

Commercial borrowers ("Corporates), which

account for a 62 % share, are our most important
group. Public-sector entities and institutions

Breakdown by remaining term to maturity

account for roughly 35 % of borrowers relative to
the total volume of receivables.

Since Aareal Bank’s lending business is focused on
commercial property finance, we do not believe that
a further breakdown of the "Corporates” borrower
group would provide any additional information.

On-balance sheet Off-balance sheet Derivatives Total
Euro mn
Payable on demand 1,286 1,983 - 3,269
up to 3 months 3,739 - 62 3,800
more than 3 months /
up to 1 year 3,311 - 91 3,402
more than 1 year/
up to 5 years 18,716 - 793 19,509
more than 5 years 11,911 - 803 12,714
Total 38,962 1,983 1,749 42,694

The remaining term to maturity is determined on
the basis of the contractually agreed term of all
on-balance sheet and derivative transactions.

The classification of off-balance sheet transactions
as "payable on demand” results from the fact that

payment obligations may be incurred for Aareal
Bank from the loan commitments and guarantees.

75 % of our loans and advances have a term to
maturity of more than one year.
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Breakdown of on-balance sheet and off-
balance sheet loans and advances

The adjacent charts show that property loans and
irrevocable loan commitments, each group with a

share of 60 %, account for the highest portion of

on-balance sheet and off-balance sheet loans and
advances.

Allowance for credit losses

The best way to provide for risks is to carefully
review such risks before granting a loan. We
embrace this fundamental principle by adopting
a multi-level review process, and through our
well-trained, experienced employees in the credit
departments.

As a property financing specialist, we not only
focus on the borrower’s credit rating but also
carry out an in-depth analysis of the value and
profitability of the property pledged as collateral.

Despite all due care taken, events occur occasion-
ally that can lead to impairment or even default.
Our loan management teams are obliged to follow
certain rules for these receivables when the first
signs emerge that a loan might become impaired.

Our specialised and high-volume business requires
us to maintain close contact with our clients. Apart
from events that can be determined objectively,
such as when a loan is in arrears, or when a bor-
rower fails to meet disclosure duties, the first signs
of potential problems comprise a series of soft
factors.

The responsible loan manager is informed of such
soft factors, for example, by analysing performance
reports. If there is evidence of events that could
hamper the continuity of payments, the exposure
is placed on the internal watchlist.

In addition to the procedures deployed for the early
detection of risks, an on-watch committee was
established at the bank during the financial year
under review. The on-watch committee makes a

Breakdown of on-balance sheet business
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%

Repos 3 %
Balances held with banks 3 %

Other 5% .

Securities 29 %

Customer lending 60 %

Breakdown of off-balance sheet business

%

Guarantees issued 14 %

Irrevocable loan
commitments 60 %

Revocable loan
commitments 26 %

decision on a global level, regardless of the
exposure amount, concerning the classification as
a normal or intensified handling exposure, the
catalogue of measures and the composition of

the deal team responsible for the loan. Due to the
cross-functional composition of the on-watch
committee, the know-how transfer between market
units is enhanced.

The intensity of the attendant measures to be
taken depends on the extent of the potential
default, the internal assessment of the borrower/
property, plus time-related and legal issues. All
events are examined on a case-by-case basis.
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Definition of terms and allowance process

The concept of "impaired” loans is commonly
used in a financial reporting context, albeit not in
our credit organisation. We have therefore trans-
lated the requirements of section 327 (1) no. 1

of the SolvV to our internal processes. All loans
that are more than nine days in arrears are declared
to be in default.

Specific allowances for credit losses are recognised
where expected future cash flows fall below the
carrying amount of a loan receivable. This is the
case when it is probable (due to observable criteria)
that not all interest and principal payments can

be made as contractually agreed. The estimated
recoverable amount is determined on the basis of
the present values of expected future cash flows
from the asset (taking into account the market-
ability of collateral provided). If debt servicing can
be made from the borrower’s other assets on an
on-going basis, a cash flow deficit in relation to
the financed project does not justify the recognition
of allowances for credit losses. If the loan cannot
be repaid upon maturity as contractually agreed,

a reorganisation including prolongation is possible
when the cash flow from the project or the bor-
rower’s other assets enable the borrower to meet
future interest and principal payments.

Property loans for which allowances have been
recognised are referred to internally as non-perform-
ing loans. The loans remain in this category until
problems have been fully remedied, or the loan
has been settled. Uncollectable (residual) receiv-
ables are written off against specific allowances for
credit losses recognised previously, or written off
directly.

Portfolio-based valuation allowances are recognised
for risks which have already materialised, but
which cannot be allocated to individual loans and
advances due to lack of knowledge. For this pur-
pose, groups of financial assets with comparable
default risk profiles are combined in portfolios

and reviewed for impairment. The portfolio-based
valuation allowance is calculated using a formula-
based procedure which is based on the Basel Il

parameters "expected loss ratios“ and “proba-
bilities of default®.

Provisions for loans are set aside for commitments
to third parties if utilisation is probable and the
amount of the commitment can be reasonably
estimated. Provisions are measured on the basis of
the best estimate of the expenditure required to
settle the obligation, in accordance with IAS 37.36.
If utilisation in the short term, i.e. within twelve
months, from the obligation is not expected, the
provision will be recognised at present value.

In addition to the allowance process for property
lending, the Annual Report? includes a description
of the impairment process for securities belonging
to the IFRS categories "Available-for-Sale® (AfS),
"Held to Maturity“ (HtM) and "Loans and Receiv-
ables” (LaR).

Quantitative disclosures

The breakdown of past due and impaired loans
and advances and the related allowances by
important regions, borrower groups and contractual
maturities as required by section 327 (2) no. 5 of
the SolvV, is fully included in the Annual Report?.
The amounts stated therein relate to the con-
solidated financial statements in accordance with
IFRS.

As at 31 December 2010, the property finance
under management?® with a total volume of

€ 791 million was subject to specific valuation
allowances, which amount to € 261 million. Port-
folio-based valuation allowances on loans and
advances to customers amount to € 88 million
as of the reporting date.

Aareal Bank Group 2010 Annual Report: chapter "Basis of
accounting”, Note (5) in the notes to the consolidated financial
statements.

Aareal Bank Group 2010 Annual Report: chapter "Reporting on
Financial Instruments*®, Notes (73) and (74) in the notes to the
consolidated financial statements.

Property financings under management include the property
financing portfolio managed for Deutsche Pfandbriefbank AG.

(5]

©
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93.2 % of the borrowers are assigned to the
Corporates asset class, and 6.3 % to the Private
Individuals class. However, the retail business is
no longer part of Aareal Bank Group’s core busi-
ness. Since Aareal Bank’s lending business is
focused on commercial property finance, we do
not believe that a further breakdown of the
”Corporates” borrower group would provide any
additional information.

Allowances for country risks were not necessary in
the financial year 2010. We also did not recognise
any impairment for derivatives, since these are
recognised at fair value through profit or loss pur-
suant to IFRSs.

Development of allowances for credit losses
and provisions

Allowances for credit losses and provisions in
accordance with IFRSs developed as follows during
the course of the year:

Specific Provisions
allowances Portfolio in the
for credit impairment lending
[LELT=H] allowance business
Euro mn
1 January
2010 183 100 28
Additions 130 - 12
Charge-offs 26 - 6
Reversals 49 12 5
Currency
adjustments 6 0 -
31 December
2010 244 88 29
Derivatives

Derivatives are defined for regulatory purposes as
unconditional forward transactions or option con-
tracts that are structured as a purchase, exchange
or other acquisition of an underlying instrument,
and whose value is determined by the underlying
instrument and whose value may change in future

for at least one counterparty due to future settle-
ment (section 19 (1a) of the KWG).

The bulk of Aareal Group’s derivatives positions
have been entered into in order to hedge interest
rate and currency risk exposure, and for refinancing
purposes.

Internal capital allocation

Within the framework of the economic capital
model for credit risks, derivatives are taken into
account in the amount of their positive market
value plus the regulatory add-on, determined
depending on the type and term of the transaction.
The netting agreements concluded by the bank

to reduce counterparty risks within the trading
business are taken into account in the calculation.
This also applies to additional agreements on

the furnishing of collateral.

Internal limitation of risks from derivative
transactions

To assess counterparty risk from derivative trans-
actions, Operations prepares an internal rating
for all counterparties on a regular or event-driven
basis. The internal rating, as well as the external
ratings from Fitch Ratings, Moody’s and Standard
& Poor’s, represent an important indicator for
determining counterparty-specific limits for the
derivatives business.

Collateral and allowance for credit losses

The procedures for accepting collateral are
described in the Group Annual Report".

No allowance for credit losses was recognised
for derivatives, since these are recognised at fair
value through profit or loss pursuant to IFRS.

" Aareal Bank Group 2010 Annual Report: chapters "Credit risk
mitigation* in the Risk Report of the Group Management Report.
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Impact of a rating downgrade on collateral
to be furnished

In general, the collateral agreements concluded
provide for rating-independent allowance amounts
as well as rating-independent minimum transfer
amounts. In addition, the bank has entered into
collateral agreements on an individual basis which
provide for a reduction in the allowance and the
minimum transfer amount under the collateral
agreement in the event of a downgrade of the
bank’s external rating. This may lead to the bank
having to provide additional collateral, regardless
of the development of the default risk. However,
the risk is immaterial due to the low volume and
in relation to liquidity.

Valuation approach

The equivalent value of derivatives and the
related counterparty risk are determined using the
mark-to-market method (sections 18 et seq. of
the SolvV) for the purpose of regulatory reporting.

Regulatory capital requirements

The aggregate positive replacement value for our
derivatives contracts subject to reporting require-
ments stood at € 1,750 million at year-end 2010.
This amount is reduced to € 467 million through
netting agreements (see chapter ”Credit risk miti-
gation®) in the amount of € 1,000 million and

the deduction of collateral provided in the amount
of € 283 million.

Reduction
through After
collateral netting

Reduction

Positive
replacement value

1,750 1,000 283 467

Interest rate

1,597 - - -

Currency

152 - - -

Equities / index

The overview shows the effects of netting and
collateral eligible for inclusion on positive replace-
ment values, broken down by type of contract
relevant for the bank.

The counterparty risk for all contracts remaining
after netting and collateral amounted to € 865
million as at 31 December 2010. The resulting
capital requirement amounts to € 40 million.

At present, we neither use credit derivatives to
hedge individual contracts, nor do we act as a
broker or a buyer of derivatives. We sold around
€ 350 million in credit default swaps in the market
to hedge the items included in the asset class
“Sovereign governments®.

Credit risk mitigation

The bank’s Credit Manual contains further details
regarding collateral to be used within the bank.
The regulatory inclusion of the collateral reflects
our conservative hedging strategy. The collateral
employed fulfils the extensive impairment checks
and enforcement reviews that are part of the credit
process.

For the purpose of the internal estimation of the
loss ratio in the case of a borrower default, only
collateral that can be allocated to the following
categories is taken into account:

e Property-related collateral,
e warranties, and
¢ financial collateral.

The legal minimum requirements regarding
collateral and the security interest are reviewed by
the Credit Management units in cooperation with
the Legal Department. In principle, the internal
estimation of the loss ratio only uses collateral
that are included in bank-internal approved

lists. This ensures the legal enforceability of the
security interest. A bank-internal process ensures
that the legal enforceability of all SolvV relevant
collateral is subjected to permanent legal
monitoring in the jurisdictions relevant for us.
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Corresponding measures are initiated if this results
in changes.

Any collateral must be reviewed in the case of
new business, loan extensions, material changes
to the collateral structure as well as at certain time
intervals and upon certain events. The review
covers the legal minimum requirements and the
value of the collateral.

In addition to the inclusion of real property liens,
we developed a methodology in cooperation with
external law firms. This methodology is used to
assess other property-related security interests for
international financings. On this basis, the rights
are taken into consideration for the purpose of the
internal loss ratio estimation.

To mitigate credit risk under the AIRBA, the bank
also accepts collateralisation through a pledge of
shareholdings in property companies or special-
purpose entities not listed on a stock exchange.
Such shareholdings are only taken into account to
mitigate credit risk for selected countries.

In contrast to the AIRBA, only certain types of
impersonal collateral, indemnities and guarantees
as well as financial collateral may be used under
the CRSA. Commercial property collateral is eligible
for inclusion in accordance with the Credit Risk
Standard Approach, albeit not for mitigating credit
risk. Loans secured by a real property lien are
included instead in a separate asset class with a
preferable risk weight.

All collateral values in foreign currency are
translated daily into euro, using the official foreign
currency rates.

Regulatory haircuts based on mismatches related
to term/ lifetime or currency are applied during
netting of collateral.

Property-related collateral
As an international property financing house,

Aareal Bank focuses on property in the context
of collateralisation. Real property liens — or any

equivalent security interests in terms of quality
depending on the location of the property are the
main types of security interests used for the
internal loss ratio estimations for property loans.

Market or fair values are set in accordance with
the responsibilities for decision-making on lending,
and form an integral part of the lending decision.

External or internal valuation reports are used for
property-related collateral. The provisions of sec-
tion 20a (6) of the KWG are complied with during
the valuation. The property’s market or fair value
is subjected to a defined monitoring and review
process:

The property values are monitored using statistical
methods. The annual monitoring for properties
located in Germany is based on a bank-internal
procedure as well as on the market fluctuations
concept of the vdp /VOB. Properties located
abroad are monitored exclusively on the basis of a
bank-internal procedure. In addition to regular
monitoring, a review is initiated as soon as there
are indications for substantial value fluctuations
for the relevant types of property.

The properties identified in Step 1 are analysed
more closely. This review is made by an inde-
pendent valuer or a loan manager with applicable
expertise. In addition, all properties have to be
reviewed every three years if the market value and
the exposure reach a certain threshold.

In Step 3, the properties identified in Step 2 are
generally revalued when the assumptions under-
lying the most recent valuation would lead to

a reduction in value considering the current market
situation. Event-driven reviews are carried out
immediately.

Warranties

Warranties include indemnities and guarantees.
The guarantors include rated customers from the
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segments "Sovereign states“, "Regional govern- We use the comprehensive method for financial
ments“ and "Local authorities* as well as ”Institu- collateral under the CRSA.
tions“ and "Corporates®. Credit risk mitigation
focuses on the creditworthiness of the guarantor. Collateralising loans through balances saved under
In the case of large-sized property lending, if a home loan and savings contracts and fund units
warranty is provided, the guarantor has to be rated s insignificant in our business model, and not used
using the applicable rating procedure when the within the scope of CRSA or AIRBA.
lending decision is based (among other things)
upon the creditworthiness of the guarantor. The Collateral eligible for inclusion
rating process for guarantors is subject to the same
requirements applicable to the borrower. Assigned Collateral in the amount € 15,532 million was
life insurances are only included under the AIRBA applied within the scope of credit risk mitigation.
and are treated by analogy with assigned balances  This figure includes € 283 million of financial
held at third-party institutions like warranties. collateral included for derivatives transactions.

In some instances, we apply the transitional regu- As Aareal Bank is an international property
lation in accordance with section 339 (17) of the specialist, the real property liens used to mitigate
SolvV for the inclusion of guarantees under the credit risk under the AIRBA is the relevant para-
CRSA. If the prerequisites for the treatment of meter, with a share of 96 %. Financial collateral,
letters of indemnity no longer apply, the collateral warranties and other guarantees only represent a
is no longer eligible for inclusion. minor portion in the collateralisation volume.
Financial collateral Under the AIRBA, the asset classes "Corporates”
and "Institutions” are collateralised by an overall
Pledged balances held at the bank are included as  volume amounting to € 14.5 billion.
financial collateral. Financial collateral in the form
of pledged securities play a minor role. Their The proceeds from the corresponding types used
current market values are included for credit risk under the AIRBA for the purposes of the collater-
mitigation purposes, adjusted for haircuts. alisation effect are shown in the following table for
the asset classes "Corporates” and "Institutions“":
Total of Other
collateralised property- Other Financial
exposure amounts Property related collateral Warranties warranties collateral

Euro mn

IRBA asset class 14,507 13,900 215 262 40 90

Corporates 14,503 13,896 215 262 40 90

Institutions 4 4 - - - 0

' The asset class only consists of housing enterprises with savings
facilities.
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At 98.4 %, financial collateral held in the bank
accounts for the bulk of collateral types.

Eligible warranties comprise guarantees or
indemnities provided by various guarantors and
cash deposits with third parties.

The effect of such collateral on the assessment
basis pursuant to section 49 of the SolvV is
shown beside, broken down by CRSA asset class:

In addition, the CRSA asset class "ltems secured
by property” includes real property liens at a
volume of € 216 million.

Risk concentrations

The qualitative and quantitative processes to assess
and control risk concentrations are described in
the Annual Report"”. Due to the large importance
of property used as collateral, we refer to the
graphic breakdown of the property finance volume
by region and by property type.?

Impact of collateral included under the CRSA

Identical types of collateral react differently
depending on what transactions they can be offset
against.

This is due to the composition of the CRSA
exposure as defined by section 48 of the SolvV.
This takes into consideration the CRSA assess-
ment basis pursuant to section 49, and the CRSA
conversion factor in accordance with section 50
of the SolvV.

The CRSA conversion factor ensures that lower
regulatory capital requirements are calculated for
loan commitments and other off-balance sheet
transactions than for on-balance sheet receivables.

" Aareal Bank Group 2010 Annual Report: chapter "Credit risks”
("Credit risk measurement and monitoring*) in the Risk Report of the
Group Management Report.

2 Aareal Bank Group 2010 Annual Report: chapter "Credit risks*
("Credit risk measurement and monitoring*) in the Risk Report of the
Group Management Report.
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Total of
collateralised Financial
exposure amounts collateral Warranties
Euro mn
CRSA asset class 1,025 1,009 16
Institutions 1,011 1,009 2
Corporates - - -
Sovereign governments -
Regional governments 13 - 13
Past due exposures - - -

CRSA exposure amount

before credit risk

CRSA exposure amount
after credit risk

mitigation mitigation
Euro mn
Risk weighting Total 16,634 15,630
0% 10,169 10,183
10 % 1,314 1,314
20% 3,842 2,839
35% 78 78
50 % 332 341
75 % 23 23
100 % 851 845
150 % 25 7

> 150 % -

The table above shows CRSA exposure amounts
by risk weight, both before and after mitigating
credit risk:

Cash deposits as financial collateral and warranties

within the meaning of the SolvV can be distin-
guished in terms of how they mitigate credit risk:

e (Cash deposits reduce the assessment basis

to which the conversion factor is applied. The

risk weight impacts the exposure amount.

e Warranties do not impact on the assessment
basis, but on the risk weighting. A loan
collateralised through a warranty is taken into
account with the warranty amount to be
included and the risk weight of the guarantor
in the guarantor’s asset class.
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Netting agreements

To reduce counterparty risk in Aareal Bank’s trading
business, the master agreements for financial
derivatives " and master agreements for securities
repurchase transactions (repos) used by the bank
provide for various credit risk mitigation techniques,
via mutual netting agreements.

The master agreements for financial derivatives
used by the bank contain netting agreements at a
single transaction level (so-called "payment net-
ting“), and arrangements for the termination of
individual transactions under a master agreement
(so-called "close-out netting“).? In general, all
master agreements are based on the principle of a
common agreement, which means that in the case
of a termination the individual claims are netted
and that only such net amount can and may be
claimed with regard to the defaulted counterparty.
This claim must not be affected by any insolvency,
i.e. it must be legally valid and enforceable. This,
in turn, means that the jurisdictions concerned must
recognise the concept of a common agreement
which protects the net amount of the claim from
imminent access by the insolvency administrator.

Above all, the close-out netting is subject to
(international) legal risks. The bank reviews these
legal risks by evaluating the statements included
in legal opinions commissioned by national and
international associations and prepared by recog-
nised law firms, regarding the validity and enforce-
ability of mutual netting agreements in the case
of a counterparty’s insolvency based n criteria such
as product type, jurisdiction of the registered office
and branch office of the counterparty, individual
contract supplements and other criteria. In doing
so, the bank decides for each individual trans-
action whether or not netting is possible. The bank
uses eligible bilateral netting arrangements within
the meaning of section 206 of the SolvV for all
transactions with financial institutions; in many
cases there are additional collateral agreements
which further reduce the relevant credit risk. In
contrast, the bank does not use netting relevant
for regulatory purposes with other counterparties
(e.g. collateral transactions with borrowers).

For repo transactions, depending on the counter-
party, payment or delivery netting is agreed upon;
contract documentation for repo transactions also
generally provides for close-out netting. However
the bank does not use the option permitted by
regulation to reduce capital requirements for repo
transactions, since the considerable efforts for the
evaluation of the legal opinions prescribed under
the regulatory framework only justify a slight equity
reduction.

Securitisation

An institution can act as originator, sponsor or
investor of a securitised transaction. The relevant
role in the securitised transaction can have
different consequences for regulatory purposes.

Acting as originator, an institution securitises a
limited portion of its assets, which it places on the
capital market as tranches that are structured by
(credit) quality.

As investor, an institution buys securitised assets
from other banks. Given that the issuer can
default, and interest and principal payments are
therefore not guaranteed, this risk requires a
regulatory calculation and must be backed by
equity.

Roles in the securitisation process
Two tranches of the transactions terminated in

2008 remained from our previous originator
activities, which we do not include in accordance

' The German Master Agreement on Financial Derivatives (DRV) also
comprises, in the following, the master agreement issued by the
International Swaps and Derivatives Association Inc. (ISDA) (the
so-called ISDA Master Agreement). Both agreements are stand-
ardised agreements recommended by leading associations (among
others by the Association of German Banks, BdB).

2 A "termination following a Termination Event* within the meaning
of the ISDA Master Agreement is based on an event outside of the
control of the counterparty (e.g. changes in tax laws), while the
"termination following an Event of Default” is based on a violation of
the agreement on the part of the counterparty, such as a payment
default or insolvency.
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with section 249 of the SolvV. We reported
securitised exposures originated for the last time
at the end of September 2008.

Aareal Bank Group is currently not acting as an
originator of securitised transactions, but is
involved solely as an investor on the market.

Investment principles

We invested exclusively in mortgage-backed secu-
rities (MBS) and asset-backed securities (ABS)
within the scope of traditional securitisations that
have an excellent external rating. These securities
are held as medium- to long-term investments
within the framework of our liquidity strategy. No
new investments were made in 2010.

We did not invest directly or indirectly in the US
sub-prime market. We also have no collateralised
debt obligations (CDO) or US Residential Mort-
gage-Backed Securities (RMBS) on our books; it is
these securities in particular that have resulted in
significant write-downs for other banks. Further-
more, we hold no securities which are backed by
monoline insurers.

As at 31 December 2010, our portfolio of pur-
chased securitised exposures is comprised of as
follows:

CRSA AIRBA

Euro mn

CMBS - 101
RMBS 282 -
Car/student loans 62 -
Total 344 101

All of the securities are carried on the balance
sheet, and are allocated to the "Loans and Receiv-
ables” measurement category. Please refer to the
Annual Report for information on the valuation
method used.” Every ABS security currently carried
on the balance sheet and reported for regulatory
purposes has an external rating from one of the
retained rating agencies (Fitch Ratings, Moody’s
Investors Service, or Standard & Poor’s).

Regulatory capital requirements

For the reasons stated above, risk-weighted position
values are only calculated for purchased securitised
exposures. These are treated as default risk ex-
posures on the balance sheet, in line with the Credit
Risk Standard Approach, and the risk weighting
determined on the basis of the external rating.

The total value of the exposures pursuant to
section 239 of the SolvV amounted to € 445 mil-
lion as at 31 December 2010. Given that these
solely comprise securities rated by a rating agency
approved by the regulatory authorities, the risk
weightings for assessed CRSA securitisation ex-
posures are calculated according to section 242
of the SolvV.

Total exposure is broken down by the current risk
assessment as follows:

CRSA AIRBA

Euro mn

Investor-Positionswerte 344 101
20 % risk weighting 303 41
25% risk weighting - 30
35% risk weighting - 23
50 % risk weighting 21 -
100 % risk weighting 20 -
425 % risk weighting - 7

Only CMBS are covered under the AIRBA, since
the underlying portfolios without collateralisation
also would have to be included under the AIRBA.
The risk weights for the CMBS are determined
based on a rating-based approach (section 257 of
the SolvV).

As of 31 December 2010, almost 77 % of the
investor exposures are included in the risk-
weighted exposure amount of € 150 million using
a favourable risk weight of 20 %.

" Aareal Bank Group 2010 Annual Report: chapter "Reporting on
financial instruments*, Note (66) in the notes to the consolidated
financial statements.
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Investment Risks

Investment risk strategy

Aareal Bank Group acquires equity investments
strictly for the purpose of positioning the Group
as an international property financing specialist
and provider of property-related services. While the
standard banking risks mainly exist within Aareal
Bank AG and the equity investments in banks, the
other subsidiaries are frequently exposed to other
risks. Due to their special character, these risks
cannot be measured and managed using the same
methods and processes. These risks are central-
ised in a separate risk category called "Investment
risks“ and are included in the centralised risk
management system through an investment risk
controlling concept.

In general, all types of investments contribute to
investment risk. The main focus of investment risk
controlling, however, is on operating non-bank
shareholdings since these companies have different
business models from that of Aareal Bank AG.
The statistical methods and procedures applied

in the banking business such as VaR models are
generally not suitable for assessing the risks of these
companies. For this reason, we pursue a qualitative
approach for investment risk control which attempts
to estimate the risk content on the basis of the
balance sheet and income statement analyses
conducted within the scope of investment risk
controlling. The investments covered are classified
into different risk classes. Each risk class has
specific risk weightings which are used to translate
the carrying amount of the investment into a risk
equivalent value. Based on this risk equivalent
value, Risk Controlling monitors compliance with
the limits for investment risks.

Based on the type, scope, complexity and risk
level of transactions, processes should be set up
for the early identification of risk potential and
for controlling and monitoring these risks in
accordance with the Minimum Requirements for
Risk Management (MaRisk) within the lending
business.

This requirement is complied with through a
risk-adequate investment controlling system within
the framework of implementing the investment
strategy, where the different autonomy requirements
of investments are accounted for.

The controlling philosophy of Aareal Bank Group
defines to which extent the business activities of
the investments is influenced, and who exercises
this influence. The controlling philosophy also
determines the structure for controlling equity
investments. A distinction has to be made between
a direct and indirect influence on the investments.

In case of a direct influence, information is re-
quested proactively, and the Group headquarters
are involved in material business decisions. In
case of an indirect influence, the investments have
more discretion (autonomy) as regards business
decisions.

Various mixtures are possible between these two
extremes. The higher the significance of an invest-
ment, the higher the importance which is attached
to regular reporting. In this context, Investment
Controlling above all fulfils an information and
control function. In addition, specific support pro-
vided for individual investments may be one of
the tasks within the framework of the management
of the equity investments.

Moreover, risk control and risk monitoring is
supplemented by various reviews which the depart-
ment or the companies are subjected to:

Pursuant to the MaRisk, the equity investment
management has to be reviewed in reasonable
time intervals by Internal Audit. This also involves
system reviews (organisational structures and
workflows, risk management and controlling,
internal control system), taking into consideration
the principles for a risk-oriented review. In ad-
dition, the investments themselves are subjected
to a review performed by the Group Audit depart-
ment of Aareal Bank AG.

In accordance with MaRisk, the auditor has to
acquire an overview of equity investment manage-
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ment and its organisation, the related risks as well
as the internal control systems and procedures, and
has to assess the appropriateness and effective-
ness of the processes and procedures. Furthermore,
the subsidiaries and equity investments are also
subjected to a review by an auditor.

Pursuant to MaRisk, risks from investments have
to be included as part of the overall risk reporting
of Aareal Bank AG. For this purpose, the invest-
ment risks are determined and assessed by the
Corporate Development unit. The Risk Controlling
unit reports to the Management Board as regards
investment risks within the framework of regular
risk reporting, also on a quarterly basis.

Our business model comprises the two segments,
Structured Property Financing and Consulting /
Services. Investments in the banking book reflect
the medium to long-term strategic objectives of
our business model.

e We enter into strategic investments to support
our property financing activities, particularly
abroad.

e Special-purpose entities within the scope
of foreclosed assets are used to secure real
property liens.

e Strategic investments allow us to offer the
institutional housing sector in Germany — as
well as selected European countries — services
and products for managing residential property
portfolios and processing payment flows.

¢ Investments in companies that provide the
Group and third parties with other property or
IT services.

Regulatory assessment
Measurement and accounting policies
According to section 340e (1) of the HGB, invest-

ments must be valued in accordance with the
principles applicable to tangible fixed assets (sec-

tion 253 (1 and 2) of the HGB), provided they do
not serve business operations on a permanent
basis, in which case they must be valued according
to the rules prescribed for current assets (section
253 (1 and 3) of the HGB).

Subsidiaries established for the purposes of shelf
companies, bare-shell companies or as a limited
company serving as a general partner, are carried
at cost at the time of purchase or production. This
is due to the fact that there is no active market
for holdings in these companies; moreover, they
generally do not act in an operative capacity, so
that it is impossible to determine projected figures
or carry out a company valuation based on this
data.

We do not draw up plausibility considerations

or derive a market value for investments (predomi-
nantly in accordance with the book value in line
with the HGB) where the costs of obtaining or
deriving information relevant to valuation (for
example, target income statement, target balance
sheets) would be inappropriate given the benefit
provided by the information.

Alternatively, a valuation is carried out using the
DCF method, provided the necessary projected
figures are available.

Investments that are not consolidated under IFRSs
or accounted for at equity are recognised at fair
value in the IFRS consolidated financial statements.
Changes in the valuation are recognised directly

in equity, in the revaluation surplus.

All factors that are included in the valuation of an
equity investment are documented and disclosed
to the external auditors.

For regulatory purposes, all equity investments
held prior to | January 2008 are excluded from
the application of the advanced IRB approach pur-
suant to section 338 (4) of the SolvV (grand-
fathering rules or protection of continuance), and
are taken into account pursuant to the Credit Risk
Standard Approach within the meaning of section
37 of the SolvV on the basis of their carrying
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amounts with a 100% risk weighting. The simple
risk weight method (section 98 of the SolvV)

is applied for all equity investments treated under
the AIRBA.

Valuations

The following table shows aggregate investments
in our banking book in relation to their strategic
objective, excluding investments consolidated for
regulatory purposes. These are companies that
are included as risk-weighted assets in the report,
in accordance with section 10 of the KWG.

The following overview compares the book values
— calculated in accordance with the HGB — with
fair values. Goodwill is considered as a share-
holding in a non-Group company and is not taken
into account:

Carryig
amount (HGB) Fair value
Euro mn
Structured
Property Financing 198 198
of which listed 10 11
Consulting/Services 87 87

Fair values are calculated using the methods
described above.

Since the prerequisites set out in section 98 No. |
of the SolvV are met, the simple risk weight for
all equity investments treated under the AIRBA is
190 %. On the basis of this risk weight, the IRBA
exposure amount is € 44 million.

Result from equity instruments

The following disclosures relate to the Group as
a whole.

During the year under review, we bought eight
and sold eight companies within the Group. The
total gains on disposal amounted to € 1.1 million.

Other investments held comprise undisclosed
revaluation gains of around € 1 million, calculated
in accordance with the HGB. These do not impact
on Tier | capital or Tier 2 capital. German com-
mercial law does not require unrealised revaluation
gains or losses to be determined.

Index certificates

The explanations in this chapter so far have related
to our classic shareholdings where one company
of Aareal Bank Group invests into another
company using capital contributions, shares and
similar types of investments.

The index certificates held by us are subject to
protection of continuance, and are excluded from
the application of the AIRBA. We take into account
index certificates within the CRSA asset class
“Investments* for the presentation of counterparty
risks resulting from the underlying instrument.

Due to the purpose of the investment, the index
certificates are assigned to non-trading book
(liquidity reserve). Under the German Commercial
Code, index certificates are measured strictly at
the lower of cost or market.

As at 31 December 2010, the carrying amount of
the index certificates — calculated pursuant to
HGB and included in solvency reporting — totalled
€ 4.6 million.

Market Price Risks

Market price risk is broadly defined as the threat
of losses due to changes in market parameters. At
Aareal Bank, the relevant parameters for market
price risks mainly consist of interest rates, equity
prices and exchange rates.

Risk Controlling uses the latest methods and tools
for the measurement and analysis of market risks.
Up-to-date reporting to management on the
Group’s risk profile provides decisive input for all
short, medium and long-term investment decisions.
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Value-at-risk (VaR) has established itself as the
method for measuring general market price risk.
This concept as well as stress testing and sensitivity
analysis used as further methods to measure
market risks are described in detail in the Annual
Report".

Risk management, especially with regard to market
and interest rate risks of the banking book, is
performed within the Treasury department and
supported by the Risk Controlling unit through risk
reports and risk assessments. Based on the daily
market risk report, all changes of the present value
in all currencies are analysed on a daily basis;

if necessary, risk-reducing measures are taken. In
addition, the general interest rate and market risk
situation is discussed during the weekly meetings
in the Transaction Committee. The Transaction
Committee comprises the Management Board mem-
ber responsible for Treasury, the Head of Treasury
as well as the department heads of Treasury. The
Transaction Committee makes decisions as regards
the general approach with respect to the manage-
ment of market and interest rate risks.

In the area of market price risks, we monitor and
control concentration risks, in particularly in respect
of the relevant risk factors (interest rate risks,
currency risks, etc.), products and individual com-
panies of Aareal Bank Group.

Market risk strategy

Our exposure to the capital market is based on a
responsible and sustained strategy. [dentified risks
are offset, for example, through hedging agree-
ments.

Interest rate positions from the current lending
and refinancing business, which are intended to
be hedged, are closed out using interest rate
derivatives. Generally, we use one-to-one hedges
to meet IFRS hedge accounting criteria. Macro

" Aareal Bank Group 2010 Annual Report: chapter "Market price
risks“ in the Risk Report of the Group Management Report.

hedges, where IFRS hedge accounting cannot be
used, are an exception to this.

In line with our strategy, we ensure to maintain a
largely neutral position in each currency. The
aggregate foreign currency position is therefore
well below the threshold of 2 % of regulatory
capital stipulated in section 294 (3) of the SolvV
on a regular basis. The reporting requirement arises,
among other things, due to the fact that the
aggregate of asset and liability items in all foreign
currencies exceeds capital when translated into
euros.

The lending and refinancing business in foreign
currencies is managed using money market trans-
actions and FX swaps in the respective currency.
The currency position resulting from accumulated
lending and refinancing margins are reviewed
regularly and closed out timely. Basic risks from
differing fixing dates are largely avoided for each
currency by selecting suitable roll dates.

We do not invest in precious metals, nor do we
invest in other commodities and raw materials.
Similarly, there are currently no amounts to be
included for net equity or equity index positions.
We calculate the regulatory capital requirements
for foreign currency risk based on the rights

and obligations as well as investments in foreign
currencies.

Regulatory assessment

We do not use an internal model for the regulatory
assessment of market risk, but employ standard
regulatory procedures instead.

The option according to section 300 (2) of the
SolvV, and the duration method pursuant to
section 302 of the SolvV, are used to calculate the
general price risk.

We do not apply any lump-sum weighting
amounts for investment fund units in accordance
with section 307 (1) sentences | and 2 of the
SolvV.
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The following overview shows the regulatory capital
requirements from market risks for the different
segments:

Euro mn

Market risk positions

Currency

Net interest position -

Other items _

Interest rate risk in the banking book

Whilst the net interest position is calculated to
determine regulatory capital requirements for
market risk, the calculation of interest rate risk in
the banking book does not impact on the capital
representation for regulatory purposes.

Interest rate risk is broadly defined as the threat
of losses due to changes in market parameters.
From an economic perspective, interest rate risk
represents a key variable for observing market
price risk.

Measurement method and basic assumptions

Aareal Bank uses the VaR concept to measure
interest rate risks in the banking book. The VaR
for market price risks quantifies the exposure as a
negative divergence from the current aggregate
value of the bank’s financial transactions.

A variance-covariance approach (delta-normal
method) is used throughout the Group to deter-
mine the VaR indicator on a daily basis. Statistical
parameters used in the VaR model are calculated
directly from 250-day historical data maintained
within the bank. The loss potential is determined
applying a 99 % confidence interval and a ten-day
holding period.

By its 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

account balances which are factored into calcu-
lations for a period of two years, using the average
residual amount of deposits observed in the past.
Loans are taken into account using their fixed-in-
terest period (for fixed-rate exposures), or using
their expected maturity (variable-rate exposures).
Aareal Bank’s equity is not taken into account as a
risk-mitigating item. This tends to overstate VaR,
demonstrating the conservative approach adopted
in our risk measurement processes — together with
considering only contractual maturities.

Based on the daily market risk report, all changes
of the present value in all currencies are analysed;
if necessary, risk-reducing measures are taken.

In addition, the general interest rate situation is
discussed during the weekly meetings of the Trans-
action Committee. The Transaction Committee
makes decisions as regards the general approach
with respect to the management of interest rate risks.

Impact of an interest rate shock on profit
or loss

The underlying interest rate shock scenarios
stipulated by the banking regulators for external
reporting purposes (including parallel shifts of
+130/-190 basis points for euro zone interest
rates, and +185/-108 for US Dollar interest rates)
resulted in a present-value change of € -65 mil-
lion and € +55 million, respectively, for all cur-
rencies as at 31 December 2010."” Of the currencies
reviewed in the following table, the euro is the
most important individual currency for us, with a
€ -33/€ +32 million change in present value.

The ratio of the sum of all currencies relative to
Aareal Bank AG’s capital (in accordance with sec-
tion 10a of the KWG) for these interest rate shock
scenarios is 2.2 % as at the reporting date. This
figure is down on previous years, and well below
the maximum limit of 20 %.

' The calculation was carried out only for Aareal Bank AG and for its
subsidiary Aareal Capital Corporation.
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Interest rate shock (in bp)

Present value change (Euro mn)

+ - Decrease Increase
EUR 130.0 -190.0 -33.2 32.3
GBP 162.8 -98.9 -9.9 6.1
usb 184.5 -108.4 -16.6 10.4
Other - - -5.3 6.2
Total - - -65.0 55.0

Operational Risks

Operational risk is defined for regulatory purposes
as the risk of losses resulting from inadequate or
failed internal processes or systems, from human
error, or from external events. This definition

also includes legal risks. In contrast, strategic,
reputational and systematic risks are not included.

Ultimately, in contrast to other risk types, opera-
tional risks always represent the disruption of the
production process. If the components of the pro-
duction process change, the situation as regards
operational risks within the company changes as
well.

Risk Controlling is responsible for the central
coordination of all aspects related to controlling
operational risks, including the authority to select
methods for identifying and monitoring of risks
and loss events. This also includes risk reporting.

Strategy for the treatment of
operational risks

The strategy pursued by the bank, which is based
on specialised and individualised businesses, results
in less standardised and mechanised processes
and workflows as compared with institutions that
focus on standardised businesses. The conse-
quence of this for Aareal Bank is that the opera-
tional risk is more strongly characterised by the
categories People /Employees and Processes and
less strongly by the categories Systems/ Tech-
nology and External Events.

The insights described herein result in a conscious
and rigorous risk strategy in connection with the
treatment of operational risks. Within the frame-
work of this risk strategy, a decision is made with
regard to avoiding (incl. relevant risk mitigation
strategies), accepting/ entering into or transferring /
hedging risk positions. Deciding factors for the
related decisions are both the economic reason-
ableness of the decisions and the bank’s risk
appetite. The aim of all these efforts is to generate
a balanced risk profile on the basis of a regularly
applied risk analysis.

Against the background of this risk environment,
we generally avoid a concentration of operational
risk exposure. This is achieved, among other
things, via adequate long-term measures as well
as through the consistent implementation of a
precisely defined set of controlling instruments for
the identification and monitoring of operational
risks and resulting loss events. These instruments
are tailored to the bank and its specific risk profile.

Instruments used to control operational risks

Operational risks and the resulting loss events are
systematically identified, assessed, monitored and
addressed, if necessary, using controlling measures
within Aareal Bank under the framework of a
regular cycle. Risk identification is conducted via
the instruments of self-assessment (early risk
identification) and risk inventories (risk identifi-
cation and monitoring) as well as maintaining and
monitoring a loss database.
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Stress tests

Suitable and plausible stress tests are conducted
at Aareal Bank in the context of operational risks.
These are hypothetical scenarios and sensitivity
analyses on the risk inventories. The results of the
stress tests are reported regularly to the Manage-
ment Board and serve as an indicator for potential
developments within the risk type "Operational
risks“ that could jeopardise the continued existence
of the Group.

Backtesting

Annual back-testing is performed for the risks as
part of risk identification and risk monitoring. This
involves determining the relation of loss events
expected from individual risks and the reported
incidents of the corresponding loss events. Based
on the results from back-testing, adjustments are
made to the controlling instruments used to man-
age operational risks.

Regulatory assessment

As a rule, the capital charge for the Group’s
operational risks is calculated according to the
so-called “standardised approach” pursuant to
sections 272 et seq. of the SolvV.

As an international property specialist, we limit our
operations to trading, corporate clients, retail clients,
plus payments and settlement businesses provided
within the scope of the standard approach.”

The results that are taken into consideration are
based on the segment reporting at the end of the
financial year and the quarterly results in accord-
ance with the HGB. The details as at 31 December
2010 are therefore based on Q3 2008 up to and
including Q3 2010.

" Due to the fact that the SolvV does not provide for a separate
adequate business area for the operating segment "Consulting/
Services”, the relevant income of that segment is weighted using the
highest beta factor (18 %, corresponding to the beta factor for the
trading business, amongst other things).

Section 273 (4) of the SolvV defines regulatory
risk weights (so-called "beta factors”) for the
individual business lines. We use these defined
weightings rather than exercising the option to
apply proprietary beta factors.

The ”Corporates” business segment accounts for
more than 82 % of gross income.

As segment reporting is not in line with the break-
down of business lines pursuant to Basel Il or the
Solvency Regulation, the individual items of the
segment report are re-allocated on the basis of
factually logical arguments. Statistical figures are
partially used as further supporting data (such as
relation of private vs. commercial loans).

On average, the grouped and quantified positions
of the last three years that are weighted by the
respective beta factor, result in regulatory capital
requirements totalling € 78 million for operational
risks.

Liquidity Risks

Liquidity risk describes the risk that it might not
be possible to meet current and future payment
obligations in full or in good time.

The aim of liquidity risk management, which is
the responsibility of the Treasury department, is to
hold, at any time, liquid funds sufficient to be
able to meet future payment obligations. 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.

Liquidity risk strategy

In general, Aareal Bank has a low risk tolerance,
ensuring the ability to generate liquidity in the short
term in a considerable amount, even in a tight
market environment or a crisis scenario, and to
prevent liquidity squeezes. For this purpose, we hold
a large amount of liquid and high-quality securities.
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Within the framework of the refinancing strategy",
various money and capital market instruments

are used to achieve a broadly-diversified range of
funding vehicles. We can rely mainly on three
sources: firstly, the German Pfandbrief, secondly
uncovered funding and deposits, and thirdly insti-
tutional housing sector clients.

Instruments of liquidity controlling and
management

Liquidity management (intraday and in the short
and medium term) is assigned to Treasury, and
conducted based on the concepts of liquidity
balance sheets and cash flow analyses, which are
constantly developed. To analyse both the maturity
structure and the quality of the individual money
market and capital market products, the cash flows
from the various refinancing sources are divided
into different liquidity classes which are incorporated
differently into the assessment of liquidity risk.
The various properties, such as rollover probability,
collateralisation, or ability to liquidate, are thus
accounted for, thereby allowing the possible
liquidity risks to be selectively quantified. The over-
all liquidity situation is broken down into several
maturity ranges, taking into account possible stress
scenarios. We generally consider the full with-
drawal of customers’ current account balances as
the most significant scenario. Even in this stress
scenario, liquidity is sufficient to cover the expected
liquidity needs under stress conditions.

Managing and monitoring risk concentrations in
the area of liquidity risks focuses on liquidity pro-
viders (composition of the liquidity reserve), the
instruments used to raise liquidity, as well as on
any concentrations of liquidity needs which may
arise over time.

' For more information on refinancing, please refer also to chapter
"Financial position“ in the Group Management Report of the Aareal
Bank Group 2010 Annual Report.

Risks are communicated by means of daily
reporting to Treasury and to the members of the
Management Board responsible for Treasury and
monitoring. As part of monthly reporting, the
entire Management Board is also briefed on the
situation as regards liquidity risks. In addition, we
notify further units if required.
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Locations

Europe

North America .

Structured Property
Financing

Structured Property Financing
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Asia

Structured Property Financing

Consulting/Services

Aareal Bank, Real Estate Structured Finance: Amsterdam, Berlin,
Brussels, Copenhagen, Dublin, Hamburg, Helsinki, Istanbul, London, Madrid,
Milan, Moscow, Munich, New York, Paris, Prague, Rome, Shanghai,
Singapore, Stockholm, Warsaw, Wiesbaden, Zurich | Aareal Valuation
GmbH: Wiesbaden | Aareal Estate AG: Berlin, Wiesbaden
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