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Financial Highlights

Operating performance according to IFRS
Pre-tax profit/loss in € million
Net income/loss in € million

Key ratio

Return on equity before taxes in%
Return on equity after taxes in%
Cost-income ratio? in%

2012

124
69

3.8
2.1
73.0

» Ratings from mandated rating agencies
2 CreditWatch Negative
3 Stable outlook

Due to rounding, numbers presented throughout this document
may not add up precisely to the totals provided and
percentages may not precisely reflect the absolute figures.

Balance sheet figures 31.12.2012
Total assets in € billion 97.1
Equity (excluding revaluation reserve) in € billion 3.2
Equity in € billion 3.3
Personnel
Employees 1,044
ratio of general administrative expenses and operating revenues
Senior unsecured ratings and ratings for Pfandbriefe of pbb?
31.12.2012
Standard &
Fitch Ratings Moody’s Poor's
Long-term rating A- Baa2 BBB
Outlook Stable Negative Stable
Short-term rating F1 pP-2 A-2
Public sector Pfandbriefe = Aal AA+?
Mortgage Pfandbriefe = Aat? AA+2
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pbb Deutsche Pfandbriefbank is a specialist bank for real
estate finance and public investment finance. We are active
in selected European countries; in addition to Germany,

we focus on the United Kingdom, France, the Nordic region
and individual countries in Central and Eastern Europe.

pbb Deutsche Pfandbriefbank fulfils an important economic
function by supplying credit to the real estate industry and
by funding public sector infrastructure projects.

" Real Estate Finance

- We structure medium to large financing transactions for professional real estate investors in office, retail,
5 \ residential and logistics properties in particular. Our customers benefit from our mix of local and international
expertise.

= Public Investment Finance

We finance public sector investment in infrastructure projects, for example public housing, utilities and waste
disposal, health care and nursing care properties, as well as child care and educational facilities. We also
provide government-backed export finance.




The Park
Prague
€90 million

Syndicated investment finance
Czech Republic
July 2013

Central and Eastern Europe — and especially Poland
and the Czech Republic — is an important target
market for pbb Group’s Real Estate Finance business.
«The Park», a campus-style office complex in Prague,
the Czech Republic’s capital, is considered to be
one of the most successful properties of its kind in
the entire region. Almost all the tenants are inter-
national companies. pbb and Helaba provided equal
funding for the purchase of «The Park» by a subsi-
diary of Starwood Capital Group. pbb also manages
the loan payments and the collateral. The purchase
was one of the largest property transactions for
several years in Central and Eastern Europe.
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Real Estate Finance: new business by region

Commitments in € million

Germany
3,679
1,168 CEE
937
France
Gk Nordic
countries
401
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Europe/
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Foreword

Deutsche Pfandbriefbank Group (pbb Group) looks back on a successful financial year. Tensions on
the financial markets eased in 2013, as policymakers and central banks were able to contain the
disruptions caused by the European sovereign debt crisis. In this somewhat improved environment,
banks’ earnings situations remained negatively impacted by the very low level of interest rates. How-
ever, pbb Group continued its successful performance of the last few years in financial year 2013 and
significantly exceeded its new business and earnings targets. Additionally, the non-strategic business
activity of servicing the FMS Wertmanagement portfolio was stopped as planned, and the Group’s
structures and processes were revised. This has positioned pbb Group properly for the future as a
specialised Pfandbrief bank with a European focus. In this set-up the Group is now ready to move forward
in 2014 and with its planned privatisation in 2015.

We once again demonstrated our origination power in our core business — real estate financing and
public investment financing. At €8.2 billion, new business was at a record high, up almost 50% on the
previous year, the risk-return profile remaining at an attractive level. The new sales locations in Germany
and Sweden became fully operational, enabling us to get closer to customers in core markets and
improve our market penetration.

A further increase in funding volumes was essential to our new business success. pbb Group’s funding
strength in the area of refinancing is also evidenced by the successful issuance of a 15-year public
sector Pfandbrief — something that no other bank had realised for a decade — as well as mortgage
Pfandbriefe denominated in foreign currencies. In the area of unsecured funding, we broadened our
base with pbb direkt, a term and overnight deposit for private investors. The deposit-taking business
has been extremely well received by customers, who invested approximately € 620 million in pbb direkt
between its launch in March and the end of 2013.

Management Board of Deutsche Pfandbriefbank AG from left to right:
Dr. Bernhard Scholz, Wolfgang Groth, Alexander von Uslar, Manuela Better (CEO), Andreas Schenk




The discontinuation of portfolio management for FMS Wertmanagement, which pbb Group transferred
to the latter’s service company at the end of September 2013, further reduced pbb Group’s complexity,
allowing it to focus even more strongly on its core business. This created the basis for optimising
structures and processes to meet our demands as a specialised, consistently customer-oriented
Pfandbrief bank now even more effectively. We implemented this project in parallel to the transfer of
services, which means that pbb Group has achieved its target structure for privatisation.

We will focus consistently on further increasing medium- and long-term profitability. Net interest income
is a greater lever than general expenses — which we will naturally continue to monitor. New loans are
more profitable than expiring loans, and pbb Group’s strategic loan portfolio will also continue to grow.
We will also use 2014 to continually demonstrate skills, which will be decisive for privatisation: We
want to show pbb Group'’s origination power and funding strength, as well as its risk management
expertise. We will continue to convince our customers with a combination of loan structuring skills,
pan-European reach and reliable lending and credit risk management.

As in the previous years, pbb Group’s success was primarily based on its employees’ commitment.
I would like to thank them for their dedication and their loyalty.

Yours sincerely,

I

Manuela Better




Report of the Supervisory Board

The Supervisory Board of Deutsche Pfandbriefbank AG (pbb) hereby reports on the focuses of its
supervisory and advisory activities for the 2013 financial year.

The macroeconomic environment was dominated by the stabilisation of the global economy and by the
easing of the euro crisis. This allowed pbb to focus more strongly on new business, particularly in the
area of real estate financing. As part of its supervisory and advisory function, the Supervisory Board
addressed in particular the business activities of pbb Group that reflect market developments. One
particular focus was on supporting the Company in recovering its sales strength/market presence
giving due regard to a conservative risk profile.

The Supervisory Board continually monitored the Management Board in financial year 2013, as in the
past, and provided it with regular advice on the management of the Company.

It assured itself in all cases that the management measures taken by the Management Board were
lawful, appropriate, and due and proper. The Management Board fulfilled its duties to provide informa-
tion and informed the Supervisory Board in a regular, timely and comprehensive manner, both in writing
and orally, about matters and measures relevant to the Company. This also included information on
variances between target and actual figures. The members of the Supervisory Board had sufficient
opportunity at all times to critically assess the reports and proposed resolutions submitted by the
Management Board and to make its own suggestions in the Supervisory Board committee meetings
and in the plenary sessions.

In particular, the Supervisory Board held in-depth discussions on, and reviewed the plausibility of,
all business transactions material to the Company on the basis of written and oral reports by the
Management Board.

On 22 February 2013, the Supervisory Board again resolved the declaration of conformity with the
Public Corporate Governance Code of the Federation, which is published online on pbb's website
(www.pfandbriefbank.com). Please also refer to the Group’s remuneration report, which is printed in
this annual report and is also published on pbb’s website. With respect to the requirement of the
Public Corporate Governance Code of the Federation to disclose the proportion of women in super-
visory bodies, please refer to the table showing the composition of the Supervisory Board and its
committees.

The Supervisory Board of pbb held eight meetings in 2013, two of which took the form of confer-
ence calls, and passed one resolution outside the meetings that was adopted by circulating written
documents.

All regular meetings addressed the current business position of pbb Group, which was discussed in
detail with the Management Board in each case. The Management Board informed the Supervisory
Board regularly and in a timely manner about pbb Group’s economic and financial development.
During the regular meetings, the Supervisory Board also received reports on the risk position, risk
management, new business and the liquidity strategy, as well as on significant events that are of
material importance to the assessment of the Company’s position, development and management.



In the conference call on 18 January 2013, the Supervisory Board and Management Board discussed
the planned restructuring measures at pbb in preparation for the planned privatisation. The regular
meeting on 22 February 2013, which was also attended by a member of the Management Committee
of the Financial Market Stabilisation Agency (FMSA), mainly discussed and resolved the multi-year
planning, as well as addressing pbb’s business strategy. In addition, the Supervisory Board resolved
in this meeting to perform an efficiency review on the activities of the Supervisory Board and its
committees. The meeting on the financial statements held on 9 April 2013 approved the 2012 consoli-
dated financial statements and adopted the annual financial statements. The Annual General Meeting
was also prepared and the amended risk strategy was discussed.

The meeting on 13 May 2013 mainly concerned the report on the first quarter of 2013. The Super-
visory Board discussed the interim report as at 30 June 2013 in its meeting on 12 August 2013 in
Dublin. In the same meeting, the Supervisory Board was also given a status update on the transfer of the
services provided for the portfolio outsourced to FMS Wertmanagement to FMS Wertmanagement
Service GmbH. On 11 November 2013, the discussion focused in particular on an analysis of the
opportunities and limitations associated with spinning off the Bank’s Public Sector Finance business
and the status of preparation of a recovery plan, in addition to the quarterly financial statements. In
the last meeting of the Supervisory Board of pbb, in the form of a conference call on 10 December,
the Supervisory Board approved the multi-year planning resolved by the Management Board for
2014-2017 following in-depth discussion.

Furthermore, the Supervisory Board also informed itself via written reports about the probable effects
of Basel lll. The Supervisory Board checked that the auditors, KPMG AG Wirtschaftspriifungsgesell-
schaft (KPMG), complied with the independence requirements, engaged the auditors, and agreed the
fee with them.

The CEO was in continual contact with the Chairman of the Supervisory Board with regard to import-
ant developments. The Supervisory Board regularly discussed developments in the lending business
and the overall credit policy, all reportable exposures, risk trends and risk management, the business
strategy, and developments and trends on the lending and funding markets.

The held a total of seven meetings and comprised Dagmar Kollmann (Chair-
person), Dr. Bernd Thiemann, Dr. Glnther Braunig and Dr. Hedda von Wedel.

Its meetings reviewed and discussed the annual financial statements and consolidated financial state-
ments for 2012, the interim reports and the reports by Internal Audit and KPMG on internal and external
audit findings. KPMG also provided an overview of the review of pbb Group’s internal control system
(ICS) in financial year 2012, as well as the results of the ICS audit in accordance with IDW PS 951 Type
B in connection with FMS Wertmanagement Servicing. In addition, the Audit Committee addressed
the proposal for the election of the auditors and the audit plan for financial year 2013, as well as the
effects of current regulatory developments on the Bank. Furthermore, regular reports were received
on the internal control system and the monitoring of the key controls that have been established, existing
legal disputes, compliance issues, and Internal Audit's audit planning and implementation.

Report of the
Supervisory Board




The (RLA) held six meetings and also dis-
cussed credit exposures, usually during monthly conference calls. It comprised Dr. Gunther Braunig
(Chairman), Dagmar Kollmann and Dr.Bernd Thiemann.

The RLA consolidated the Supervisory Board’s supervision of risk management and liquidity manage-
ment, reviewed the Management Board's risk reporting and was involved in the credit approval process
to the extent laid down in the rules of procedure. The RLA also regularly discussed the situation with
respect to new business, liquidity and funding. In 2013, it also addressed the asset upgrade and the
novations in connection with FMS Wertmanagement, the credit process, the salvage acquisitions and
development loans, enhancements to the risk methodology, and the implementation of findings rele-
vant to risk management. The RLA also received reports on developments on the French real estate
market and a number of country portfolios.

In addition, the RLA addressed individual exposures on numerous occasions, usually in conference
calls. These related to regular resubmissions and approvals for change applications and new business

required to be submitted under the RLA's rules of procedure.

In 2013, the members of the Supervisory Board participated in the meetings of the Supervisory Board

and the committees as follows:

Supervisory Board of pbb
as of 31 December 2013

Name and place of residence

Dr. Bernd Thiemann
Minster, Germany

Dagmar Kollmann
Vienna, Austria

Dr. Giinther Braunig
Frankfurt am Main, Germany

Dr. Christian Gebauer-Rochholz
Hochheim, Germany

Dr. Alexander GroB
Teltow, Germany

Georg Kordick
Poing, Germany

Dr. Ludger Schuknecht
Frankfurt am Main, Germany

Heike TheiBing
Munich, Germany

Dr. Hedda von Wedel
Andernach, Germany

Principal activity

Former Chairman of the Management Board
of DG Bank AG

Businesswoman

Member of the Management Board of KfW

Bank employee

Head of Department |, Economic Policy in the Federal
Ministry for Economic Affairs and Energy

Bank employee
Head of Department, Fiscal Policy and Macro-

economic Affairs, International Financial and
Monetary Policy in the Federal Ministry of Finance

Bank employee

Retired President of the Bundesrechnungshof
(Federal Court of Audit)

Committee function and
meeting attendance

Risk Management

Supervisory Board function and Liquidity Strategy

and meeting attendance Audit Committee Committee
Chairman Member Member
80of 8 7 of 7 6 of 6
Deputy Chairperson Chairperson Member
8 of 8 7of 7 6 of 6
Member Member Chairman
80of8 7 of 7 6 of 6
Employee representative

8 of 8

Member

7 of 8

Employee representative

80of 8

Member

8of 8

Employee representative

80of8

Member Member

8of 8 7of 7



Training and Further Education

Members of the Supervisory Board were personally responsible for ensuring they received the train-
ing and further education necessary for their duties. In a special meeting on 21 February 2013, the
Supervisory Board members were trained in the real estate markets by the Management Board and
experts from the Bank.

Annual Financial Statements

The auditors of the annual and consolidated financial statements elected by the Annual General
Meeting, KPMG, audited the annual and consolidated financial statements of pbb dated 31 December
2013, including the management reports, and issued them with an unqualified audit opinion. The finan-
cial statement documents and audit reports were submitted to all Supervisory Board members in
good time. The Audit Committee addressed the financial statement documents in its meeting on
31 March 2014. The annual financial statements and consolidated financial statements, as well as the
management reports and audit reports, were discussed with the Management Board and represent-
atives of the auditors in detail. Following its own review, the Supervisory Board did not raise any objec-
tions to the result of the auditors’ audit. In the meeting on the financial statements, the Supervisory
Board approved the consolidated financial statements prepared by the Management Board and
adopted the annual financial statements.

The Supervisory Board wishes to thank the Management Board, all employees and the employee
representatives for their dedication and achievements in the past financial year.

For the Supervisory Board

Dr. Bernd Thiemann
Chairman

Report of the
Supervisory Board




Jena University
Hospital
€121 million

Syndicated public
investment finance
Germany

June 2013

Germany
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pbb Group provides public sector funding for public
infrastructure investment. The Group is currently
active in this sector in Germany, France and the
Nordic region. With Jena University Hospital, one
of Germany's most modern hospital clinics is now
under construction in Thuringia. In the second
construction phase, Jena University Hospital (UKJ)
is largely implementing the construction measures
with general contractor Ed. Ziiblin AG. Project
finance is being provided by Thiringische Aufbau-
bank (TAB). The financing takes the form of
forfaiting with a waiver of objections. UKJ will
repay the banks within 20 years.

Public Investment Finance:
new business by counterparty
Commitments in € million

Government-related
companies

591 Local authorities

456

State guaranteed
borrowers
177
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12

Group Management Report

Group Structure

Deutsche Pfandbriefbank AG (pbb) is the parent company of Deutsche Pfandbriefbank Group (pbb
Group). It is a wholly owned subsidiary of Hypo Real Estate Holding AG (HRE Holding). HRE Holding
is wholly owned by the Financial Market Stabilisation Fund (Finanzmarktstabilisierungsfonds-FMS),
which is administered by the Financial Market Stabilisation Agency (FMSA). FMSA is an institution
of the Federal Republic of Germany. pbb has branches in roughly a dozen national and international
locations; the Bank's headquarters are in Munich.

Sales branches



Business Model and Strategy

pbb Group specialises in real estate finance and public investment finance. The Group is active in both
areas in selected European countries. The focus is on Germany, the United Kingdom, France, the
Nordic countries as well as some Central and Eastern European countries. The Group’s core business
is medium- to long-term lending: pbb Group plays an important role in this area, providing credit to the
real estate industry and funding to the public sector for public infrastructure improvement projects
and measures. pbb Group's focus is on primary customer business. In addition to traditional, individually
customised financing solutions, the Group offers clients derivatives for hedging credit transaction risk.
It does not maintain a trading book for securities portfolios held to realise short-term gains.

In the lending business, pbb Group either acts as the sole lender or — in particular for high-volume
transactions — works together with financing partners. The Group has a wide network of banking
partners and other sources of finance, such as mezzanine finance and private equity. In this syndicate
business, the Group also functions as the arranger responsible for all coordination between the syn-
dicate and the borrower; alternatively it takes over duties in connection with the management of
syndicated loans as an agent. In addition, it acts as an underwriter, initially providing the financing itself
and then selling on parts of these loans to interested partners in the syndication process.

Competitive Position

In commercial real estate finance, pbb is one of the leading institutions in its target markets and seg-
ments. As such, pbb is one of the few remaining banks that can provide its customers with financial
expertise in real estate finance and public investment finance practically everywhere in Europe. In key
locations, the bank has local contact persons.

In the real estate finance area, pbb's services are aimed at medium- to long-term professional real
estate investors in Germany and abroad (real estate companies, institutional investors, real estate
funds, etc.). In addition, it targets customers with a regional focus in Germany. pbb Group specialises
in providing medium to large volumes of finance. Its main area of emphasis is on less volatile types of
properties such as office buildings, retail properties, residential real estate and logistics facilities. The
regional market focus is on the core European Pfandbrief markets: Germany, the United Kingdom,
France and the Nordic countries, as well as other selected European regions. Here, the pbb Group
offers both local and cross-border financing expertise. A large majority of the loans concerned are for
investment finance — i.e. loans to acquire existing properties or follow-up financing with existing cash
flows; development loans are significantly less important, not speculative and mainly relate to the
property development business in Germany.

In its public investment finance, pbb Group finances Pfandbrief-eligible, mid- to long-term public sector
infrastructure projects. The focus in this area is on public institutions, public housing, utilities and
waste disposal buildings and health care/nursing care properties, as well as child care and educa-
tional facilities. The Group is also active in the field of government-backed export finance. It provides
loans to public sector borrowers, companies operating under public or private law and publicly guaran-
teed special-purpose vehicles. The regional focus is on Germany, France and the Nordic countries,
although pbb Group also does business in other selected European regions.

Group Management Report 13
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In addition to its two strategic portfolios, pbb Group has non-strategic portfolios. These relate almost
entirely to an existing portfolio of outstanding non-specific public sector loans (budget financing). This
portfolio of recognised assets generates interest income and matures in line with the underlying ma-
turities. As mandated by the European Commission as a result of the state aid proceedings in 2011,
the Group does not actively generate any new business in this area. A few transactions are permitted
to manage cover pools or safeguard liquidity. Run-down portfolios also include few structured prod-
ucts within the area of other portfolios.

Loans are largely funded using matching maturities and primarily via the Pfandbrief market, supple-
mented by unsecured funding. Issues are regularly placed on the international capital markets using
the benchmark format or take the form of bilateral private placements. pbb Group structures private
placements as bearer or registered securities depending on investor requirements. This means that,
for example, the term and interest payment structure can be negotiated on an individual basis. As is
the case in the lending business, issues are denominated in a range of currencies, with a focus on the
euro.

pbb issues mortgage Pfandbriefe and public sector Pfandbriefe, and is the second-largest issuer in
Germany by outstanding volume. The Pfandbrief market is highly liquid and has a broad investor base.
It is the second-largest market for fixed-income securities in Germany after the market for public sector
bonds. The global Pfandbrief market share is about 20% of the total oustanding covered bonds
volume. Promissory notes and bearer bonds are the main vehicles used for unsecured funding.

Banks, funds and insurance companies as well as central banks and state funds are the main inves-
tors in debt securities. Private investors have played only a minor role to date.

Since March 2013, pbb Group has added deposit-taking activities with private investors in Germany to
its range of activities, offering them call money and term deposit accounts with various maturities via
its pbbdirekt.com online platform.

14



Strategy

pbb Group's strategy aims to ensure sustainable business success and avoid speculative elements.
Assessing and appropriately pricing credit risk in its new business and access to funding markets on
appropriate terms are crucial for its business success. An additional critical success factor is managing
the existing portfolio with the aim of identifying changing risks at an early stage and mitigating them
by taking appropriate measures.

According to the 2011 European Commission decision on the state aid proceedings, the Federal
Republic of Germany, as the ultimate owner, shall privatise pbb by the end of 2015. The core strategic
objective is therefore to enable pbb to be privatised.

2012 the Management Board has started of a project to align pbb Group's structure and size with its
vision of being a specialist Pfandbrief bank with a European focus. With the implementation of this
vision in 2013, the Management Board laid the foundations for privatisation and prepared the Group
well for the future above and beyond 2015.

In the past two years, the Group expanded its sales capabilities, adding new locations in Stockholm,
Berlin, Hamburg and Dusseldorf, and further improved its market penetration by strengthening its
market teams.

In addition to this strategic development project, projects to optimise primary processes and to harmo-
nise IT were completed over the last two years.

At the end of 2013, the services that pbb Group had provided to FMS Wertmanagement for the latter's
portfolio were discontinued. This move was mandated by the European Commission and is also in line
with pbb's strategy as a specialist bank for real estate finance and public investment finance. Activities
were transferred to FMS Wertmanagement's service company, FMS Wertmanagement Service
GmbH, and to other external service providers. pbb Group and FMS Wertmanagement have planned,
prepared and implemented the transfer of servicing in a joint project since autumn 2011.

Hypo Real Estate Japan Corporation, Tokyo, a subsidiary of pbb, is an exception; it provides services
for FMS Wertmanagement'’s Japanese Real Estate Finance portfolio.

pbb Group and FMS Wertmanagement have also continued to provide each other services after 30
September 2013 that cannot be otherwise obtained on the basis of what is currently a cost-plus
agreement. These services relate in particular to the provision of information, the granting of powers
of attorney and the provision of services required under supervisory laws. In addition, pbb and FMS
Wertmanagement entered into a settlement agreement in the fourth quarter of 2013 under which all
potential claims by FMS Wertmanagement for damages related to services provided, all past, present
and future claims for the reimbursement of costs for the legal transfer of assets (upgrades) that were
previously only transferred or hedged by means of subparticipations, back-to-back derivatives, or finan-
cial guarantees, as well as payment obligations by pbb in connection with the transfer of employees
to FMS Wertmanagement Service GmbH, are taken to have been settled.

Group Management Report
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In the course of the discontinuation of the services, certain pbb Group employees also moved to FMS
Wertmanagement’s service company, where their knowledge of the portfolio will permit continuity in
its future management.

pbb’s Management Board is aiming to further significantly increase the Group’s profitability in the
period up to its privatisation. This is to be achieved by expanding the earnings base by increasing the
profitability of new business while also growing the strategic portfolios and continuing to reduce
operating costs.

In particular, discontinuing the services provided for FMS Wertmanagement's portfolio is having a
positive impact on costs. Although no income has been received for the services provided after
1 October 2013, the associated personnel and non-staff expenses have also largely been reduced.
Moreover, additional savings potential exists in the form of reducing complexity and strict cost discipline
at pbb Group.

16



Internal Management System

pbb Group's internal management system is focused on achieving long-term growth in the value of
the Group as a prelude to its successful privatisation, considering aspects of risks and regulatory
requirements. The key objective is to achieve a balanced risk/return ratio. Risks taken on should be
consistent with external and internal risk-bearing capacity guidelines and an adequate return on capital
employed should be generated.

Internal management and measurement at pbb Group are based on a consistent and integrated key
performance indicator system (KPI system), which assists executives in the management of the
Group. The KPI system comprises the dimensions of profitability, growth in the strategic real estate
finance and public investment finance portfolios, risk and capital. Regular target-actual comparisons
and related analyses show management the reasons for any variances in the key performance indica-
tors. Current market developments, such as interest rates, are also shown. In addition to strategic
planning for the Bank as a whole, regular medium-term projections for profitability indicator and
(stress) scenario forecasts ensure management has a comprehensive overview of the Group's future
business development.

No changes were made year-on-year to the internal management system. Non-financial key perfor-

mance indicators are not explicitly managed. The following financial key performance indicators have

been defined:

> One key profitability indicator is return on equity after taxes. This is calculated by dividing net
income/loss in accordance with the IFRSs by the average equity available in the financial year,
excluding the revaluation reserve. Pre-tax profit/loss is a further financial key performance indicator.
The aim is to increase it both by generating higher revenues and through strict cost discipline. Cost
discipline and efficiency are monitored using the cost-income ratio, i.e. the ratio of general adminis-
trative expenses to operating revenues.

>The new business volume, which includes prolongations with maturities of more than one year, is
a key factor influencing the volume of interest-bearing assets and hence in future earning power.
A present value management approach is used for managing and calculating new business. In
line with the management of the Bank as a whole, each new business transaction should make
a positive value contribution to the Bank’s overall income after the deduction of all costs (full
absorption costing).

> Risk management is based on two risk-bearing capacity approaches, the gone concern approach
and the going concern approach. Management using the going concern approach ensures that pbb
Group can still meet the regulatory minimum capital ratios even after an adverse economic scenario.
The gone concern approach, on the other hand, is based on the assumption that pbb Group, in the
hypothetical event of the institute being liquidated, is able to fully service its unsubordinated debt
instruments with a very high degree of probability. A precondition for demonstrating risk-bearing
capacity in both cases is that the risk cover amounts exceed the required economic risk capital. The
results of the risk-bearing capacity assessment and the methods used are described in detail in the
risk and opportunity report.

> In accordance with the waiver rule set out in Section 2a of the KWG, pbb is exempted from the
requirement to comply with regulatory capital ratios at the level of the Bank. However, the Tier 1
capital ratio, a key management indicator, is calculated regularly on a pro forma basis. This ratio is
calculated by dividing the Tier 1 capital as defined in the Solvabilitatsverordnung (SolvW — German
Solvency Regulation) by the risk-weighted assets in accordance with Basel Il. Since 31 December
2013, for all portfolios which were requested for approval and after authorisation by BaFin, the
Advanced Internal Rating Based Approach (Advanced-IRBA) has been applied in full for the calcula-
tion of regulatory capital backing. After the implementation of Basel Ill a regulations requirement in
the form of a minimum Common Equity Tier 1 capital ratio (core equity Tier 1 ratio) will be calculated.

Group Management Report
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pbb Group as an Employer

pbb Group employed a total of 852 people at the end of 2013 (previous year: 1,044 employees). The
Group's adjusted turnover rate” was 12.03% in 2013 (previous year: 9.92%).

In connection with the transfer of the services provided for FMS Wertmanagement's portfolio, a total
of 109 employees were transferred to FMS Wertmanagement Service GmbH as at the end of 30
September 2013, mainly by way of a transfer of business in accordance with section 613a of the
Birgerliches Gesetzbuch (BGB — German Civil Code) in Germany, and on the basis of the comparable
national provisions at the Bank’s international locations. In the process, the rules governing the transfer
of business were incorporated into the individual agreements where possible and appropriate.

At the same time, the necessary organisational changes relating to the implementation of the target
model — a specialised Pfandbrief bank — as well as the required privatisation of pbb and the intended
sale of its fellow subsidiary DEPFA, were successfully implemented. With respect to the required job
reduction measures, most employees were able to be placed in new roles in other functions. Agreed
settlements based on the current redundancy plan measures and the respective national standards
were reached without any further court involvement for employees who could not be offered a new
position. The job cuts were completed in 2013 with the exception of individual cases and the reduc-
tions in functions that had been scheduled for a later date.

Human resources development plays a key role at pbb Group. The continuous professional develop-
ment (CPD) offering, which had already been enhanced in 2012, was continued in 2013 and further
adapted to departmental and employee training requirements. After focusing on internal management
seminars and external training in financial statements analysis and appraiser training in 2012, the
offering was expanded in 2013 to include new external courses and training both on specialist topics
(e.g. in connection with regulatory requirements and new developments in capital markets law, credit
risk and interest rate derivatives) and on soft skills and methodological know-how.

€0.9 million (previous year: €1.2 million) was spent on internal and external training measures for pbb
Group employees in 2013. The decline in training expenses is attributable to the decrease in employ-
ees scheduled for 2013 in connection with the discontinuation of the services provided to FMS Wert-
management.

" The adjusted turnover rate is defined as turnover as a result of termination by the employee or the Bank, the expiration of temporary
contracts, or of termination agreements being signed. It does not include cessation of employment due to death, retirement, early
retirement, or Group transfers. In financial year 2013 the rate was additionally adjusted for the non-recurring effect in connection with the
transfer of employees to FMS Wertmanagement Service GmbH.
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Remuneration Report

The remuneration received by the various members of the Management Board and the Supervisory
Board for financial year 2013 is disclosed individually in the following.

Management Board

pbb does not remunerate the activities of its Management Board, which is also the Management
Board of the parent company, HRE Holding. Management Board remuneration is paid exclusively by
HRE Holding; the pension commitments also exist exclusively at the level of HRE Holding. In this
respect, the Group remuneration and pension commitments by HRE Holding to the members of the
Management Board are presented in the following for information and transparency purposes:

Manuela Better? 500 17 500 15 515
Wolfgang Groth 500 18 500 42 542
Dr. Bernhard Scholz? 500 16 500 24 524
Alexander von Uslar? 500 23 500 23 523
Total 2,000 74 2,000 104 2,104

" Includes the cost of customary non-cash incidental benefits, which are subject to tax
2 |n addition, individual agreements have been entered into with respect to pension obligations comprising a percentage of the fixed annual
remuneration

Manuela Better, Chairperson 105 138 - 4,235
Dr. Bernhard Scholz 114 124 - 3,817
Alexander von Uslar 1M 120 - 3,680

Total 330 382 = 11,732




Supervisory Board

The members of pbb's Supervisory Board receive annual remuneration of € 10,000 in accordance with
Article 10(1) of the Articles of Association. No additional remuneration is paid for committee work.
Remuneration entitlements accrue on a pro rata basis for the period of the appointment in each case.
The Bank reimburses travel expenses; no attendance fees are paid.

Provision for the Remuneration of the Supervisory Board

of pbb 2012
in € Total
Annual remuneration per member 10,000

Dr. Glnther Bréaunig 10,000 1,900 11,900
Dr. Christian Gebauer-Rocholz” (from 21 November 2012) 10,000 - 1,370
Dr. Alexander GroB? (from 1 June 2012) 10,000 - 5,850
Dagmar Kollmann® 10,000 - 11,900
Georg Kordick" 10,000 1,900 11,900
Dr. Ludger Schuknecht? (from 1 June 2012) 10,000 - 5,850
Heike TheiBing" 10,000 1,900 11,900
Dr. Bernd Thiemann 10,000 1,900 11,900
Dr. Hedda von Wedel 10,000 1,900 11,900
Total 90,000 9,500 84,470

» Employee representative

2 Since the government ministry representatives perform their Supervisory Board activities on their employer’s instructions, income from
these activities is not subject to VAT

3 Due to the place of residence abroad not subject to VAT. Taxes for Supervisory Board members are paid by the Company instead.

Employee Remuneration

Employees are remunerated in accordance with regulatory and statutory requirements, in particular
the Restrukturierungsgesetz (German Restructuring Act). In the course of the implementation of
these requirements, the new remuneration system introduced in financial year 2010 was adapted to
reflect the special provisions and requirements prohibiting variable remuneration. It remains in place
as a target-based system, but its variable remuneration component is still suspended. As a result, it
was once again impossible to fully take into account the regulatory requirements derived among
other things from the Institutsvergitungsverordnung (InstitutsVergV — Remuneration Regulation for
Institutions) and governing, for example, the long-term nature of remuneration, its sustainability and an
appropriate management and incentive effect. In cooperation with employee representatives, a func-
tional bonus was introduced in 2011 in order to maintain the Company’s operational capacity to act.
However, this is well below the variable remuneration originally planned, both in the aggregate and in
the individual cases. The bonus was agreed with both the Supervisory Board and the owner. The
remuneration system will be reviewed in 2014 for any potential adjustments made necessary by the
InstitutsVergV, which entered into force as at 1 January 2014. Any adjustments required as a result,
including with respect to the currently suspended provisions, will be addressed in further implementa-
tion measures.
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Remuneration Committee

In 2013, pbb's Remuneration Committee comprised representatives from the sales units and Human
Resources, Treasury, Portfolio Administration, Risk Management & Control, Board Office/Compliance
and Finance, as well as a representative from the Internal Audit division (non-voting member). The
Remuneration Committee is chaired by the CFO/COQ, who is also responsible for Human Resources.

pbb’'s Remuneration Committee held a total of five regular meetings in 2013. It primarily discussed the
remuneration principles in connection with the 2013 pay round, taking into account the statutory and
regulatory requirements, the implementation of the risk analysis and the development of a proposal
for identifying functions with a material influence on the Bank’s risk profile («risk takers») in accord-
ance with section b of the InstitutsVergV, as well as the preparation of the remuneration report for
financial year 2012.

The risk analysis and the process of identifying risk taker functions were expanded in 2013. They are
already largely based on the criteria published by the European Banking Authority (EBA) in connec-
tion with the implementation of the consultation paper on draft regulatory technical standards (EBA/
CP/2013/11).

A total of 124 employees were identified as risk takers. pbb’s Management Board approved the Re-
muneration Committee’s proposal and adopted the corresponding resolution.

Sustainability

Companies have a responsibility for the environment in which they operate — towards their employees,
their customers and investors, to society and for the environment. For pbb Group, this responsibility is
known as corporate responsibility.

Responsible corporate management takes into account all aspects of corporate responsibility and
sets the highest standards for corporate activity. In pbb Group, sustainability is the guiding principle
behind corporate responsibility. We act responsibly, have a long-term focus and are aware of the
consequences for all of the Company’s stakeholders and for the environment.

The Bank’s employees are the critical factor behind its success. pbb Group employs men and women
from a wide range of nationalities and specialist backgrounds. Particular emphasis is placed on diversity.

This employee diversity is a valuable asset which the Group promotes by encouraging specialist,
professional and personal development. How staff should behave towards each other and in their
professional dealings with third parties are laid down in a code of conduct.

Group Management Report

> Fundamental Information about
the Group

> Remuneration Report

> Employee Remuneration

> Remuneration Committee

> Sustainability

21




As a specialist bank, pbb finances professional real estate investors’ projects and public sector infra-
structure projects. pbb applies high standards to lending operations in both of these areas. Priority is
given to financing buildings which meet sustainability criteria, and to supporting the public sector in
its task of providing public infrastructure projects.

The Management Board of the Company, that is wholly owned indirectly by the Federal Republic of
Germany, has resolved to use the Public Corporate Governance Code of the federal government,
which is based on the «comply or explain» principle, subject to identical resolution by the Supervisory
Board. The Public Corporate Governance Code of the federal government reflects current interna-
tional developments in, and standards of, corporate governance.

pbb Group currently channels its corporate social responsibility activities through its two charitable

foundations, the pbb Stiftung Deutsche Pfandbriefbank and the pbb Stiftung fiir Kunst und Wissen-

schaft. The foundations are based in Munich and are independently funded; their capital is ring-

fenced from the Bank and is used exclusively to fulfil the foundations’ purpose.

> pbb Stiftung Deutsche Pfandbriefbank supports projects which promote art and culture, targeting
support particularly towards the next generation of artists. It also promotes higher architectural
standards for commercial buildings in Germany by sponsoring a highly regarded national architec-
ture prize, for aesthetically and ecologically outstanding commercial buildings.

> pbb Stiftung fiir Kunst und Wissenschaft was established in 1968 by Wiirttembergische Hypotheken-
bank and focuses on promoting intellectual and artistic activity in Baden-Wirttemberg, in particular
writing, painting, sculpture, music, theatre, architecture and design, and regional and cultural studies.

pbb Group complements these primarily cultural and academic activities with a commitment to social
action. It supports the St. Nikolaus children’s hospice in the Allgéu region, a rest and recuperation
centre for families with chronically or terminally ill children. In addition, the Group focuses on support-
ing projects which either have a local connection with the Company or where employees are already
involved on a voluntary basis. One example is the JugendKulturHaus Gleis 1 youth centre in Unter-
schleissheim, where the Group’s head office is located. The Company started supporting this in 2013,
in the form of a new mobile youth work project. pbb Group also supports its employees’ personal
commitment to a number of other social projects.

pbb Group has also made its historic collection of Wiirttemberg paper money available on permanent
loan to the HVB Stiftung Geldscheinsammlung, HypoVereinsbank’s banknote collection foundation.
The pbb collection comprises some 8,000 notes from every period in Wirttemberg's banking history
and is considered to be the largest and most important special collection of Wirttemberg paper cur-
rency. Transferring pbb Group’s collection to HVB Stiftung Geldscheinsammlung means the collection
can remain intact and makes it accessible to interested members of the public.
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Environment

As a financial services provider, pbb Group places great importance on the responsible use of re-
sources, both internally within the Group and by manufacturers supplying it.

The Group’s head offices in Unterschleissheim near Munich are very energy-efficient. The building’s
entire electricity requirements have been met from renewable energy sources since 2011. Workflows
have been designed to save paper, and only paper certified as environmentally friendly is used.
Protecting the environment is always a consideration with business trips, too, which is why pbb Group
encourages its staff to travel by train within Germany. In fact, this is mandatory for travel between the
Company's sites in Munich/Unterschleissheim and Frankfurt/Eschborn. Installing extensive video
conferencing facilities has reduced business travel overall. In keeping with the principle of environ-
mental compatibility, Company vehicles must comply with regulations on CO, emissions. Vehicles
exceeding these amounts are subject to a financial penalty or may not be purchased. All of the Bank's
hardware meets the Green IT label criteria.

Corporate Responsibility Ratings

Institutional investors and financial services providers are increasingly factoring independent cor-
porate responsibility ratings into their decisions to invest in particular issuers. pbb Group currently
meets these investor requirements with two corporate responsibility ratings from oekom and imug.

oekom currently rates pbb Group as «prime». It awards this status to companies that are classified as
sector leaders under the oekom corporate rating system and that meet sector-specific minimum
standards. Of the around 3,000 companies regularly evaluated by oekom, around 550 currently
belong to the oekom «prime universe».

pbb’s debt instruments are rated by imug. In 2013, pbb's public sector Pfandbriefe were given an
above-average «positive» rating. Its mortgage Pfandbriefe and unsecured bonds were rated as «neu-
tral», or average. Currently, imug regularly analyses and issues ratings for around 70 German and
European bank bond issuers and covered bonds.
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Macroeconomic Environment

The global economy grew by 2.2% in 2013 (2012: 2.4%). Real GDP in the eurozone slowed by only
0.4% during the year (2012: —0.7 %).

While Germany saw slight growth of 0.4%, it remained down on the figure for 2012 (0.79%). In France,
real GDP was on a level with the previous year at 0.3%, while the United Kingdom recorded eco-
nomic growth of 1.4% (2012: 0.2%). The decline in economic output in ltaly (=1.8%), Spain (-1.3%)
and Portugal (-1.8%) slowed year-on-year. In 2013, the Nordic countries ranged from near stagnation
to growth of 2% year-on-year. Eastern Europe showed a mixed picture, where in particular Poland
performed well.

Interest rates were kept extremely low in all of pbb Group’s core markets in order to boost the econ-
omy. At the end of 2013, the European Central Bank’s key interest rate was at a historic low of 0.25%
(2012: 0.756%). This was primarily due to the extremely low level of inflation in the eurozone.

Debt levels in the eurozone continued to rise in 2013. However, net new debt continues to decline,
thanks mainly to the consolidation efforts being undertaken by many European countries in the hope
of stabilising their public-sector finances.

At the 2013 year end, the euro had appreciated compared with 31 December 2012 against pbb Group's
main foreign currencies. The gain against the Japanese yen was particularly significant. The euro also
rose to a lesser extent against the US dollar, sterling and the Swedish krona.

Sources: Eurostat, Federal Statistical Office, ECB, IMF

Sector-specific Environment

Tensions on the international financial markets eased in 2013. The wide variety of measures taken by
politicians and central banks contained the systemic disruptions caused by the European sovereign
debt crisis. However, the crisis is not yet over.

Banks' earnings situations were significantly impacted by the extremely low interest rates. In addition,
the new regulatory requirements meant that credit institutions had to re-evaluate which business
activities will still be attractive in future in terms of profitability, costs, equity and liquidity. The main
focus here was on the implementation of the Basel lll reform package. It will be implemented in the
EU via a recast Capital Requirements Directive (CRD) and will take effect successively starting from
2014. The plan to transfer supervision of the systemically relevant eurozone banks to the ECB also
involved considerable effort for the banks involved. In addition, new accounting standards and reporting
requirements made business more complex.

The general public remained extremely critical of the banking sector, due in particular to the investiga-
tions and prosecutions relating to a wide variety of issues.
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The trend of investing in real estate continued undiminished in 2013 boosted in particular by con-
tinued low interest rates. The investment volume was up significantly year-on-year, reaching a high not
seen since 2007. Demand considerably outpaced the supply of high-quality properties in central loca-
tions in Central and Northern European countries, which significantly raised prices. In turn, investment
in properties below premium level increased as a way to avoid this trend.

In Germany, the majority of transactions were attributable to the large metropolitan areas. Supply in
the United Kingdom — particularly that of high-quality properties and in central locations — became
scarce. In France, the future economic development will be a key factor. The current increase in va-
cancy levels in second-class office properties is a sign of market uncertainty.

The increased transaction volume boosted new business for real estate finance providers, which was
up considerably year-on-year. German Pfandbrief banks saw considerable momentum from the office
property market. The financing business in other submarkets also performed well.

Sources: CBRE research, Association of German Pfandbrief Banks

The ECB'’s announcement in September 2013 of a plan to implement an OMT (outright monetary
transactions) programme significantly reduced volatility on the eurozone financial markets. As a result,
the situation on all segments of the municipal financing market has largely normalised. In addition,
countries that had been badly affected by the crisis in public finances saw the first promising develop-
ments: Ireland exited the European rescue facility and returned to the capital market. Rating agencies
are also taking a less critical stance on the trend in Spanish public finances.

The financing provided by retail banks and development banks for municipal financing was sufficient
to fund the majority of relevant municipal investment projects, particularly in the countries less affected
by the sovereign debt crisis. Nevertheless, the financing banks and investors continued to hold a
critical view of the financial situation in the focus countries, including at sub-sovereign level. The
resulting differences in the credit quality assessments for municipalities and local authorities continued
in the course of the year.

In Germany, there was sufficient market demand for finance, although extremely long-term loans re-
mained popular and were granted at very low margins by local competitors (primarily public sector and
development banks). As a result, the traditional public investment finance market was extremely chal-
lenging for other providers. Competition picked up again on the French market, which was reflected
in deteriorating margins.

In the Northern European countries, it was possible to enter into transactions with a high credit qual-
ity and attractive risk-return profiles. This was mainly due to the withdrawal of, or discontinuation of,
business activities by other international competitors and the withdrawal of local banks.

In budget financing, risk premium trends varied widely in individual countries. In Germany and France,
premiums on the secondary market edged up slightly from their record lows in the course of 2013. In
Italy, Spain and Portugal, risk premiums declined, continuing the fall away from their record highs.
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In 2013, capital markets were dominated by the low interest rate environment, expansionary monetary
policy and uncertainty as to how the central banks planned to proceed.

At the beginning of 2013, the positive sentiment seen in the previous year initially continued. Many
investors changed their focus given the historically low interest rate environment, taking on higher risk
to achieve higher yields. This led to increased demand for unsecured bonds and securities from the
periphery of Europe. In the summer, worries about overcoming the sovereign debt crisis resurfaced
after Cyprus was bailed out, increasing market volatility. Pfandbriefe remained attractive for investors
and the risk premiums for securities placed on the primary market improved again. Fifteen-year bonds
were issued for the first time since the crisis, making long-term issues possible again.

Initial speculation about when tapering of the expansionary monetary policy would start led to an in-
crease in long-term interest rates in the third quarter 2013 and made investors cautious. Since then,
the markets have been dominated by uncertainty regarding the possibility of central banks ending
their support measures. However, the debate on the budget deficit and the associated temporary
shutdown of selected parts of the administration in the USA forced the Federal Reserve to continue
its expansionary monetary policy. In the eurozone, the mixed performance by countries and emerging
deflationary tendencies in fact caused the ECB to expand the liquidity supply even further by lowering
interest rates in November 2013.

This liquidity situation made it easier for credit institutions to obtain funding and led to a significant
decline in risk premiums for Pfandbriefe and unsecured bonds. Smaller private placements of bor-
rowers' note loans were also well received by German investors.
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Course of Business

In financial year 2013, the Management Board aligned pbb Group with its target positioning as a
specialist European Pfandbrief bank. Among other things, pbb Group'’s ability to penetrate the relevant
markets was enhanced, allowing it to significantly increase its volume of new business year-on-year.
At the same time, underlying general administrative expenses were heavily reduced as against 2012.
This development had a positive effect on the result. At €165 million, pre-tax profit met the forecast,
which was lifted to at least €150 million on 8 October 2013. This figure was also boosted by positive
one-off factors. As a result, the return on equity after taxes of 4.9% was also above the projected
figure of 2.1%.

Operating revenues exceeded the prior-year level at €482 million. Increased net interest income of
€319 million had a positive effect. This was above the prior-year figure and within the forecast range.
One reason for this was the higher volume of new business. This generated margins that were above
the previous year and higher than those of the existing portfolio. At €8.2 billion, the volume of new
business was in line with pbb Group’s forecast that it would significantly exceed the 2012 figure of
€5.6 billion. The services provided to FMS Wertmanagement were largely discontinued on 30 Sep-
tember 2013 as mandated by the European Commission, which meant that no material income was
generated from these services in the fourth quarter of 2013. Offsetting one-off factors also impacted
operating revenues. The sale of Little Britain Holdings (Jersey) Ltd., which was primarily a vehicle for
a successfully restructured property, resulted in income of €92 million in net income from financial
investments. This positive effect was partly offset by an expense of €-55 million in net trading income
arising from the first-time use of overnight yield curves to measure derivatives and from the optimi-
sation of the derivatives portfolio.

Following the implementation of pbb Group'’s target model and the discontinuation of the services
provided to FMS Wertmanagement at the end of September 2013, general administrative expenses
decreased in line with expectations. However, dissynergies and fixed costs mean that this reduction in
general administrative expenses has not allowed the decline in corresponding income to be completely
offset to date. Overall, the cost-income ratio improved as expected to 64.7%, as general administra-
tive expenses decreased in the fourth quarter of 2013 in particular and operating revenues rose.

Provisions for losses on loans and advances increased year-on-year. However, they remained at a low
level and hence below the forecast, which predicted a normalised level with respect to the lending
business. This reflected the successful restructurings of non-performing loans and the healthy market
situation.

The risk-bearing capacity was ensured at all times in financial year 2013, from both a going-concern
and gone-concern perspective. The CET1 capital ratio did not decrease as expected, but rose to
17.6%. The ratio was thus significantly higher than the 11% aimed for by pbb Group. This increase was
mainly due to lower risk assets. The Tier 1 capital ratio, calculated on a pro forma basis, also rose due
to lower risk assets compared with the previous year, and amounted to 20.1%. Risk-weighted assets
decreased particularly as a result of repayments and redemptions, changes in the loss-given default
(LGD) and changes in the derivatives portfolio. The main offsetting effects were new business and
the first full application of the Advanced Internal Ratings-Based Approach (Advanced IRBA) as at
31 December 2013 regarding the use of the Advanced IRBA portfolio requested.
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Development in Earnings
pbb Group

Pre-tax profit was up significantly on the prior-year level, at € 165 million. A detailed comparison of the
results in 2013 and those for the previous year is given below:

Key financials

pbb Group
2012 Change

Operating performance

Operating revenues in € million 467 15
Net interest income and similar income in € million 296 23
Net commission income in € million 23 -14
Net trading income in € million 10 —-61
Net income from financial investments in € million 13 83
Net income from hedge relationships in € million -6 15
Balance of other operating income/expenses in € million 131 =31

Provisions for losses on loans and advances in € million 4 -12

General administrative expenses in € million —341 29

Balance of other income/expenses in € million -6 9

Pre-tax profit/loss in € million 124 4

Income taxes in € million =66 50

Net profit/loss in € million 69 91

Key ratios

Cost-income ratio in % 73.0

Return on equity before taxes in % 3.8

Return on equity after taxes in % 2.1

Operating Revenues Operating revenues amounted to €482 million (2012: €467 million). The decon-
solidation of Little Britain Holdings (Jersey), which was sold in September 2013, resulted in a signif-
icant positive effect of €92 million. By contrast, the first-time use of overnight yield curves to measure
derivatives and the optimisation of derivative holdings had a negative effect of €-55 million overalll.

Net interest income exceeded the prior-year figure at €319 million (2012: €296 million). New business
was a key driver, with margins being higher than in the existing portfolio. One-off factors primarily
resulted from repayments of receivables. At €27 million, one-off factors were higher than in the
previous year (2012: €17 million). Market interest rates, which continued to fall in financial year 2013,
reduced the earnings contributions to net interest income made by own funds not invested for the
long term.

Net commission income amounted to €9 million (2012: €23 million). A key reason for the decline was
lower fees from the lending and other services business. pbb Group generates commission income
from fees that are only recognised when transactions expire, among other things. This fee income
declined year-on-year.

Net trading income stood at €-51 million in the reporting period, after amounting to €10 million in
2012. The first-time use of overnight yield curves (including tenor basis effects) to value derivatives in
2013 resulted in a first-time application effect of €-33 million. The accounting-related change in the
estimate was made as a result of changes in market conventions. An additional expense of €—22 mil-
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lion was due to the optimisation of the derivatives portfolio. The subsequent measurement of deriva-
tives taking into account the bilateral credit value adjustment, i.e. the credit risk of the counterparty
concerned and of pbb Group, led to an effect of €7 million (2012: €7 million).

A large majority of the net income from financial investments of €96 million (2012: €13 million)
— €92 million — was attributable to income from the deconsolidation of Little Britain Holdings (Jersey)
Ltd., which was sold in September 2013. The company was primarily a vehicle for a building that had
been successfully restructured by pbb Group. Additional income of €4 million (2012: €20 million) was
attributable to securities that were sold as part of the adjustment of the liquidity portfolio. This income
was partly offset by net expenses of €=1 million (2012: €6 million) for the recognition of portfolio-
based allowances for securities in the LaR measurement category. Changes in the risk assessment
for securities from certain European regions were the main reason for the addition to the portfolio-
based allowances.

Net income from hedge relationships amounted to €9 million (2012: €-6 million) and predominantly
resulted from hedge inefficiencies of micro (fair value) hedges. The latter were dedesignated when
overnight yield curves were used for the first time to measure derivatives in 2013, and then redesig-
nated including the overnight interest rate component. Both the hedging instrument and the hedged
item are measured on the basis of overnight yield curves. Measurement does not result in any addi-
tional hedge inefficiencies in connection with dedesignation and redesignation. As the last dFVTPL
financial instrument matured in financial year 2013, pbb Group did not have any further dFVTPL hold-
ings as at 31 December 2013.

The balance of other operating income/expenses decreased to € 100 million in 2013 (2012: €131 mil-
lion). This was mainly due to the discontinuation to a large extent of the services provided for the FMS
Wertmanagement portfolio as mandated by the European Commission on 30 September 2013. These
services resulted in income of €60 million in 2013 (2012: €106 million). The corresponding general
administrative expenses were also lower than in the previous year, as the headcount was reduced and
less office space had to be rented. Net income of €36 million was generated by IT services provided
to our fellow subsidiary DEPFA (2012: €40 million). Additional income was attributable to real estate
rental income in the amount of €11 million (2012: €7 million). The bank levy impacted the balance of
other operating income/expenses by €11 million (2012: €-24 million). Net gains from currency trans-
lation were below €1 million (2012: net gains of €3 million).

A net amount of €-8 million was added to provi-
sions for losses on loans and advances in 2013 (2012: net reversals of €4 million). The low need for
additions reflected the healthy situation on the markets in which pbb Group is active. pbb Group also
benefited from the successful restructurings of non-performing loans. This positive trend also led to
a decline in problem loans, which decreased from € 1.1 billion as at 31 December 2012 to €0.9 billion
as at the end of 2013.

Net additions to individual allowances decreased to €—8 million in 2013, after €-23 million in the
previous year. Additions to individual allowances were only necessary in a small number of individual
cases and were largely offset by reversals of individual allowances. As in the previous year, no specific
provisions had to be established for public sector financing, including exposures to focus countries.

Portfolio-based allowances are only established for receivables for which no indication of an individual
impairment has been determined. In the reporting period, a net amount of €-9 million was added to
portfolio-based allowances (2012: net reversals of €22 million); this was primarily attributable to
changes in the risk assessment for individual focus countries.
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In addition, provisions for contingent liabilities and other obligations in the amount of €1 million (2012:
€4 million net) were reversed due to the conclusion of legal proceedings. Recovery payments of
€8 million (2012: €1 million) were recognised in profit or loss on receivables previously written off.

General administrative expenses improved considerably to
€-312million in 2013 (2012: €-341 million). This reflects the successes of the restructuring measures
implemented by pbb Group in recent years. The transfer of pbb Group employees to FMS Wertman-
agement Service GmbH also contributed to the positive change in general administrative expenses
from the fourth quarter of 2013. Overall, personnel expenses improved by € 10 million to €121 million
(2012: €-131 million). Non-personnel expenses were reduced to €-191 million (2012: €-210 million)
particularly as a result of lower consulting and IT expenses. Since general administrative expenses
decreased and operating revenues increased, the cost-income ratio improved to 64.7% (2012: 73.0%).

The balance of other income/expenses in the amount of
€3 million (2012: €6 million) resulted from changes in the restructuring provisions, which were the
result of updates following validations of the parameters included in the calculation, and from expenses
for other taxes.

Pre-tax profit amounted to €165 million (2012: €124 million). The return on
equity before taxes was 5.0% (2012: 3.8%).

Income of €2 million from current taxes (2012: €8 million) and a deferred tax expense
of €=7 million (2012: €-63 million) resulted in a total tax expense of €-5 million (2012: €-55 million).

pbb Group’s net profit was €160 million (2012: €69 million). The return on equity
after taxes amounted to 4.9% (2012: 2.1%)).
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Real Estate Finance (REF) Operating Segment

Key financials
Real Estate Finance

2012 Change

Operating performance

Operating revenues in € million 264 70
Net interest income and similar income in € million 227 13
Net commission income in € million 25 =15
Net trading income in € million 2 -23
Net income from financial investments in € million 16 80
Net income from hedge relationships in € million -3 7
Balance of other operating income/expenses in € million -3

Provisions for losses on loans and advances in € million ) -6

General administrative expenses in € million —-139 =B

Balance of other income/expenses in € million -3 5

Pre-tax profit/loss in € million 127 61

Key ratio

Cost-income ratio in % 52.7

The Real Estate Finance operating segment comprises all of pbb Group'’s real estate financing arrange-
ments. As forecast at the beginning of the year, the Real Estate Finance (REF) segment accounted
for the bulk of consolidated profit. The segment’s pre-tax profit of €188 million exceeded the prior-
year figure (2012: € 127 million) due to the non-recurring income reported in net income from financial
investments from the sale of Little Britain Holdings (Jersey) Ltd., which was primarily a vehicle for a
successfully restructured property.

At €7.0 billion, the volume of new business including prolongations with maturities of more than one
year surpassed the prior-year figure (€4.9 billion), as expected. New business margins in 2013 were
higher than both the prior-year figures and the margins in the existing portfolio. Overall, this trend
highlights the attractiveness of the real estate financing market.

Operating Revenues Operating revenues rose to €334 million (2012: €264 million), which was at-
tributable to the non-recurring income in net income from financial investments. Without this positive
special factor and the negative market-related measurement effects in net trading income, operating
revenues would have been at the prior-year level. Net interest income of €240 million (2012: €227 mil-
lion) benefited from the high new business margins, which lifted the profitability of the entire portfolio.
Net interest income was also boosted by higher one-off factors, primarily arising from redemptions of
liabilities prior to maturity and prepayment penalties. Net commission income amounted to € 10 million
(2012: €25 million). Income from fees that are only recognised under certain conditions when transac-
tions expire declined year-on-year. Net trading income was negative at €—21 million (2012: €2 million)
due to the first-time use of overnight yield curves (including tenor basis effects) to measure derivatives
and to the optimisation of the derivatives portfolio. The main item contained in the net income from
financial investments of €96 million (2012: € 16 million) is the income from the sale of Little Britain
Holdings (Jersey) Ltd. This sale is an example of the successful restructuring of non-performing
exposures. Net income from hedge relationships of €4 million (2012: €-3 million) resulted from hedge
inefficiencies within the range permitted by IAS 39. The balance of other operating income/expenses
was slightly positive, at €5 million (2012: €-3 million). The expenses allocated to the segment for the
bank levy (2013: €=5 million; 2012: €=9 million) were more than offset by rental income.




Provisions for Losses on Loans and Advances Additions and reversals, both of which related to a
small number of individual cases only, largely cancelled each other out in the provisions for losses on
loans and advances item. In total, additions of €—1 million net were made (2012: net reversal of €5 mil-
lion). Net additions of €-8 million were made to individual allowances (2012: €-24 million), resulting
from a small number of individual cases. A net amount of €-2 million was added to portfolio-based
allowances (2012: net reversal of €26 million). These additions were offset by recoveries from written-
off loans and advances in the amount of €8 million (2012: €1 million) and reversals of provisions for
contingent liabilities and other commitments of €1 million (2012: €2 million).

General Administrative Expenses At €-147 million, general administrative expenses increased

compared with the previous year (2012: €-139 million). This reflected additional expenses to strengthen
pbb Group's sales units. The cost-income ratio was 44.0% (2012: 52.7 %).

Public Sector Finance (PSF) Operating Segment

Key financials
Public Sector Finance

2012 Change
Operating performance
Operating revenues in € million 47 -19
Net interest income and similar income in € million 58 4
Net commission income in € million =i 1
Net trading income in € million 8 -38
Net income from financial investments in € million =0 2
Net income from hedge relationships in € million -3
Balance of other operating income/expenses in € million -13 4
Provisions for losses on loans and advances in € million -4 -3
General administrative expenses in € million =53 =1
Balance of other income/expenses in € million =i 2
Pre-tax profit/loss in € million -1 =21
Key ratio
Cost-income ratio in % >100.0

The Public Sector Finance (PSF) operating segment comprises public sector financing arrangements.
The segment includes the public investment finance arrangements in which pbb Group conducts new
business, and expiring budget financing. Contrary to expectations, the segment recorded a loss before
tax due to negative effects in net trading income arising from the first-time use of overnight yield
curves to measure derivatives and from the optimisation of the derivatives portfolio. Without these
measurement effects, the result would have been slightly positive, as expected. At €-32 million, the
loss was larger than in the previous year as a result of the measurement effects in net trading income
(2012: loss of €—11 million).

New public investment finance business within the PSF segment significantly exceeded the prior-year
figure of €0.7 billion, at €1.2 billion, thus meeting the forecast. As in the previous year, the new business
margins were higher than the average margins in the existing portfolio, allowing pbb Group to increase
the profitability of the portfolio. This development highlights the opportunities for pbb Group in public
investment finance.
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Operating Revenues In the operating revenues item, the positive change in the current net interest
income and net commission income items contrasted with the expenses from derivative measure-
ment. Overall, operating revenues amounted to €28 million, lower than the prior-year level (2012:
€47 million). Net interest income rose from €58 million in the previous year to €62 million. One reason
for this was the increased profitability of the public investment finance portfolio as a result of the
positive trend in new business margins. Net interest income also benefited from higher one-off factors,
primarily from redemptions of liabilities prior to maturity and prepayment penalties. The commission
business plays a subordinate role in the PSF segment, with commission income and expenses balancing
each other out (2012: net commission income of €-1 million). The net trading income of €—30 million
(2012: €8 million) was impacted by the first-time use of overnight yield curves (including tenor basis
effects) to measure derivatives and by the optimisation of the derivatives portfolio. In the previous year,
the measurement of the hedged derivatives (including counterparty credit risk and the Bank's own
credit risk) had a positive effect. Income and expense from financial investments balanced each other
out (2012: net income from financial investments of €=2 million). In the previous year, this item resulted
primarily from additions to portfolio-based allowances for securities in the LaR measurement category
that were issued by focus countries. Net income from hedge relationships (2013: €5 million; 2012:
€-3 million) resulted from hedge inefficiencies of micro (fair value) hedges. The balance of other
operating income/expenses was negative in financial year 2013 at €—9 million (2012: €13 million);
this was mainly attributable to the expenses for the bank levy allocated to the segment (2013: €—6 mil-
lion; 2012: €—15 million).

Provisions for Losses on Loans and Advances As in the previous year, no additions to individual
allowances were required in respect of public issuers, as there were no objective indications of impair-
ment within the meaning of IAS 39.59. A net amount of €7 million was added to portfolio-based allow-
ances as a result of changes in the risk assessment for individual focus countries (2012: €—4 million).

General Administrative Expenses At €-54 million, general administrative expenses were at the
prior-year level (2012: €-53 million). Since general administrative expenses exceeded operating
revenues as in the previous year, the cost-income ratio remained unchanged at over 100.0%.
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Value Portfolio (VP) Operating Segment

Key financials
Value Portfolio

2012 Change
Operating performance
Operating revenues in € million 147 -45
Net interest income and similar income in € million 1 =il
Net commission income in € million =i 1
Net trading income in € million = =
Net income from financial investments in € million =1 1
Net income from hedge relationships in € million = =
Balance of other operating income/expenses in € million 148 -46
Provisions for losses on loans and advances in € million 3 -3
General administrative expenses in € million -148 37
Balance of other income/expenses in € million =2 2
Pre-tax profit/loss in € million = =@
Key ratio
Cost-income ratio in % >100.0

The Value Portfolio operating segment mainly comprises income and expenses arising from the
services provided for the FMS Wertmanagement portfolio until the end of September 2013 and from
IT services provided to fellow subsidiary DEPFA. The segment also comprises non-strategic portfolios,
such as selected structured products. Contrary to the expectations at the start of the year, the seg-
ment result in 2013 was not slightly positive, but rather negative, at €—9 million.

Operating Revenues In the reporting period, income was reported only in the balance of other oper-
ating income/expenses item. All other operating revenues items amounted to €0 million. The main
item contained in the balance of other operating income/expenses is the income from the services
provided to FMS Wertmanagement. This income declined from €106 million in 2012 to €60 million in
the reporting period, as the services were essentially no longer provided in the fourth quarter of 2013,
as mandated by the European Commission. The second significant item contained in the balance of
other operating income/expenses is the income from the IT services provided to DEPFA, which
declined year-on-year to €36 million (2012: €40 million).

Provisions for Losses on Loans and Advances No additions to or reversals of provisions for losses
on loans and advances were necessary in the 2013 reporting period (2012: reversals of €3 million).

General Administrative Expenses General administrative expenses were considerably lower than
in the previous year, at €~111 million (2012: €-148 million). This was due to the discontinuation of the
services provided to FMS Wertmanagement at the end of September 2013, which also involved a
transfer of pbb Group employees to FMS Wertmanagement Service GmbH. Since general adminis-
trative expenses exceeded operating revenues, the cost-income ratio remained at over 100.0%, as in
the previous year.
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Consolidation & Adjustments

Key financials
Consolidation & Adjustments

2012 Change
Operating performance
Operating revenues in € million 9
Net interest income and similar income in € million 10 7
Net commission income in € million - =1
Net trading income in € million = =
Net income from financial investments in € million = =
Net income from hedge relationships in € million = =
Balance of other operating income/expenses in € million =i 3
Provisions for losses on loans and advances in € million = =
General administrative expenses in € million =1l 1
Balance of other income/expenses in € million = =
Pre-tax profit/loss in € million 8 10

Consolidation & Adjustments reconciles the aggregate segment results to the consolidated result.
Alongside consolidation adjustments, this item contains certain expenses and income that do not fall
within the operating segments’ areas of responsibility.

Pre-tax profit in the Consolidation & Adjustments segment was positive, at € 18 million (2012: €8 mil-
lion). Net interest income arose predominantly from the investment of equity not allocated to the
segments.
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Development in Assets

Assets
in € million 31.12.2013 31.12.2012" Change
Cash reserve BI582) 1,937 1,595
Trading assets 1,642 3,325 -1,683
Loans and advances to other banks 5,798 7,995 -2,197
Loans and advances to customers 36,242 49,590 -13,348
Allowances for losses on loans and advances -148 =32 177
Financial investments 20,892 25,672 -4,680
Property, plant and equipment 1 2 =il
Intangible assets 31 39 -8
Other assets 4,769 7,242 -2,473
Income tax assets 1,165 1,704 -539
Current tax assets 44 b3 -9
Deferred tax assets 1,121 1,651 =530
Total assets 73,924 97,081 -23,157

» Adjusted due to the retrospective initial application of IAS 19 (revised). Details are given in the note entitled Principles in the notes to the
consolidated financial statements

pbb Group’s total assets as at the balance sheet date amounted to €73.9 billion, down €23.2 billion
or 23.9% on the previous year-end (2012: €97.1 billion). The nominal volume of the strategic portfolios
of real estate finance paid out and public investment finance paid out also declined lightly (€27.6 bil-
lion; 2012: €29.8 billion). Although new business completely offset scheduled and early repayments
in the strategic portfolios, the portfolio volume decreased overall due to commitments not completely
paid out and currency effects.

The decline in total assets mainly resulted from the repayment of the three-year tender, the transfer
of mortgage loans to FMS Wertmanagement and their derecognition from the balance sheet, as well
as the strategic reduction of the non-strategic portfolio.

The liquidity of €4.0 billion that was raised in December 2011 and February 2012 under the three-year
tender was repaid in full at the first possible opportunities in January and February 2013.

Mortgage loans were synthetically transferred to FMS Wertmanagement with effect from 1 October
2010 to transfer the economic risk, but remained in pbb’s cover pool on the balance sheet. The obliga-
tion to transfer the resulting cash flows gave rise to a liability to FMS Wertmanagement in the same
amount. These loans were transferred to FMS Wertmanagement and derecognised from the balance
sheet in August 2013, at which point they had a carrying amount of €6.4 billion (2012: €7.5 billion). As
a result, the loans and advances to customers and other liabilities balance sheet items declined.

The other effects arising from the transfer to FMS Wertmanagement continued to decrease in finan-
cial year 2013 and are now of only minor importance. For example, holdings of positive fair values of
back-to-back derivatives were almost completely liquidated through novations (2012: €1.0 billion). pbb
Group no longer holds any securities issued by FMS Wertmanagement, since these have matured.
This decreased total assets by €2.2 billion as against 31 December 2012.



Since 16 September 2013, pbb Group has no longer invested excess liquidity for FMS Wertmanage-
ment with the central bank (2012: €0.5 billion). This resulted in a corresponding reduction in the loans
and advances to other banks and liabilities to customers’ balance sheet items.

The nominal volume of the non-strategic budget financing portfolios decreased by €4.9 billion to
€22.8 billion as a result of repayments (2012: €27.7 billion).

pbb Group further reduced its country exposure to Italy and Portugal in 2013. Its exposure to Spain
increased due to the purchase of liquid government bonds with short maturities to top up the public
sector cover pool. The Bank had no exposure to Greece, Ireland or Cyprus as at 31 December 2013.
The changes and a definition are given in the note Exposure to Selected European Countries.

Total Assets Covenants

As at the balance sheet date, pbb Group complied with all total assets covenants that were imposed by
the European Commission in connection with the approval of state aid. Because certain offsetting
effects attributable to the transfer of selected positions to FMS Wertmanagement no longer exist, the
adjusted total assets as at 31 December 2013 of €73.9 billion (2012: €95.4 billion) corresponded to
total assets in accordance with IFRSs for the first time and were thus lower than the prescribed up-
per limit of €105.0 billion (2012: €105.0 billion). At €50.9 billion (2012: €59.8 billion), strategic total
assets — which have been additionally adjusted by the non-strategic public sector financing portfolio —
also did not exceed the prescribed upper limit of €75.0 billion (2012: €71.0 billion).

Investments

The purpose of pbb Group is to conduct banking business, particularly lending business. Capital expen-
ditures on property, plant and equipment and intangible assets are of relatively minor significance.
Nevertheless, pbb Group did invest in these areas in 2013 as well. The IT systems were separated
from those at FMS Wertmanagement as part of a project in 2013, which had a negative effect on the
Value Portfolio segment’s result. The separation from fellow subsidiary DEPFA was also driven forward.
Additions of purchased and internally generated software amounted to €5 million in the reporting
period (2012: €18 million).

pbb Group acquires financial investments primarily for portfolio optimisation, for example to invest
liquidity positions and own funds.
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Development in Financial Position

Equity and liabilities

in € million 31.12.2012" Change
Liabilities to other banks 7,797 -4,975
Liabilities to customers 11,895 -1,047
Liabilities evidenced by certificates 52,5650 -5,490
Trading liabilities 3,192 -1,739
Provisions 235 -26
Other liabilities 14,438 -9,716
Income tax liabilities 1,698 -508

Current tax liabilities 64 =

Deferred tax liabilities 1,634 -508
Subordinated capital 1,993 -553
Financial liabilities 93,798 -23,354
Financial equity 3,283 197
Total equity and liabilities 97,081 -23,157

" Adjusted due to the retrospective initial application of IAS 19 (revised). Details are given in the note entitled Principles in the notes to the
consolidated financial statements

Liabilities

Total Group liabilities as at 31 December 2013 amounted to €70.4 billion, after €93.8 billion at the
prior-year reporting date. As for the assets side of the balance sheet, the decline mainly resulted from
the transfer of mortgage loans to FMS Wertmanagement that were derecognised from the balance
sheet, and the repayment of the three-year tender.

The lower funding requirement resulted in decreased holdings of balance sheet liabilities due to the
strategic reduction of certain portfolios on the assets side.

Subordinated capital declined to €1.4 billion as at the balance sheet date due to maturities (2012:
€2.0billion).

Market-related effects increased total equity and liabilities, as the fair values of derivatives and of the
hedged items measured at fair value rose in fair value hedge accounting, primarily due to lower long-
term interest rates. By contrast, the rise in the euro against the US dollar, sterling, the Japanese yen,
the Swiss franc and the Swedish krona led to a reduction in total equity and liabilities.

The ratio of secured liabilities to total liabilities was 64.3% (2012: 63.8%).
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Capital

Development of Financial Equity The equity attributable to shareholders changed as follows:

- 31.12.2012" Change

Financial position equity in accordance with IFRS

in € million

Equity attributable to shareholders 3,283 197
Subscribed capital 380 =
Silent participation 999 -
Additional paid-in capital 5,036 =
Retained earnings —-3,166 69
Profits/losses from pension commitments -46 B
Foreign currency reserve -29 =i
Revaluation reserve 40 33

AfS reserve -360 140

Cash flow hedge reserve 400 -107
Consolidated profit/loss 1.1.-3112. 69 91
Total financial position equity 3,283 197

" Adjusted due to the retrospective initial application of IAS 19 (revised). Details are given in the note entitled Principles in the notes to the
consolidated financial statements

Capital Measures pbb's subscribed capital amounted to €380,376,059.67 both at 31 December
2013 and at the prior-year reporting date, and is composed of 134,475,308 registered ordinary no-
par-value shares with a notional interest in the subscribed capital of €2.83 per no-par-value share.
Hypo Real Estate Holding was the sole shareholder of pbb. There was no authorised or contingent
capital as at 31 December 2013.

Financial position equity amounted to €3.5 billion as at the balance sheet date (2012: €3.3 billion). No
capital increases or reductions were implemented in financial years 2013 and 2012. The new equity
item profits/losses from pension commitments resulted from the mandatory initial application of IAS 19
(revised). This item contains actuarial gains/losses on defined benefit pension commitments. Actuarial
gains/losses are the effects arising from the differences between actuarial assumptions and what
actually occurs (experience adjustments) plus the effects of changes in the actuarial assumptions.
This negative equity item (2013: of €-41 million, 2012: €—46 million) primarily resulted from the sig-
nificant decline in recent years in the discount rate applicable to defined benefit pension obligations.

No concrete capitalisation measures are planned at present. However, as part of its decision approv-
ing state aid, the European Commission specified that pbb must be privatised by the end of 2015.

Regulatory Indicators in Accordance with the German Solvency Regulation In accordance with
the waiver rule set out in section 2a of the Kreditwesengesetz (KWG — German Banking Act), pbb is
exempted from having to calculate equity and Tier 1 capital ratios at the level of the institution. pbb
Group publishes these figures voluntarily on a pro forma basis.
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pbb Group's pro forma regulatory capital in accordance with the Solvabilitatsverordnung (SolvV —
German Solvency Regulation) is as follows:

Own funds”

in € million 31.12.2012
Core capital (Tier I) 2,898
Supplementary capital (Tier II) 1,179
Equity capital 4,077
Tier Ill capital =
Total 4,077

" Consolidated in accordance with section 10a of the KWG; pro forma in accordance with the prepared annual financial statements and
following the appropriation of net profit

The capital ratios were calculated on the basis of the definition of equity given in the SolvV and using
risk-weighted assets in accordance with Basel Il. The pro forma capital ratios are as follows:

- 31.12.2012

Key capital ratios”

in %

Tier 1 capital ratio? 18.9
Equity capital ratio® 26.7
Own funds ratio (overall indicator)? 26.6

¥ Pro forma in accordance with the prepared annual financial statements and following the appropriation of net profit
? Including weighted credit risk positions and capital charges for market risk positions and operational risk, using a scaling factor of 12.6
3 Including weighted credit risk positions and capital charges for operational risk, using a scaling factor of 12.5

Capital is managed on the basis of the SolvV and the requirements of section 10 of the KWG. In accord-
ance with these, the equity ratio (equity/risk-weighted assets) may not fall below 8.0%. Additionally,
Tier 1 capital must amount to at least 50% of equity, meaning that the Tier 1 capital ratio must be at
least 4.0%. At the same time, the own funds ratio of at least 8.0%, which is calculated from the ratio
of own funds to the sum of risk-weighted assets and the capital charges for market risk positions
multiplied by 12.5 must be complied with. These requirements were met throughout the whole of
financial years 2013 and 2012.

pbb Group has received regulatory approval to apply the Advanced Internal Ratings-Based Approach
(Advanced-IRBA) in full for all portfolios requested to calculate its regulatory capital requirements.
The initial application of this approach as at 31 December 2013 increased risk-weighted assets. This
increase was almost exclusively attributable to the abolition of the privileged status previously afforded
to central and regional governments and other public sector entities, under the Credit Risk Standardised
Approach (CRSA), the method previously used.

The calculation of the CET1 ratio is adjusted to the Basel Ill calculation method in 2014. This will be
lower than the previous ratio as a result of the more restrictive CET definition.
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Liquidity

Principles and Objectives of the Liquidity and Financial Management The primary objective of
pbb Group’s financial management is to secure and manage the liquidity of pbb and its subsidiaries in
such a way that their financing and funding capabilities are assured at all times. The Treasury division
is responsible for central liquidity management at pbb Group, which it does by raising and investing
liquidity on the money and capital markets and on the interbank money market, as well as with central
banks and other sources of liquidity. By contrast, the liquidity risk strategy, like the waiver rule, is part
of HRE's risk strategy.

Maturities Asset/liability management for pbb Group is performed by HRE's Group Asset and Liability

Committee (ALCO), which also acts on behalf of pbb Group. The following table compares the remain-
ing terms of the assets and liabilities:

Maturity structure of financial position

31.12.2012
Equity and
in € million Assets liabilities
Total 97,081 97,081
up to 3 months 14,831 10,425
3 months to 1year 6,702 6,278

1year to 5 years 30,607 28,786
32,954 28,746

11,987 22,846

5 years and over

Other assets"?/equity and liabilities"?

" Adjusted due to the retrospective initial application of IAS 19 (revised). Details are given in the note entitled Principles in the notes to the
consolidated financial statements

2 Trading assets, allowances for losses on loans and advances, property, plant and equipment, intangible assets, other assets, income tax
assets
3 Trading liabilities, provisions, other liabilities, income tax liabilities, equity

Liquidity Management Liquidity management within pbb Group is performed centrally by pbb's
Treasury division. The sales units are refinanced internally on a one-to-one basis when they enter
into new business. This means that risks are bundled and centrally managed. The liquidity ratio is
calculated at the level of the individual institution at pbb in accordance with the Liquiditatsverordnung
(LigV — German Liquidity Regulation), and amounted to 3.03 at the balance sheet date (2012: 2.28).
This was significantly higher than the statutory minimum of 1.0. Monitoring of compliance with foreign
liquidity ratio requirements for operating facilities is also ensured, if this is demanded by local regu-
latory authorities.
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Investors’ demand for high-yield investment opportunities increased, boosted by the central
banks' monetary policy and historically low interest rates. Unsecured issues benefited from this higher
risk appetite. Increasing market volatility as a result of the bailout in Cyprus and concerns about the exit
from the current expansionary monetary policy made Pfandbriefe even more attractive to investors.

pbb Group further increased its issuing activities, with a total volume of €7.7 billion (2012: €6.5 billion).
Of this amount, €4.5 billion (2012: €3.0 billion) was attributable to benchmark issues. Fixed-income
issues predominated. By contrast, new business on the assets side was entered into primarily on a
floating rate basis in the reporting period, with the borrowers’ interest rate risk generally being hedged
with a customer derivative. pbb Group's open interest rate positions are usually hedged by swapping
fixed interest rates for floating rates.

pbb Group’s issuing activities accounted for around 10% of the issue volume on the German Pfand-
brief market in 2013. The Group also underlined its activity on the funding markets by issuing a public
sector Pfandbrief with a 15-year term as well as two unsecured benchmark bonds in the total amount
of €1.4 billion. In addition, all of the benchmark issues in the reporting period mature after 2015, i.e.
after the date prescribed by the European Commission for the privatisation of pbb. Overall, securitised
liabilities amounted to €47.1 billion at the balance sheet date (2012: €52.6 billion). Mortgage Pfand-
briefe denominated in foreign currency were issued in the amount of GBP 0.4 billion.

Furthermore, pbb Group has offered overnight investments and time deposit investments to private

investors since March 2013. The deposit volume at the end of the year was €0.6 billion. In this way,
pbb Group has expanded its unsecured funding base.

Benchmark issues

Announce-
ISIN ment Settlement Maturity Coupon
DEOOOAIRFBUS (unsecured benchmark issue) 17.1.2013 24.1.2013 19.7.2016 2.000%
DEOOOA1IRFBY7 (mortgage Pfandbrief) 23.1.2013 30.1.2013 30.1.2017 0.875%
DEOOOA1TRFBUS (Ist tap) 14.2.2013 21.2.2013 19.7.2016 2.000%
DEOOOA1TR0527 (mortgage Pfandbrief) 11.3.2013 18.3.2013  18.3.2020 1.600%
DEOOOA1R0584 (mortgage Pfandbrief) 85.2013  16.5.2013  16.5.2016 variable?
DEOOOATRO6CS5 (public Pfandbrief) 2262013  29.6.2013 29.6.2028 2.375%
DEOOOA1R0527 (1st tap) 28.6.2013 4.6.2013  18.3.2020 1.600%
DEOOOA1PG3MS (1st tap)? 28.6.2013 4.6.2013 20.12.2019 1.876%
DEOOOA1R0584 (1st tap) 5.8.2013 12.8.2013 16.5.2016 variable?
DEOOOA1PG3M8 (2nd tap)? 20.8.2013  27.8.2013 20.12.2019 1.875%
DEOOOA1X2566 (mortgage Pfandbrief) 21.8.2013  28.8.2013  28.8.2018 1.3756%
DEOOOATRO6CS (1st tap) 22.8.2013 29.8.2013 29.6.2028 2.375%
DEOOOATX26E7 (unsecured benchmark issue) 2.9.2013 9.9.2013 11.9.2017 2.250%
DEOOOATRFBY7 (1st tap) 4.10.2013  11.10.2013 30.1.2017 0.875%

 Three-month GBP LIBOR plus 45 basis points
2 Tap of a mortgage Pfandbrief in the original amount of GBP 250 million on 6 November 2012

Volume

500 million
500 million
360 million
500 million
200 million
500 million
250 million

75 million
50 million
50 million
500 million
200 million
500 million
100 million

Issue price

99.687%
99.785%
100.382%
99.487%
99.852%
99.612%
100.835%
99.689%
99.864%
95.493%
99.803%
94.062%
99.799%
100.127%
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Currency

EUR
EUR
EUR
EUR
GBP
EUR
EUR
GBP
GBP
GBP
EUR
EUR
EUR
EUR



Group Management Report 43
> Report on Economic Position
> Development in Financial
Position
Ratings The following table shows the senior unsecured ratings and ratings for pbb’s Pfandbriefe:
Senior unsecured ratings and ratings for Pfandbriefe of pbb”
31.12.2012
Standard &
Fitch Ratings Moody’s Poor’s
Long-term rating A- Baa2 BBB
Outlook Stable Negative Stable
Short-term rating F1 P-2 A-2
Public sector Pfandbriefe = Aal AA+?
Mortgage Pfandbriefe = Aal? AA+2
" Ratings from mandated rating agencies

2 CreditWatch Negative
3 Stable outlook

The rating agencies may alter or withdraw their ratings at any time. For the evaluation and usage of ratings, please refer to the rating
agencies’ pertinent criteria and explanations and the relevant terms of use which are to be considered. Ratings should not serve as
a substitute for personal analysis. They do not constitute a recommendation to purchase, sell or hold securities issued by pbb.

The ratings trend continues to be heavily influenced by exogenous factors such as the ongoing sover-
eign debt crisis and changes to rating methodologies or parameters applied by the rating agencies. It
only reflects pbb’s successful restructuring measures and business success to a certain extent. In light
of the changes to bank restructuring legislation that are planned in Europe, and particularly in relation
to the possible bail-in of senior unsecured creditors in a banking crisis, rating agencies have announced
reviews of the systemic support elements incorporated in senior unsecured ratings. This could have
negative effects on credit institutions’ ratings. It may also impact covered bond ratings due to the link
between these and the issuer’s senior unsecured rating. In this context, a number of rating agencies
have also announced changes to their covered bond rating methodologies.

The senior unsecured ratings assigned by the mandated rating agencies — Fitch Ratings, Moody's and
Standard &Poor’s — remained unchanged in financial year 2013. Fitch Ratings affirmed pbb's ratings in
March 2013 during a review of ratings for German Pfandbrief banks. Standard &Poor’s affirmed its
ratings for the Bank in November 2013.

The ratings of pbb’s Pfandbrief programmes were affirmed by Standard &Poor’s in January 2013. The
CreditWatch Negative, which Standard &Poor’s had assigned to both programmes following a change
in the methodology used, was resolved and replaced by a stable outlook. Following changes in the
cover pool in connection with the full transfer of cover pool assets to FMS Wertmanagement, Standard &
Poor’s affirmed the AA+ rating of the mortgage Pfandbrief programme in September 2013 with a
stable outlook. Moody’s lowered the rating for mortgage Pfandbriefe from Aal to Aa2 in April 2013,
thus ending a review for downgrade which resulted from the downgrade of the Bank’s senior unsecured
rating in December 2012.

After the balance sheet date the following rating actions took place:

In February 2014, Standard & Poor’s affirmed the rating of pbb’s public sector Pfandbriefe. In the same
month, Fitch Ratings affirmed pbb's unsecured ratings.

Further ratings drivers and the impact of potential changes in ratings are described in the Report on
Expected Developments.




Irrevocable loan commitments account for the majority of off-balance-
sheet obligations and rose as against 31 December 2012 from € 1,035 million to €2,569 million due to
new business that has not yet been fully paid out. Contingent liabilities amounting to €25 million at the
balance sheet date resulted from guarantees and warranty agreements (2012: €75 million). The ser-
vices provided to FMS Wertmanagement were largely discontinued as at 30 September 2013. Hypo
Real Estate Japan Corporation, Tokyo, a subsidiary of pbb, is an exception; it provides services for
FMS Wertmanagement's Japanese Real Estate Finance portfolio. pbb Group and FMS Wert-
management also continued to provide each other with services that cannot be otherwise obtained
after 30 September 2013 on the basis of what is currently a cost-plus agreement. These relate in
particular to the provision of information, the granting of powers of attorney and the provision of services
required under supervisory laws. In addition, pbb and FMS Wertmanagement entered into a settlement
agreement in the fourth quarter of 2013. Under this agreement, all potential claims by FMS Wert-
management for damages related to services provided, all past, present and future claims for the
reimbursement of costs for the legal transfer of assets (upgrades) that had previously only been
transferred or hedged by means of sub-participations, back-to-back derivatives, or financial guaran-
tees, as well as payment obligations by pbb in connection with the transfer of employees to FMS
Wertmanagement Service GmbH, are deemed to have been settled.

Summary

pbb Group took further steps towards privatisation in 2013. The target model has been implemented
and pbb Group has been successfully positioned on the market as a strategic part of HRE. An addi-
tional step will be the separation of the IT systems of pbb Group and DEPFA.

The positive trend is reflected in pbb Group's development in assets, financial position and earnings.
A positive pre-tax profit of €165 million was generated in 2013 (2012: € 124 million). This meant that
pbb Group both exceeded its forecast of at least €100 million made at the start of 2013 and reached
its lifted forecast of at least € 150 million announced on 8 October 2013. However, it did also benefit
from positive non-recurring income. pbb Group has been profitable for the past three-and-a-half
years, a fact which highlights the long-term positive trend.

The decline in assets and liabilities predominantly resulted from the transfer of mortgage loans to
FMS Wertmanagement that were derecognised from the balance sheet and that had already been
economically transferred in 2010, the repayment of the three-year tender and the strategic reduction
of the non-strategic portfolio. The requirements regarding regulatory capital ratios in accordance with
the SolvV and regarding liquidity ratios were complied with throughout the whole of financial year
2013. pbb Group calculates these ratios voluntarily on a pro forma basis.
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Report on Post-balance
Sheet Date Events

On 31 January 2014, pbb signed an agreement with FMS Wertmanagement in which the transfer of
positions to FMS Wertmanagement in the course of the establishment of the resolution agency in
2010 was finally settled. As a result of this agreement, pbb will make a payment to FMS Wertmanage-
ment, for which provisions were already established in prior periods. As the agreement is beneficial
from HRE’s perspective, HRE Holding will reimburse pbb for the expense. This reimbursement will
directly increase pbb Group's equity in 2014.

On 26 November 2013, pbb committed to acquiring all of the shares of RPPSE Espacio Oviedo S.L.U.,
Madrid. The shares were purchased for €1 on 25 February 2014 by IMMO Invest Real Estate GmbH,
Munich, a subsidiary of pbb. As the special purpose entity was already consolidated as at 31 Decem-
ber 2013 this had no impact on pbb Group’s development in assets, financial position and earnings.

Dr Alexander GroB left the Supervisory Board of pbb effective 25 February 2014,

The Supervisory Board of pbb appointed Andreas Schenk as a member of the Management Board
effective 1 March 2014. As the Chief Risk Officer (CRO) on the Management Board, Andreas Schenk
is responsible for overall risk management.

The Supervisory Board appointed Andreas Arndt as Chief Financial Officer effective 15 April 2014. He
will be responsible for the CFO department and its finance, operations and legal areas. Alexander von
Uslar will leave the Management Board.

Group Management Report
> Report on Economic Position
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Position
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The risk and opportunity report shows the risks and also the opportunities identified for the individual
risk types within the framework of the implemented risk management and risk controlling system.
With regard to risks and opportunities relating to all areas of the Company and also general Company-
specific risks and opportunities, please refer to the details in the report on expected developments.

Organisation and Principles of Risk and Capital Management

HRE has set up a Group-wide risk management and risk controlling system which represents as well
an important precondition for the application of the so-called waiver according to Section 2a KWG.
All tasks in accordance with Section 25a KWG for uniform risk identification, measurement and
limiting as well as risk management are defined centrally by HRE. Operational implementation is the
responsibility of the respective subsidiary and thus also of pbb. This risk and opportunity report also
covers opportunities within the framework of a quality assessment.

The principles, methods and processes of the risk management system of HRE Group are specified
centrally by risk management and controlling of HRE Holding and are applied in pbb Group. The com-
mittees detailed in the following have been set up at the HRE Group level with the involvement of the
respective decision-makers of pbb Group.

The Management Board of pbb is responsible for the risk management system, and is responsible for
taking decisions relating to the strategies and the main issues of risk management and risk organisa-
tion of pbb Group. The risk management system comprises the plausible and systematic identification,
analysis, valuation, management, documentation, monitoring and communication of all major risks.

The following are major components of the risk management system for which the Management

Board is responsible:

> Defining, updating and communicating business and risk strategies as the basis of business activ-
ities and risk acceptance within pbb Group

> Defining and improving organisation structures within pbb Group and in particular for risk manage-
ment, which ensures that all major risks are managed and monitored

> Adopting credit competences as a decision-making framework along the credit processes within
pbb Group

> Taking decisions regarding (portfolio) management measures outside the competences which have
been transferred

The Management Board of pbb notifies the Supervisory Board of pbb with regard to significant
changes in the business and risk strategies as well as the risk profile of pbb Group. The Risk Manage-
ment and Liquidity Strategy Committee (RLA) of the Supervisory Board is mainly responsible for
controlling the overall risk situation and for monitoring, establishing and improving an efficient risk
management system, and is also responsible for the liquidity management and assurance of pbb
Group and resolves upon necessary credit approvals for credit decisions. The Management Board
notifies this committee of all increases to individual allowances and the creation of new individual
allowances in excess of €5 million and has also notified this committee at regular intervals of major
exposures with higher levels of risk.
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The of HRE, acting simultaneously for pbb, consists of the Chief Risk
Officer (CRO; Chairman) and the Chief Financial Officer (CFO) of HRE Holding acting as CRO and
CFO of pbb simultaneously as well as the Chief Risk Officer (CRO) of DEPFA Bank plc and the Chief
Credit Officer (CCO) of pbb as well as the Head of Risk Management&Control. In general, the com-
mittee meets on a monthly basis and discusses the risk development of the Bank, adopts guidelines/
policies, methods for risk measurement, the related parameters as well as methods of monitoring all
risk types. The Risk Committee is responsible for the development of standard guidelines of risk man-
agement and risk controlling across the Group and also monitors the development of the risk-bearing
capacity, economic capital, the risk cover funds as well as the credit portfolio and the compliance with
limits. The Risk Committee discusses the portfolios of HRE Group and hence of pbb Group.

HRE's , Wwhich also serves pbb, meets monthly. It is
chaired by the member of the Management Board responsible for Treasury and Asset Management
and comprises the CRO, the CFO/COO and the managers of the Treasury, Finance and Risk Manage-
ment& Control divisions. Its tasks include liquidity management, asset/liability management for HRE
and pbb Group, defining long-term financing strategies, capital management, management of regula-
tory capital ratios and market risk management. The ALCO does not make any credit decisions or set
any limits for other risk categories. This committee is also responsible for preparing decision-making
documents for liquidity and refinancing strategies which, following discussions in the Risk Committee,
are decided in the same way as acquisitions and disinvestments in the Management Board of HRE
respectively pbb.

The of HRE, acting simultaneously for pbb, comprises the CRO (Chair-
man), the Chief Credit Officer (CCO), the Senior Credit Executives as well as representatives of the
front office. The front office representatives have a voting right as part of front office responsibility. As
a general rule, the committee meets at least once a week and takes credit decisions on new business,
prolongations and material changes that fall within the scope of its authority. It also votes on all
credit decisions which are in the responsibility of the Management Board of pbb and which have to be
approved by the Risk Management and Liquidity Strategy Committee. The Credit Committee ensures
that the credit decisions are consistent with the prevailing business and risk strategy.

The of HRE, acting simultaneously for pbb, meets every month. All
exposures of pbb Group identified by the early warning system are discussed and, if appropriate, indi-
vidual measures are decided there; these measures have to be subsequently implemented by the
relevant departments. Where necessary, the committee takes decisions regarding the need to trans-
fer exposures to CRM Workout, which then takes the necessary steps for restructuring and workout
on the basis of an exposure strategy. All necessary credit decisions are taken by the key personnel in
line with the allocation of credit powers or in the Credit Committee.

If there are any indications of an objective impairment of an exposure, the extent of the impairment is
first determined and the result is presented in the . The com-
mittee takes decisions within the framework of a predefined set of allocated powers and in line with
the IFRS/HGB regulations, and provides recommendations regarding the creation and reversal of
provisions for losses on loans and advances as well as any necessary salvage acquisitions. The rec-
ommendations made by the committee have to be decided by the Management Board of pbb in line
with the relevant set of rules governing powers.

The ensures that, before business commences with new
products or in new markets, the resultant risks as well as the related impact on processes, controls
and the infrastructure are systematically analysed and addressed. Operations with new products or
in new markets are only commenced when they have been approved by the New Product Process
Committee.
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The Group Stress Test Committee, which is a sub-committee of the Group Risk Committee, is
responsible for the methodology, performance and monitoring of the internal stress tests.

» Due to existing waiver according to Section 2a of the German Banking Act

Group Chief Risk Officer (CRO) In addition to the above-mentioned committees, the following or-
ganisation units of the Group CRO, who is also CRO of pbb, form an integral part of the risk manage-
ment system of HRE, in which pbb Group is included:

The organisation of the CRO function comprises the following monitoring and back-office entities on

pbb Group level:

>The unit Risk Management & Control, which is also responsible for monitoring and managing mar-
ket, credit, operational and liquidity risks as well as the risk-bearing capacity of pbb Group and which
is also responsible for Group-wide uniform risk measuring methods, risk reports and credit pro-
cesses

>The units of the Credit Officer of pbb Group, which are each responsible for the analysis of new
business and portfolio management. CRM pbb also comprises the Workout (Real Estate) unit, which
is responsible for the restructuring and workout of all critical exposures in the Real Estate Finance
segment, and the central unit Credit Processes, which is responsible in particular for the organisation
of the Credit Committee and for updating credit processes.

Group Asset and
Liability Committee (ALCO)
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, which is responsible for the analysis and uniform valuation of the col-
lateral properties using market and loan-to-value methods, is under the control of the CRO. In addition to
the CRO function, the Compliance/Corporate Governance entity and the Group Internal Audit entity
(independent) complement the risk management system of pbb Group. The area of responsibility of
Group Internal Audit comprises the regular as well as the event-driven audit of processes and systems as
well as significant transactions. This also includes the revision of the risk management system. Regarding
legal issues Risk Management is also supported by the Legal department.

The risk strategy of pbb Group is based on the business strategy, risk inventory and the results of the
Group-wide financial planning process. It is applicable for the operating segments and legal entities of
pbb Group. The risk strategy was revised in March 2013, adopted by the Management Board of pbb and
presented to the Risk Management and Liquidity Strategy Committee of the Supervisory Board of pbb
and afterwards to the Supervisory Board plenum to be noted. The risk strategy was amended in July
2013, mainly to incorporate minor updates.

The risk strategy reflects the strategic focus of pbb Group as a specialist for real estate finance and
public investment finance in Germany and selected countries in Europe with Pfandbrief-oriented refinanc-
ing. It is reviewed at least annually and updated if applicable.

The operationalisation of the risk strategy is carried out via risk policies for the individual operating seg-
ments as well as for all major risk types (credit risk, market risk, liquidity risk, business risk, property risk
and operational risk); these risk policies describe risk measurement, risk monitoring, risk management,
the limit process as well as the escalation process if a limit is exceeded. The policies are regularly reviewed
and updated where necessary.

Risk reporting reflects the structure of the operating segments. The Management Board of pbb receives
regular risk reports which include an extensive overview as well as detailed information concerning the
risk situation for each risk type and company as well as other management-relevant information. The
supervisory bodies are also notified of risk-relevant issues at regular intervals. In addition, special reports
are prepared on an ad hoc basis or at the request of the Management Board or Supervisory Board; such
special reports consider specific and acute risk issues, for instance in relation to critical markets, products
or counterparties.

The risk-bearing capacity analysis quantifies credit risk, market risk, business risk, real estate risk and
operational risk, aggregates them to produce an overall risk figure and compares them with the risk cover
amount under the risk-bearing capacity approach. The liquidity risk is quantified on the basis of the liquid-
ity position. The individual calculation methods are described in detail in the risk report in the chapters
«Result of Risk-bearing Capacity Analysis» respectively «Liquidity Risk».

Other risk types that are considered material by the regular internal risk inventory, such as regulatory risk
and risks that are not considered material are not quantified using risk models. These risks are managed
and limited using regular, detailed reports and clear instructions, such as compliance and corporate gov-
ernance rules.



At the portfolio level and at the level of individual transactions, risk in pbb Group is managed by:
1. Monitoring the risk-bearing capacity of pbb Group by comparing economic capital and the risk
cover amount under the risk-bearing capacity approach. In addition, the risk-bearing capacity is
managed in detail by using a limit system for risk cover potential and economic capital for different
risk types or segments.
2. Monitoring and analysis of the risk-weighted assets (RWA) of pbb Group at the portfolio level by
means of stress tests which are intended to ensure that the core equity Tier 1 ratio does not fall
below 9%.
3. Operational risk management via
> the use of Basel-ll-compliant risk parameters in lending business of pbb Group. The Basel-Il-
compliant management approach shows the average expected loss at the borrower level, and is
therefore a major component for the early recognition of risks and ongoing profitability monitor-
ing. The parameters are reviewed and recalibrated annually.

> A limit system for counterparty and issuer risks on the basis of a standard application which has
been tested in the market with a risk measurement method that is uniform throughout the Group.

> Intensive monitoring and management of individual exposures.

> Monitoring the risk of losses by way of appropriate impairment triggers in accordance with IAS 39.

4. Daily monitoring of market risk.

. Daily monitoring of liquidity risk.

6. Monitoring of operational risk.

o

In accordance with Section 25a (1) KWG, credit institutions are obliged to set up appropriate and
effective procedures in order to ensure that their risk-bearing capacity can be determined and assured
in the long term. These procedures complement the regulatory procedures defined in the Solvency
Regulation. The Bank's own risk-bearing capacity calculation is the subject of regulatory reviews
(«Supervisory Review and Evaluation Process», SREP).

pbb Group has implemented a risk-bearing capacity analysis based on the Internal Capital Adequacy
Assessment Process (ICAAP). The Internal Capital Adequacy Assessment rests upon the concept of
economic capital.

Economic capital is defined as the quantity of capital required by a bank in order to cover the largest
potential total loss with a defined probability (the confidence level) over a time horizon of one year.
There have been the following enhancements in 2013. As well as improving the method used to quan-
tify real estate risk, pbb Group has developed a model to calculate operational risk, the key inputs for
which are internal loss data.

Alongside the classic risk types — market, credit and counterparty, business and operational risk — the
risk inventory again identified real estate risk as material and quantifiable in 2013. As a result, five
separate risk types have been included in the ICAAP and are backed by capital.

A going-concern approach has been developed already in 2012 as the primary steering approach for
demonstrating the risk-bearing capacity of pbb Group; this has been completely integrated in the
ICAAP. Unlike the previous gone-concern approach, this steering approach does not focus on the
theoretical event of the institute being liquidated; instead, it focuses explicitly on the going-concern
assumption and also assumes that the regulatory minimum capital ratios are met. In addition to pro-
tecting regulatory minimum capitalisation, the going-concern approach also comprises an extensive
early warning system which generates corresponding warning signals early before the minimum ratios
are attained.
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The gone-concern approach within pbb Group has been developed in two complementary perspec-
tives which support in parallel the leading going-concern approach. Firstly, there is the instantaneous
liquidation perspective which, in a theoretical liquidation case, does not assume opportunistic winding
up of the portfolios unlike demanded by the German Pfandbrief Act and instead is based on the as-
sumption of the immediate sale of, inter alia, the securities of the banking book. According to this
assumption and in addition to the above-mentioned major risks the instantaneous liquidation perspec-
tive also takes account of credit spread risks arising from securities in the banking book for calculating
the economic capital and deducts the hidden losses attributable to these securities for determining
the available financial resources. Secondly, pbb Group has developed a strategic gone-concern per-
spective which focuses on strategic business for calculating the economic capital. Risks from the
Budget Finance portfolio and the Value Portfolio which are earmarked for being streamlined are
covered by way of a buffer. A confidence level of 99.91% was calculated for both scenarios. This
confidence level is based on the average probability of default of companies which have been awarded
good long-term credit ratings by external rating agencies, namely A— at Standard & Poor’s and A—/A3
at Fitch Ratings and Moody’s, and is consistent with the fundamentally conservative parameters in the
risk models. The methods of calculating the economic capital for the individual risk types as well as
current parameters are described in greater detail in the chapter «Result of Risk-bearing Capacity
Analysis». No economic capital is calculated for the liquidity risk. This risk type is addressed and
limited by a separate management approach.

In order to assess the adequate capitalisation of the capital backing of pbb Group in the relevant ap-
proach, the amount of economic capital is compared with the respective available financial resources.
Under the leading going-concern scenario, for example, the available risk cover amount largely com-
prises the core Tier 1 capital available over a period of at least one year, less the capital required to
meet the regulatory minimum capital ratios, after adjustment for negative RWA trends. The remaining
core Tier 1 capital is suitable for absorbing potential losses and for maintaining a corresponding risk
buffer. Under the gone-concern approach, both equity in accordance with the IFRS and subordinate
items with a term of more than one year are used to determine the risk cover amount, less hidden li-
abilities relating to securities in the banking book. In order to verify the risk-bearing capacity, the
economic capital must be completely covered by the available financial resources.

The results of the risk-bearing capacity analysis and of the stress tests are regularly presented to the
central Management Board and the Group Risk Committee. The results are discussed there and if
necessary management measures are defined.
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Risk Types

pbb Group distinguishes the following major risk types for its business activities:

> Credit risk (Counterparty risk)

> Market risk

> Liquidity risk

> Operational risk

> Business risk (partial consideration within the scope of the risk-bearing capacity analysis)
> Property risk (consideration within the scope of the risk-bearing capacity analysis)

The following are major risk types of pbb Group which are not quantified but which are limited by
means of suitable reports, guidelines and policies:

> Strategic risks

> Reputational risks

> Regulatory risks

Credit Risk (Counterparty Risk)

The counterparty risk in general is defined as the risk of an unexpected default or decline in the fair
value of a receivable or a derivative, resulting from a deterioration in the hedging situation or deterior-
ation in the creditworthiness of a country or a counterparty.

The counterparty risk comprises the credit risk, counterparty default risk, replacement risk, repayment

risk, issuer risk, country risk, concentration risk and fulfilment risk which in the Risk Strategy of pbb

Group are defined as follows:

> Credit risk is defined as the risk which considers loans and traditional credit products as such. A
major factor determining the credit risk is the ability of the borrower to fulfil his financial obligations
as well as the value of collateral in the case of a borrowers’ default. Declines in the fair value as a
result of rating changes are taken into consideration for calculating the credit risk.

> Counterparty default risk is defined as the risk of a potential unexpected default or decline in the fair
value of a claim or a derivative. This is due to a deterioration in the creditworthiness of a counter-
party or a deterioration of the hedging situation. The counterparty default risk includes the replace-
ment risk and the repayment risk.

> Issuer risk is defined as the risk in relation to bonds and other securities. In particular, it refers to the
ability of the issuer to meet his financial obligations and also relates to the value of collateral in the
event of the default of an issuer. Declines in the fair value as a result of rating changes are taken into
consideration for calculating the issuer risk.

> Country risk arises from changes in the values of international exposures due to country-specific
political and economic conditions. It essentially comprises the risk that arises in connection with
business activities in certain countries. The country risk includes the conversion risk, transfer risk
and sovereign default risk.

> Concentration risk is defined as the risk of cluster formation in relation to a risk factor or counter-
parties, or a strongly correlated group of risk factors or counterparties.

> Fulfilment risk is defined as the risk that the Bank makes a payment or delivers an asset which has
been sold to a counterparty but does not receive a payment or the purchased asset.
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Credit Risk Strategy and Principles

pbb Group has broken down the overall credit portfolio into the segments Real Estate Finance, Public
Sector Finance, Value Portfolio and «Consolidation & Adjustments». The strategic business is attribut-
able to Real Estate Finance (REF) and Public Investment Finance (PIF) as part of the Public Sector
Finance portfolio. The risk strategy of pbb Group also reflects this structure.

New business in the Real Estate Finance segment largely focuses on Pfandbrief-eligible financing of
commercial real estate with sustainable cash flow in selected European countries. The main target
customers of these operations are professional investors, institutional clients, real estate funds or
selected developers.

In the Public Sector Finance segment, new business of pbb Group focuses on Pfandbrief-eligible fi-
nancing of public investment financings in selected European countries.

New business is to be refinanced with matching maturities where possible, mainly using Pfandbrief
issues.

Credit Risk Reports

The credit risk reports provide information about the following main components:

>The HRE Group Risk Report contains the development in volumes as well as relevant credit risk
management indicators such as the development of the expected loss as well as the unexpected
loss via value at risk (VaR). The report shows the credit risk at HRE Group level and also at the level
of pbb Group in the context of the overall bank risk and the risk-bearing capacity, it reports limit
utilisations and violations of existing limits, and also identifies risk concentrations. Key indicators,
such as the development of the exposure at default (EaD), the expected loss (EL), the credit value
at risk (Credit VaR) as well as problem loans are integrated in this report and are discussed by the
Management Board; the report is also submitted to the Risk Management and Liquidity Strategy
Committee (RLA) of the Supervisory Board to be noted.

> For decisions relating to new business and adjustments of terms, major parameters, contents and
analyses are presented to the Credit Committee and discussed.

> In the active business, further regular reports support operational management with regard to the
management and timely recognition of risks at the sub-portfolio level.

> Unusual developments which might result in a major deterioration in the risk position of an indi-
vidual exposure are reported to a wider group up to the CRO by way of so-called «Credit Issue Notes».
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For calculating the economic credit risk capital (credit risk VaR) pbb Group
uses a credit portfolio model which is described in greater detail in the section «Result of Risk-bearing
Capacity Analysis».

The stress tests for economic capital in credit risk are described in greater detail in the
section «Result of Risk-bearing Capacity Analysis».

In addition to the stress tests for economic capital, there are also RWA reverse stress tests. They in-
vestigate the extent to which a certain risk parameter (e.g. rating, loss-given default (LGD), currency)
can change before the minimum core equity Tier 1 ratio of 9% is no longer met. Tolerance change
levels have been defined for all tested risk parameters; these levels must not be violated if the test of
pbb Group is to be successfully completed.

pbb Group has received the regulatory approval
to apply the so-called Advanced Internal Rating-Based Approach (Advanced IRBA) for determining
the regulatory capital backing.

At the portfolio level, the intended portfolio structure is defined in the risk
strategy by means of structure components. The limits are also based on the available financial re-
sources, and include for pbb Group for example:
> Limiting of country risks
> Definition of strategic risk parameters (e.g. target customers, regions, financing duration)

The following reports and measures are key elements for monitoring compliance with the defined

limits and the intended risk and return parameters at the portfolio level and also at the level of indi-

vidual transactions:

> Analysis of portfolio developments of HRE Group and therefore as well for pbb Group in the Group
Risk Committee

> Determining the credit risk VaR at the portfolio level by way of a credit portfolio model and partly
limiting at the segment level; analysis of concentration risks and various stress tests

> Central Group-wide monitoring of risk concentrations by way of special, regular and ad hoc evalu-
ations, such as regional or product-specific evaluations

> Continuous analysis of the portfolio and the relevant markets by the local Credit Risk Management
units

> Regular evaluation of the collateral

> Special reports for exposures which are potentially at risk (e.g. «credit issue notes»)

> Calculation of a risk-adjusted margin using a defined RaRoC for new business

The credit competences also define the decision-making powers of the individual credit risk managers
for prolongations in existing business, depending on the counterparty group and expected loss class.
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At the level of individual transactions, the credit process
guidelines define the necessary steps of assessing risk for new business, prolongations as well as the
procedures for transferring exposures to the watchlist or workout.

Core processes of credit risk management and monitoring as well as the relevant areas of the CRO
function which are involved are described in the following:

The CRM entities carry out the initial risk analysis for new business and annual risk analysis for exist-
ing business. Probability of default (PD) and loss given default (LGD) rating tools, which are developed
by Credit Risk as part of Risk Management and Control (RMC) and annually validated and calibrated,
are used for valuation purposes and for preparing the credit decision in new and prolongation busi-
ness. Property Analysis & Valuation provides support for analysing and valuing the securities.

The Legal department, where appropriate together with external lawyers/lawyers’ offices, is respon-
sible for the contract and collateral organisation.

Defined early warning indicators are constantly monitored by CRM. If any problems are identified, an
exceptional test is performed on the credit default risk (including a review of the value of collateral)
and appropriate alternative actions are identified. Such cases are also included in a monthly monitor-
ing cycle and presented in the Group Watchlist Committee.

If there are any objective indications of an impairment, the extent of such an impairment is determined.
In the Group Risk Provisioning Committee (see also overview for organisation and committees), the
results are discussed and, where necessary, decisions are taken with regard to creating or reversing
impairments.

A restructuring plan or a workout plan for critical and impaired exposures is drawn up. The decision
regarding restructuring or workout takes account of scenario analyses for the potential development
of the borrower, the collateral or the relevant market. These are presented and approved in the Group
Credit Committee, if necessary.

Critical exposures (watchlist) as well as restructuring and workout cases (non-performing loans) are
reported on an aggregate basis monthly in the Group Risk Report and in the Group Risk Committee
and also, upon request, in special analyses to the Management Board and Supervisory Board.

In the Real Estate Finance segment, financing arrangements are normally backed by property charges.
On the occasion of the regular credit reports for existing financing arrangements or as part of the
decision-making process in the case of new financing, the LTVs (loan-to-value) as well as the property
(micro and macro location, rental situation, condition of property) and market circumstances are regu-
larly discussed and are also taken into consideration as part of the assessment process for individual
loans. On average, the loss-given default (LGD) is 15% for real estate financing arrangements which
have not defaulted (31 December 2012: 17%). For the entire real estate finance portfolio, the LGD
average is 16% (31 December 2012: 189%). These improvements in the average ratios are attributable
to portfolio disposals and improvements at the level of individual transactions (ongoing repayments,
larger partial repayments), among other things.

In addition to the property charge, the financing security also generally comprises rent assignation
and the assignation of insurance claims (in the respective form of the various jurisdictions), accom-
panied by extensive notification and consultation obligations of the borrowers. Apart from the property
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charges, only a few more selected securities are considered to be of value in the credit assessment
process, and in particular this is applicable for cash security, bank guarantees as well as guarantees
of public-sector institutions. Corresponding knock-downs are recognised in relation to foreign cur-
rency security in order to take account of potential exchange rate risks.

In the Real Estate Finance segment, the real estate is valued under the following quality aspects:

a) When the loan is initially granted:

> For all real estate security, an internal report (property report) is prepared in the course of the loan
decision-making process, and an external appraisal is generally obtained (this is always the case
outside Germany) — before the loan is paid out. The procedures ensure that two views of the property
are taken into consideration in the decision-making process. The first view is external and focuses
solely on the property (as a complete market and lending value appraisal). The second view is inter-
nal within the framework of the financing arrangement; it compares the property risks with the
financing structure.

> All internally prepared reports and appraisals are consistent with the principle of dual control. At
least one senior property analyst who is an MRICS (certified member subject to the supervision of
the Royal Institution of Chartered Surveyors) and/or who has passed the HypZert examination (cer-
tification by HypZert GmbH as a real estate valuer for financial purposes) is responsible for the re-
port or the appraisal.

> All fair values and collateral values are calculated or at least reviewed by a senior property analyst
who has passed the HypZert (F) examination (certification as a real estate valuer for financial pur-
poses), or outside of Germany, the HypZert (MLV) examination (certification as a real estate valuer
for mortgage lending valuation).

>When an order is placed for external appraisals, the MRICS and/or HypZert qualifications are also
required as minimum standards. Other appraisals or comments are not recognised.

> In addition, the choice of external service providers in the field of real estate valuation is subject to
strict selection criteria which are constantly monitored by the Bank and which are demonstrably
checked every year.

> Every externally engaged appraisal, which has to be prepared in line with the principle of dual con-
trol, is again checked by an internal senior appraisal expert with the above qualifications before the
data are entered into the Bank's internal system.

b) During on-going monitoring by the property analysis department:

> As part of the credit monitoring process, the economic value of the security is generally reviewed
annually; this includes an assessment of the main factors which influence the real estate value
(rental income, market changes, changes in the building condition). In Germany, the initial assess-
ment is performed by CRM. A standardised catalogue of questions for capturing individual property
changes, indexed market values based on time series, which are designed to identify changes in the
market, and a market volatility model that provides additional information on changes in regional real
estate markets are available for monitoring purposes. If this initial assessment indicates an expected
change in the market value, a PAV employee conducts a more detailed assessment in a second step.
In all other European countries, on an annual basis the PAV division directly performs the monitor-
ing applying the quality standards for the second-level monitoring. The property analyst reviews
the individual property characteristics on the basis of up-to-date documentation and takes any
market changes since the last market value appraisal into account in his or her assessment. If nec-
essary, the property is also inspected. This second stage of the assessment is used to confirm the
previous market value. If there are indications that the various factors point to a change in market
value, a revaluation is arranged immediately. Standard procedure is for the market values of proper-
ties with a market value of over €5 million and loans over €3 million to be reappraised at least every
three years. Differences in the values or the security are recognised in the bank systems for risk
assessment purposes.
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> In the market value calculation process which takes place every three years, the quality standards
which are applied are the same as those applied in the new business process. Again, the MRICS
and/or HypZert qualifications are the minimum qualifications required for preparing appraisals or
comments.

c) General:

> The procedures for ensuring the personal quality standards for the property analysts or engaged
external appraisal experts in line with the prevailing regulations (HypZert/MRICS) is carried out by
the respective monitoring authorities independently of the Bank; these processes are internation-
ally recognised. Corresponding evidence is checked by the Bank.

> The process of engaging external services is carried out independently of the actual valuation man-
agement process in order to ensure maximum independence. Externally prepared appraisals or
comments in which there is a suspicion that the person preparing the appraisal or comment might
not be neutral are not recognised in any way and are also not used for the Bank’s own internal
purposes for the further process of preparing an appraisal.

> External appraisals are internally checked and are subject to quality assurance measures.

> Development financing arrangements are constantly monitored by our specialists (control of build-
ing status and costs). In addition, well-known external specialist companies are also involved in
construction controlling (technical control, cost control) on an ad-hoc basis in the case of complex
development financing.

In the Public Sector Finance field and especially in Public Investment Finance other financial secur-
ities and guarantees in particular are also accepted as collateral (e.g. credit insurances, contractual
guarantees from public authorities, fixed-income securities, purchase of receivables, etc.). Addition-
ally, in Public Investment Finance there exist legal framework requirements as the maintenance ob-
ligation, which allow recourse on a public sector entity.

The entire credit portfolio of pbb Group was calculated by using a standard method in line with the
Basel-ll-compliant exposure at default (EaD).

The EaD recognises the current utilisation as well as pro rata credit interest in relation to which a bor-
rower may default before an exposure is defined as having defaulted (max. default of 90 days), as well
as those credit commitments which a borrower will still be able to utilise in future despite a major
deterioration in creditworthiness. In the case of derivatives, the EaD is defined as the sum of the
current market value and the regulatory add-on, which constitutes a cushion for future potential in-
creases of the market value.

The Group-wide EaD of the credit portfolio amounted to €67.5 billion as of 31 December 2013 (EaD
31 December 2012: €76.2 billion). This figure includes the EaD with respect to FMS Wertmanagement
which is not considered to be part of the core exposure of the pbb Group, and which further declined
from €0.2 billion as of the end of 2012 to €0.01 billion. This amount is attributable to so-called back-
to-back transactions. This is due to the fact that it was initially not possible to arrange the transfer of
beneficial ownership for most of the derivatives earmarked to be transferred to FMS Wertmanage-
ment in 2010, which meant that the market price risks of the derivatives were transferred to FMS
Wertmanagement by way of concluding derivatives with identical conditions between pbb Group and
FMS Wertmanagement.

In addition, the credit portfolio EaD of €67.5 billion also included assets with an EaD of €0.6 billion
(31 December 2012: €0.7 billion) which have been selected to be transferred to FMS Wertmanagement
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but which were not able to be transferred via the originally envisaged method as a result of various
considerations, including considerations of tax law. In 2010, the credit risks of these assets was trans-
ferred by means of guarantees provided by FMS Wertmanagement, so that HRE ultimately retains a
counterparty risk with regard to FMS Wertmanagement in connection with these positions.

To properly reflect the actual economic risk in HRE Group, the above-mentioned EaDs which are not
considered as core exposure and which are attributable to back-to-back transactions with FMS Wert-
management as well as the positions guaranteed by FMS Wertmanagement have been detailed
merely for information purposes in the following overviews of the portfolio development and structure
by means of footnotes.

Considering the above-mentioned restrictions the EaD for the total exposure of pbb Group amounted
to €66.9 billion as of 31 December 2013 (31 December 2012: € 75.3 billion).

The credit portfolio is broken
down into the following segments:
> Real Estate Finance (REF)
> Public Sector Finance (PSF)
> as well as the non-strategic segment Value Portfolio (VP) which is earmarked for being wound down

In addition to the internal reconciliation and consolidation positions, «Consolidation & Adjustments»
shows the EaD for transactions which are not directly attributable to the operating segments. These
are basically asset positions for asset and liability management.

As of 31 December 2013, 75% of the EaD in «Consolidation & Adjustments» was attributed to the rat-
ing classes AAA to AA— and 15% of the EaD was attributed to the rating classes A+ to A—. 10% of
the EaD was in the rating classes BBB+ and worse. 99% of the exposures in the ratings categories
BBB+ and worse were classified as investment grade.

Total portfolio: EaD according to business segments

in € billion 31.12.2013" 31.12.2012? Change
Real Estate Finance 22.5 23.7 -1.2
Public Sector Finance 32.9 38.9 -6.0
Value Portfolio 0.1 0.3 -0.2
Consolidation & Adjustments 1.4 12.4 -1.0
Total 66.9 75.3 -8.4

Y In addition €0.6 billion EaD with regard to the counterparty FMS Wertmanagement including guaranteed positions of €0.6 billion
(PSF: €0.03 billion; VP: €0.6 billion)

2 in addition €0.9 billion EaD with regard to the counterparty FMS Wertmanagement including guaranteed positions of €0.7 billion
(PSF: €0.2 billion; VP: €0.7 billion)

As of 31 December 2013 the total exposure at default (EaD) of pbb Group decreased compared to
year-end 2012 by €8.4 billion to €66.9 billion. The relative proportion of the EaD accounted for by the
Real Estate Finance segment rose overall (34%; year-end 2012: 31%), whereas there were slight
percentage decreases in the Public Sector Finance segment (49%; year-end 2012: 52%) and the
Value Portfolio segment (0.2%; year-end 2012: 0.4%). The proportion of the EaD accounted for by
«Consolidation & Adjustments» remained relatively constant compared with the prior-year reporting
date, at 17%.
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The portfolio of PSF had an EaD of €32.9 billion as of 31 December 2013 (31 December 2012:
€38.9 billion); of this figure €8.3 billion (31 December 2012: €8.4 billion) was attributable to the stra-
tegic Public Investment Finance portfolio. From the remaining portfolio an EaD of €23.5 billion
(31 December 2012: €28.6 billion) was related to the non-strategic portfolio of budget financing
earmarked for streamlining. The residual amount was attributable to netting positions with financial
institutions.

Risk Parameters Expected Loss The expected loss (EL), which is calculated on the basis of the
annual probability of default (PD), the loss-given default (LGD) and the exposure at default (EaD), is
stated as €168 million as of 31 December 2013 using the parameters defined under Basel Il (31 De-
cember 2012: €125 million). The increase in the expected loss is primarily attributable to the default
of two larger refinancing arrangements in the Real Estate Finance segment, as well as to the rating
downgrade of a regional government in Portugal.

The expected loss for a time period of one year is calculated for the entire exposure, with the excep-
tion of trading book positions and non-performing loans for which an individual allowance has already

been recognised. The figure was split to the segments as follows:
- 31.12.2012 Change

Total portfolio: expected loss by business segments

in € million

Real Estate Finance 103 33
Public Sector Finance 21 10
Value Portfolio — —
Consolidation & Adjustments 1 =
Total 125 43

It has to be stated that future changes, for instance in the economy, may result in changes in the EL
figures stated above. This is a further reason why realised losses can differ from the expected losses.

Economic Credit Risk Capital The economic capital for credit risk is calculated with the credit port-
folio model. It amounted to €237 million (31 December 2012: €226 million) in the going-concern ap-
proach thus considering a confidence level of 95% and a period of one year, disregarding diversifica-
tion effects to other risk types. Details regarding the calculation are set out in the section «Result of
Risk-bearing Capacity Analysis».

Regional Breakdown of the Portfolio At the reporting date, the main focus of the exposure of pbb
Group was unchanged on Western Europe. Germany continued to account for most of the overall
exposure, with 49% (€32.8 billion). The main items in the category «Other Europe», which accounted
for approximately 15% (€9.9 billion) of the overall portfolio, were Austria (€5.9 billion; 31 December
2012: €6.3 billion) and Sweden (€ 1.2 billion; 31 December 2012: € 1.6 billion) followed by Belgium
(€0.5 billion; 31 December 2012: €0.5 billion).

The €0.6 billion decline in the category «Other Europe» was mainly due to maturing loans in Sweden
(€1.2 billion; 31 December 2012: € 1.6 billion) and maturing loans and borrower’s note loans in Austria
(€5.9 billion; 31 December 2012: €6.3 billion). In contrast, new business in Denmark and Finland led
to an increase within the category «Other Europe».
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The decline in the exposure in France as against year-end 2012 to €5.3 billion (31 December 2012:
€7.6 billion) is mainly due to the early repayment of a borrowers’ note loan from the public sector
cover pool. This was largely offset, with the remaining assets required for the public sector cover pool
being met by buying liquid European government bonds from Spain and France with short maturities.
New business in the UK exceeded the items due, resulting in a net increase of €0.3 billion.

Compared with the previous year the percentage of the category «Emerging Markets» in accordance

with the IMF definition remained stable and mainly comprised Poland with €2.0 billion (31 December
2012: €2.0 billion) and Hungary with €0.8 billion (31 December 2012: €0.7 billion).

Total portfolio: EaD by regions

in € billion 31.12.2012? Change
Germany 36.7 -39
Other Europe® 10.5 -0.6
France 7.6 -23
Spain 4.6 0.3
Great Britain 3.9 0.3
[taly 3.3 -0.2
Emerging markets® 3.0 -0.1
Other 2.2 -0.6
Portugal 1.6 -0.2
USA 0.7 -0.3
Japan 11 -0.8
Ireland 0.1 -0.1
Total 75.3 -8.4

" In addition €0.6 billion EaD with regard to the counterparty FMS Wertmanagement including guaranteed positions of €0.6 billion. The
figures without guaranteed positions were fully attributable to Germany (€0.01 billion), the guaranteed positions related to Germany
(54%, €0.3 billion) and Italy (46%, €0.3 billion)

2 |n addition €0.9 billion EaD with regard to the counterparty FMS Wertmanagement including guaranteed positions of €0.7 billion. The
figures without guaranteed positions were fully attributable to Germany (€0.2 billion), the guaranteed positions related to Germany
(563%, €0.4 billion) and Italy (47%, €0.3 billion)

3 Comprises among others Austria, Belgium, Switzerland, Sweden, Denmark, Finland and the Netherlands

4 Emerging markets in accordance with the IMF definition

Depending on the results of the internal rating process, maximum limits in certain rating ranges are
defined for each individual country or groups of countries; these limit the business operations of pbb
Group. All country ratings and country limits are reviewed at least once every year by Risk Manage-
ment & Control.




Issuer Risk The bonds, borrowers’ note loans and structured loans in the portfolio are broken down
according to region for the purpose of classifying the EaD according to issuer risk. The EaD is attrib-
uted on the basis of the domicile of the issuer. The EaD according to issuer risk amounted to € 36.0 bil-
lion as of 31 December 2013, and was thus lower than the corresponding figure at the end of 2012
(€43.5 billion). Western Europe accounted for most of the exposure, whereby Germany accounted for
the highest figure (€ 14.2 billion; 31 December 2012: € 18.3 billion).

The main country under «Other Europe» was Austria (€5.8 billion; 31 December 2012: €6.2 billion),
followed by Belgium with €0.5 billion (31 December 2012: €0.5 billion). The decline in the «Other Eu-
rope» item is almost solely attributable to Austria and is due to maturing bonds and the repayment of
borrower’s note loans (€—0.4 billion).

The largest decline in the portfolio in terms of the issuer risk broken down according to regions was
seen in Germany, and is due to the repayment of promissory note loans and bonds which fell due
(E—4.1 billion). The decline in the exposure in France as against year-end 2012 to €2.7 billion (31 De-
cember 2012: €5.0 billion) is mainly due to the early repayment of a borrowers’ note loan from the
public sector cover pool. This was largely offset, with the remaining assets required for the public
sector cover pool being met by buying liquid European government bonds from Spain and France with
short maturities.

With regard to the breakdown of issuer risk according to segments, the Public Sector Finance seg-
ment accounted for 87% of the EaD at the end of 2013 (December 2012: 85%) and Consolida-

tion & Adjustments accounted for 13% (December 2012: 15%).
- 31.12.20122 Change

Total portfolio: issuer risk according to regions

in € billion

Germany 18.3 -4.1
Other Europe? 7.5 -0.3
Spain 4.0 0.4
Italy 3.1 -0.2
France 5.0 =28
Other 2.0 -04
Portugal 1.6 -0.2
Emerging markets® 1.2 -0.1
Great Britain 0.3 =
Japan 0.5 -0.3
Total 43.5 -7.5

" In addition €0.3 billion EaD with regard to the counterparty FMS Wertmanagement representing guaranteed positions
which were fully attributable to Germany

2 |n addition €0.4 billion EaD with regard to the counterparty FMS Wertmanagement representing guaranteed positions
which were fully attributable to Germany

3 Comprises among others Austria, Belgium, Switzerland, Sweden, Denmark, Finland and the Netherlands

4 Emerging markets in accordance with the IMF definition

Group Management Report
> Risk and Opportunity Report
> Credit Risk

61




Real Estate Finance: €22.5 billion EaD Portfolio Development and Structure The EaD of the Real
Estate Finance portfolio of the pbb Group declined by €1.2 billion compared with 31 December 2012
The customer derivatives included in the portfolio reported an EaD of €0.4 billion as of 31 December
2013 compared with an EaD of €0.7 billion at the end of 2012.

Whereas the absolute figure for Great Britain increased slightly compared with the previous year
reference date, there was a decline in the absolute figure for Japan, France, «Other Europe» as well
as for «<Emerging Markets». The exposure of Germany, Spain, Italy and Portugal remained stable. The
decline of the EaD in Japan was mainly due to repayment of loans (€0.1 billion; 31 December 2012:
€0.6 billion) and the decline in «Other Europe» mainly due to maturing loans in Sweden (€ 1.1 billion; 31
December 2012: € 1.6 billion).

Real Estate Finance: EaD by regions”

in € billion 31.12.2012® Change
Germany 12.1 =
Great Britain 3.4 0.2
Other Europe® 2.8 -0.4
France 2.2 -0.4
Emerging markets® 1.9 -0.1
Spain 0.5 =
Italy 0.2 =
Japan 0.6 -0.5
Portugal® 0.0 -
Total 23.7 -1.2

¥ In the Real Estate Finance segment, there was no exposure to the counterparty FMS Wertmanagement
2 Breakdown including customer derivatives of approx. €0.4 billion

3 Breakdown including customer derivatives of approx. €0.7 billion

4 Comprises among others Austria, Belgium, Switzerland, Sweden, Denmark, Finland and the Netherlands
9 Emerging markets in accordance with the IMF definition

9 In Portugal €0.03 billion EaD in the segment Real Estate Finance

The introduction of the «mixed use» category led to shifts within the property types, mainly between
the office buildings, retail and mixed use categories. The category «Mixed use», which reflects the
mixed use of a property, has been shown separately now.

The breakdown of the portfolio by property type as at 31 December 2013 changed only slightly as
against year-end 2012, taking into account the introduction of the «mixed use» category. The main
items were the property types «Office buildings» with €7.0 billion EaD or 31% of the overall REF port-
folio (31 December 2012: €7.5 billion or 32%) and «Retail» with €6.2 billion EaD or 28% of the REF
portfolio (31 December 2012: €6.9 billion or 29%). The percentage of properties with residential use
remained more or less stable at 22% compared to the end of 2012 (219%). Worth mentioning is also
the percentage of 8% of the property type «Logistics/Storage» (31 December 2012: 12%).
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Real Estate Finance: EaD by property type”

in € billion 31.12.2012 Change 31.12.20122
Office buildings 8.5 =B 5]
Retail 6.1 0.1 6.9
Housing construction 5.0 =0 5.0
Logistics/storage 1.7 0.1 2.8
Other [l 0.1 1.2
Mixed use 1.0 = =
Hotel/leisure 0.3 0.1 0.3
Total 23.7 -1.2 23.7

" In the Real Estate Finance segment there was no exposure to the counterparty FMS Wertmanagement
2 Basis of figures: Annual Report of pbb Group as of 31 December 2012

At the end of the year 2013 the portfolio was still dominated by investment financing (92%; 31 De-
cember 2012: 949%). Higher risk construction projects in the building phase (construction financing)
only accounted for 5% of the EaD (31 December 2012: 3%). Real Estate Finance for which the capi-
tal is serviced mainly out of the current property cash flow is shown under investment financing.

Real Estate Finance: EaD by loan type”

in € billion 31.12.2012 Change
Investment financing 22.3 ={.2
Construction financing 0.6 0.6
Customer derivatives 0.7 =02
Other 0.1 0.1
Total 23.7 -0.3

¥ In the Real Estate Finance segment there is no exposure to the counterparty FMS Wertmanagement

Risk Parameters Using the parameters defined under Basel I, the expected loss for the Real Estate
Finance portfolio was €136 million as of 31 December 2013 (31 December 2012: €103 million).
The increase in the expected loss is primarily attributable to the default of two larger loans.




Public Sector Finance: €32.9 billion EaD Portfolio Development and Structure The portfolio of the
Public Sector Finance segment (PSF) had an EaD of €32.9 billion as of 31 December 2013 (31 De-
cember 2012: €38.9 billion); of this figure, €8.3 billion were attributable to the strategic portfolio of
Public Investment Finance (31 December 2012: €8.4 billion). From the remaining portfolio an EaD of
€23.5 billion was related to the non-strategic portfolio of budget financing earmarked for streamlining
(31 December 2012: €28.6 billion). The residual amount was attributable to netting positions with
financial institutions.

Most of the exposure was reported for Western Europe with an emphasis on Germany. The percent-
age of the countries in this segment remained stable with smaller exceptions. The major part of
«Other Europe» represented as in the year before Austria with €5.7 billion (31 December 2012:
€5.9 billion). The EaD in ltaly, Portugal and Spain decreased slightly due to a reduction of deals in
these countries. The decline in the exposure in France as against year-end 2012 to € 2.9 billion (31 De-
cember 2012: €5.0 billion) is mainly due to the early repayment of a borrowers’ note loan from the
public sector cover pool. The exposure in the USA related entirely to financial institutions located in
the USA.

Public Sector Finance: EaD by regions

in € billion 31.12.2012? Change
Germany 13.8 -18
Other Europe® 7.2 -0.1
Spain 4.1 -04
France 5.0 -2.1
Italy &l -0.2
Portugal 1.6 -0.2
Other 1.5 -0.4
Emerging markets® 11 =
Japan 0.4 -0.1
Great Britain 0.5 -0.3
USA 0.5 -0.3
Ireland® 0.1 -0.1
Total 38.9 -6.0

" In addition €0.03 billion EaD with regard to the counterparty FMS Wertmanagement, which was fully attributable to Germany;
including guaranteed positions of €0.01 billion

2 |n addition €0.2 billion EaD with regard to the counterparty FMS Wertmanagement, which was fully attributable to Germany;
including guaranteed positions of €0.01 billion

3 Comprises among others Austria, Belgium, Switzerland, Sweden, Denmark, Finland and the Netherlands

4 Emerging markets in accordance with the IMF definition

9 The EaD in Ireland amounted to €0.02 billion
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The position «Public Sector Borrowers» included receivables due from sovereigns (35%), public sec-
tor enterprises (21%) and municipalities (44%).

Public Sector Finance: EaD by counterparty structure

in € billion 31.12.2012? Change
Public sector borrowers 27.3 -3.9
Financial institutions®/insurance companies 8.2 =B
State-regulated companies? 34 -0.5
Total 38.9 -6.0

" In addition €0.083 billion EaD with regard to the counterparty FMS Wertmanagement, which was fully attributable to Germany;
including guaranteed positions of €0.01 billion

2 |n addition €0.2 billion EaD with regard to the counterparty FMS Wertmanagement, which was fully attributable to Germany;
including guaranteed positions of €0.01 billion

3 Financial institutions with a state background or state guarantee

4 Water utilities, power supply utilities, etc.

As of the reporting date, the PSF segment again included a high proportion of public sector borrow-
ers, which is reflected in the rating. 50% (31 December 2012: 58%) of the EaD was attributable to the
rating classes AAA to AA-. The rating classes A+ to A— accounted for 18% of the EaD (31 December
2012: 14%). The figure for positions rated BBB+ or worse declined in absolute terms but rose as a
percentage, from 28% in December 2012 to 32% in December 2013, due to the disproportionately
strong decline in positions rated AAA to AA-.

Public Sector Finance: EaD by internal ratings

in € billion 31.12.20122 Change
AAA to AA- 22.5 -6.1
A+ to A- b.5 0.6
BBB+ and worse 10.9 =0
Total 38.9 -6.0

" In addition €0.03 billion EaD to the counterparty FMS Wertmanagement, which was fully attributable to the rating classes AAA to AA—
2 |In addition €0.2 billion EaD to the counterparty FMS Wertmanagement, which was fully attributable to the rating classes AAA to AA-

Risk Parameters The expected loss for the portfolio of the Public Sector Finance segment was
€31 million over the one-year period (31 December 2012: €21 million). The increase is attributable to
the rating downgrade of a regional government in Portugal.




Value Portfolio: €0.14 billion EaD Portfolio Development and Structure The Value Portfolio com-
prises non-strategic portfolios of pbb Group as well as a part of the transactions which exist with the
counterparty FMS Wertmanagement. The portfolio structure is inter alia affected by derivative busi-
ness with financial institutions.

The continued strategic decline of €0.16 billion in the exposure as of 31 December 2013 compared
with 31 December 2012 was mainly attributable to the decrease of the exposure of almost all coun-
tries — especially of Germany and the USA. In the remaining portfolio as of 31 December 2013 the
focus was also on Germany. The exposure in the USA was almost completely eliminated. The increase
in the «Other» category was due to internal reclassification.

Value Portfolio: EaD by regions

in € billion 31.12.20122 Change
Germany 0.16 -0.04
Other Europe® 0.01 =
Other 0.00 0.01
USA? 0.1 -0.1
Great Britain 0.01 -0.01
Ireland 0.01 -0.01
France® 0.00 -
Total 0.30 -0.16

 In addition €0.6 billion EaD to the counterparty FMS Wertmanagement, which were fully guaranteed; the guaranteed positions
related to Germany (52%) and Italy (48%)

2 In addition €0.7 billion EaD to the counterparty FMS Wertmanagement, which were fully guaranteed; the guaranteed positions
related to Germany (54%) and Italy (46 %)

3 Because of the rounding of the second position after the decimal point the following exposure is not shown in the table: exposure against
France: €0.001 billion; USA: €0.003 billion

4 Comprises Switzerland, Sweden and the Netherlands

Value Portfolio: EaD by counterparty structure

in € billion 31.12.20122 Change
Financial institutions/insurance companies 0.18 -0.13
Companies 0.07 -0.02
Public sector borrowers 0.05 -0.01
Total 0.30 -0.16

" In addition €0.6 billion EaD to the counterparty FMS Wertmanagement, which were fully guaranteed; the guaranteed positions
related to Germany (529%) and Italy (48%)

2 In addition €0.7 billion EaD to the counterparty FMS Wertmanagement, which were fully guaranteed; the guaranteed positions
related to Germany (549%) and Italy (46 %)

Risk Parameters The expected loss for the value portfolio amounted to €0.1 million as of 31 Decem-
ber 2013 using the parameters defined under Basel Il (31 December 2012: €0.2 million).
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Structured Products

pbb Group’s residual holdings in fully state-guaranteed collateralised debt obligations had a notional
value of €0.7 billion as of 31 December 2013 (31 December 2012: €0.8 billion) and an actual fair value
of €0.7 billion (31 December 2012: €0.7 billion).

The residual holdings of pbb Group of non-state-guaranteed structured securities, namely credit-
linked investments in the form of collateralised debt obligations (CDOs in the narrower sense of the
term), remained stable in comparison with the end of the year 2012 with a notional value of €0.1 billion.
The fair value of these securities which were almost completely written down and securitise credit
risks amounted to €4 million as of 31 December 2013 (31 December 2012: € 8 million).

The valuation of assets was essentially based on market values.

Consolidated Special-purpose Vehicle without Capital Share in pbb Group

The special-purpose vehicle is an ABS structure which has been completely written down so that no
further risks can result for pbb Group from this special-purpose vehicle (31 December 2013: nominal
€0.4 billion, 31 December 2012: nominal €0.4 billion). The consolidation of the special-purpose ve-
hicle had resulted in particular in a balance sheet extension of €0.3 billion (31 December 2012:
€0.4 billion). However, from the risk point of view, there had not been an increase in the volume. Ac-
cordingly, the volume exposed to risk was €0.3 billion lower (31 December 2012: €0.4 billion).

Watchlist and Non-performing Loans

Early Warning System The early warning system of pbb Group has defined triggers (= criteria) for

including loans in the watchlist and for being classified as workout loans (e.g. past due payments,

failure to meet covenants — e.g. loan-to-value (LTV), interest service coverage (ISC)). The system

constantly monitors whether a trigger has been set off. In the event of any problems being identified,

the counterparty is analysed and, where appropriate, promptly transferred to restructuring or workout

loans. Watchlist and non-performing loans (restructuring and workout loans) are defined as follows:

> Watchlist Loans Payments past due by more than 60 days or another defined early warning signal
is triggered.

> Restructuring Loans Payments past due by more than 90 days or another defined early warning
signal is triggered.

> Workout Loans There are no indications that the loan can be restructured. Enforcement measures
have been/will be introduced, respectively individual allowances have been created or are planned.

Non-performing loan processing is also responsible for carrying out an impairment test in line with the
relevant accounting regulations.
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Development of Watchlist and Non-performing Loans of pbb Group

Watchlist and non-performing

loans of pbb Group”

31.12.2012
EaD in € million REF PSF VP Total
Workout loans 1 = = "
Restructuring loans? 1,076 — 8 1,079
Non-performing loans? 1,087 = 3 1,090
Watchlist loans 857 641 — 1,498
Total 1,944 641 3 2,588

) Reported in accordance with the supervisory treatment, including a Spanish financing arrangement that must, however, be consolidated in
accordance with IFRS
2 In addition €6 million EaD as of 31 December 2012 and as of 31 December 2013 in the segment Consolidation & Adjustments

The watchlist and non-performing loans decreased by a total of €1,052 million net.

Watchlist loans declined by €1,014 million gross” or €902 million net. €652 million relates to loans
settled or transferred back to standard processing in the REF segment, of which €423 million is at-
tributable to only two loans. In the PSF segment, a Spanish bond in the amount of €100 million was
repaid as scheduled. In addition, €86 million was transferred back to standard processing from inten-
sive care. €275 million had to be downgraded to non-performing loans. Additions amounted to
€112 million, of which €71 million was due to the transfer of one customer back to watchlist loans from
non-performing loans.

Problem loans declined by €475 million gross or €149 million net. Loans totalling €475 million were
successfully restructured or repaid including one fully covered receivable in the amount of €116 mil-
lion, which was eliminated by utilising a valuation allowance recognised in other comprehensive in-
come. Exposures totalling €326 million had to be transferred to non-performing loans, of which
€275 million came from intensive care and €51 million from standard processing.

Impairments and Provisions

Individual Allowances and Portfolio-based Allowances All financial assets which are not evalu-
ated at fair value through profit or loss are subject to a regular impairment test. An assessment is first
made to determine whether there is an objective indication of an impairment. The extent of any such
impairment is then calculated as the difference between the carrying amount, at AfS assets
(AfS = available for sale) plus AfS reserve, and the present value of the cash flows expected in future.

Portfolio-based allowances are calculated using risk parameters which are compliant with Basel I,
such as probability of default (PD) and loss-given default (LGD). The resultant expected loss in rela-
tion to a time horizon of one year is scaled using an IFRS-compliant conversion factor to the period
which on average is required for identifying the impairment event in the pbb.

If differences are identified between long-term average values for the parameters PD and LGD on the
one hand and the current figures on the other as a result of the market environment in some portfolios

of the operating segments, these are taken into consideration accordingly.

Y Excluding opposite effects
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The individual allowances are approved in the Group Risk Provisioning Committee.

An overview of the development in provisions for losses on loans
and advances and provisions is set out in the notes.

The coverage ratio is defined as the ratio between the provisions created in relation to the non-per-
forming exposures (including the residual volume of structured products as part of the value portfolio)
and the EaD or, with regard to the structured products, the nominal amount.

The non-performing loans of pbb Group were covered by 26% (31 December 2012: 35%). The decline
is primarily due to the relatively large decrease in valuation allowances compared to the volume of
problem loans as a result of the utilisation of a valuation allowance recognised in other comprehensive
income to eliminate a fully covered financing arrangement in the REF segment.

The non-performing loans in the Real Estate Finance segment were covered by 19% (31 December
2012: 30%). As in the year before there were no non-performing loans in the Public Sector Finance
segment as of 31 December 2013. In the Value Portfolio the non-performing loans were covered by
96% (31 December 2012: 929%)).

The parameters for the risk dimensions for the credit risk are defined using statistical methods on the
basis of numerous historical observations. The risk measures also depend on assumptions relating to
future developments of micro-economic factors as well as developments on the credit markets. It is in
the nature of things and is also in line with historical experience that there is a certain probability that
such economic conditions perform more positively than originally assumed and that the potential
losses arising from the credit risk therefore tend to be less than originally quantified by the risk meas-
ures. Such potentially positive developments then represent opportunities for pbb Group which can be
utilised for reducing risk.

In specific terms, there are opportunities if fewer loans in future are affected by a default in perform-
ance than had originally been assumed as part of the risk quantification process.

There are also opportunities if there are in future fewer migrations to less positive rating categories
than originally assumed.

There are also opportunities if the loss ratios of non-performing loans in future are lower than was
originally assumed as part of the risk quantification process. Lower loss ratios may be triggered by
various positive developments. Firstly, it is possible that the process of disposing of securities might
generate higher proceeds than was originally assumed in the risk quantification process. Secondly, it
is possible that a higher percentage of non-performing loans subsequently become performing loans
again without any losses than had been the case in the past.

" Reported in accordance with the supervisory treatment, including a Spanish financing arrangement that must, however, be consolidated in
accordance with IFRS.
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In addition to positive developments in terms of default rates and loss ratios, there are also opportuni-
ties in the context of the credit risk if the exposure values decline in the portfolio. This can for instance
be the case if borrowers redeem or repay their loans more quickly than would have been expected on
the basis of contractual agreements or on the basis of past experience. Exposure values can decline
in the derivative portfolio if changes in certain market parameters, such as interest rates or exchange
rates, mean that there is a decline in the market values of those positions which are associated with
a replacement risk.

According to the given structure of maturities of the existing portfolio in the Public Sector Finance seg-
ment a decline in EaD of €0.2 billion can be expected for the financial year 2014 with regard to Slovenia,
Portugal and Spain. This reduction in exposure means that there is an opportunity of being less affected
by potential further rating downgrades in the above-mentioned countries.
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Market Risk
Definition

Market risk is defined as the risk of a loss of value resulting from the fluctuation of the market prices
of financial instruments. Transactions of pbb Group are mainly exposed to the following risk types:

> Credit spread risk

> General interest rate risk

> Inflation risk

> Foreign currency risk

> Collateral currency risk (basic risk)

Market Risk Strategy

pbb Group follows the following fundamental principles in relation to market risks:

> Transactions may be conducted only in financial instruments which are measured independently via
a model or for which market prices are observable and they must have successfully passed through
the new product process.

> All transactions are subject to daily income statement and risk monitoring by Risk Management &
Control.

Organisation of Market Risk Management

The transactions are monitored by Risk Management & Control which is separated from trading in the
structure organisation right through to the level of the management.

Market Risk Reports

Risk Management&Control daily prepares extensive market risk reports for various recipients:

> The daily market risk report is addressed particularly to the Management Board. It shows market risk
value at risks (VaR), limit utilisations and economic performance figures on all levels of the portfolio
structure

> Daily sensitivity reports comprise analyses for the main risk factors at various levels. They are also
made available to the Management Board.

Measurement and Limiting of Market Risk

Market Risk Value at Risk Risk Management&Control uses a variance-covariance approach to

calculate the market risk VaR at the overall and sub-portfolio level on a daily basis. All positions are

taken into account, whereby the credit spread VaR from positions which are included in the IFRS

category Loans & Receivables is not taken into consideration within market risk, but in credit risk.

> The correlations and volatilities which are used are based on historical time series of the previous
250 trading days, that are included in the calculation on an equally weighted basis.

> The historically observed correlations are used when the individual market risk components are
aggregated to an overall VaR, which constitutes the basis for the limit monitoring.

> For the daily operational risk management, the VaR relates to a holding period of ten days and a
one-sided 99% confidence interval.
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On 31 December 2013 the market risk VaR amounted to €74 million. The comparison figure as of
31 December 2012 was €104 million. In the period under review there were no limit violations. The
market risk limit remained constant throughout 2013, at € 150 million.

In 2013 the development in the market risk VaR was mainly affected by the change in credit spread
volatilities. After remaining relatively constant in the first half of 2013, market risk VaR declined in the
third quarter of 2013 as a result of lower credit spread volatility before again staying relatively constant
in the last quarter. In addition, changes occurred that did not lead to a material change in overall mar-
ket risk VaR due to diversification effects between the individual types of market risk, but that had a
significant impact on some individual types of market risk. Value-at-risk measurement was expanded
to include cross-currency basis risk and (single-currency) tenor spread risk in 2013. Both types of
market risk only had a relatively low value at risk, at €7 million for cross-currency basis risk and
€0.4 million for tenor spread risk at the respective introduction dates.

The equity contribution items that were previously reported separately have been included in value-at-
risk limit setting since July 2013. This led to a significant increase in interest rate VaR as at the intro-
duction date. In September 2013, an inflation-linked swap was unwound and the associated inflation-
linked bond was transferred to the equity contribution register, which led to another significant
increase in interest rate VaR and inflation VaR.

Overnight yield curves (including tenor basis effects) were used for the first time in the measurement
relevant to the sensitivity analysis. As a result, the calculation of value at risk also takes into account
risks arising from the divergence of the currency of the hedged item and the collateral (collateral cur-
rency risk).

The following diagram illustrates the development of the market risk VaR as well as the VaR for the
individual risk types compared with the market risk limit during the year.

Market risk VaR (10 days, 99%) of individual risk types
and market risk limit January to December 2013

Credit spread risk ++++ Market risk limit Total risk
Foreign currency risk == Collateral currency risk
in € million = Interest rate risk <+« Inflation risk

160

120

80

0 FFI\J\’W

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

The VaR assessment is complemented by further instruments such as sensitivity analyses, back test-
ing as well as stress testing.
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Sensitivity analyses quantify the impact of a change in individual market
parameters on the value of the positions. For instance, the credit spread sensitivity provides an indi-
cation of the change in economic present value which results from an isolated change of one basis
point in the credit spreads which are relevant for measurement purposes.

Whereas the VaR measurement simulates the market risk under «normal» market
conditions and cannot be used as a measure for a potentially maximum loss, stress scenarios show
the market risk under extreme conditions. At pbb Group hypothetical stress scenarios are calculated
on a monthly basis for major key risk drivers. In addition historical stress scenarios are simulated. For
example, a parallel shift of 200 basis points upwards in the interest rate curve for all positions of pbb
Group would have resulted in a loss of approximately €452 million as of 31 December 2013 (year-
end 2012: €208 million). The higher market value losses compared with the previous year are mainly
due to the increase in interest rate sensitivity in the equity contribution register, which is primarily
attributable to unwinding of the swap and the transfer of the associated inflation-linked bond to the
equity contribution register as described above. An opposite parallel shift of 200 basis points down-
wards in the interest rate curve would have resulted in a market value gain of €307 million (year-end
2012: €87 million). The asymmetrical relationship between the potential gain or loss primarily reflects
the fact that the shift of 200 basis points described above is only performed at a maximum up to an
interest rate of 0%. The Management Board and the corresponding executive bodies are regularly
notified of the results of the scenario analyses.

The quality of the methods used to measure risk is continually reviewed and, where
necessary, optimised on the basis of the daily comparison between the VaR figures and the subse-
quent actual changes in the present value of the portfolio. pbb Group has adopted the Basel Capital
Accord’s traffic light system for the quantitative analysis of its risk model. This counts the number of
statistical (negative) outliers detected in backtesting within a period of 250 trading days. Overall,
one outlier was observed in 2013, which was attributable to an unusually strong credit spread and
exchange rate movement. pbb’s risk model therefore achieved a traffic light rating of «green» under
the Basel Capital Accord’s traffic light system.

For calculating the economic market risk capital, the market risk VaR
for the going-concern approach is calculated for a period of one year and for a confidence level of
95%. The economic capital for market risks of pbb Group, disregarding diversification effects for
other risk types, amounted to €185 million as of 31 December 2013 (31 December 2012: €171 million).

Hedge accounting is defined as the special accounting regulations for hedges of IAS 39, the aim of
which is to ensure that the changes in value of the hedged underlyings and hedging instruments
cancel each other out to a large extent. The criteria of IAS 39 must be satisfied for the on-balance-
sheet recognition of hedges. These criteria, such as the requirements relating to the effectiveness of
a hedge, are to a certain extent not consistent with the methods used in bank management. There
may therefore be differences between the economic hedges and the on-balance-sheet hedges.
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pbb Group uses a three-pillar approach for managing and monitoring the market risk:

> Management of the position in Treasury

> Risk measurement and monitoring compliance with limits by Risk Management & Control

> Escalation processes across all decision-making committees right through to the Management
Board

For all positions market risk is monitored by a combination of value-at-risk (VaR) limits and monitoring
of sensitivities by trade-independent Risk Management & Control.

Due to the effects mentioned above (inclusion of the equity contribution
and unwinding of the swap and transfer of the associated inflation-linked bond to the equity contribu-
tion register) the overall interest rate risk rose significantly in 2013. It amounted to €65 million as at
31 December 2013, well above the figure as at 31 December 2012 (€2 million). Including the equity
contribution register, the figure as at year-end 2012 would have been €17 million. The average interest
rate risk in 2013 was € 25 million (maximum € 68 million, minimum €2 million). In the previous year, the
interest rate risk averaged €3 million (maximum € 11 million, minimum € 1 million). Excluding the equity
contribution register, the general interest rate risk remained low throughout 2013.

As in the previous year, non-linear interest rate risks from capital market transactions were negligible
(year-end 2013: €0.4 million).

The credit spread risk shows the potential change in the present value of ex-
posures as a result of changes to the corresponding credit spread. Most of the credit spread risk was
attributable to assets eligible as cover for Pfandbriefe. The Bank has risk measurement systems for
calculating credit spread risk for all relevant exposures. Subject to VaR limitation are only the credit
spread risks of AfS and dFVTPL stocks but not the LaR positions.

The credit spread VaR for the AfS and dFVTPL portfolios at the end of December 2013 declined year-
on-year to €69 million, mainly as a result of lower credit spread volatility (year-end 2012: €103 million).

Collateral currency risk has been measured since the changeover to present
value calculation on the basis of OIS yield curves and amounted to €27 million as at 31 December
2013. Inflation risk rose significantly, mainly as a result of the unwinding of the inflation-linked swap
described above, and amounted to €23 million as at 31 December 2013. The present value of the
foreign currency risk was €9 million as at 31 December 2013, while tenor spread risk was €2 million
as at year-end 2013. The Bank is not exposed to share price or commodity risk. Financial derivatives
are mainly used for hedging purposes.

As detailed above, the sensitivities result in a VaR, i.e. a possible future (economic) loss in the event
of an unfavourable market development. It has to be mentioned that these sensitivities may also result
in economic gains in the event of a positive market development. Accordingly, the assets of the cover
pools for instance result in high negative credit spread sensitivities which pose a risk. In the event of
a reduction of the relevant credit spreads, these credit spread sensitivities result in economic profits,
which again constitute an opportunity.
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Within the framework of the hypothetical stress scenarios of pbb Group an opposite parallel shift of
200 basis points downwards in the interest rate curve would comprise the opportunity for a market
value gain of €307 million.

Outlook

As set out in the risk strategy, foreign currency, inflation and interest rate risk (excluding the equity
contribution) have to remain on a low level or to be reduced if new business were to cause market risk
to increase too strongly. Credit spread risks are due to the assets in the cover pools for the German
Pfandbrief and are thus an inherent factor for the business model of pbb.

Liquidity Risk
Definition

Liquidity risk is defined as the risk of not being able to meet the extent and deadlines of existing or
future payment obligations in full or on time.

Liquidity Risk Strategy

The liquidity risk strategy is a key component of the risk strategy of pbb Group and is broken down
into various modules. This ensures that the short- as well as the mid-term funding of pbb Group is
monitored and controlled by means of a limit system. The limits are defined as part of the annual busi-
ness planning process.

Organisation of Liquidity Risk Management

Risk Management & Control identifies, measures, reports and monitors the liquidity risk of pbb Group.
Management of liquidity risk is the responsibility of the Treasury department of pbb Group which is
independent of Risk Management&Control. The processes and methods which are used are regu-
larly reviewed by the Group Risk Committee and the Group Asset and Liability Committee of HRE.
Liquidity Risk cannot be calculated and reported by business segments.

Liquidity Risk Report

The liquidity management reports are prepared daily and reported to the entire Management Board
as well as to the Deutsche Bundesbank and to the Bundesanstalt fur Finanzdienstleistungsaufsicht.
The reports contain the daily liquidity situation as well as projections on the basis of contractual cash
flows and assumptions made in relation to future events which will influence the probable liquidity
development.
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A system for measuring and limiting short-term and medium-term variances within the cash flows has
been installed in order to manage liquidity risks. Contractual cash flows as well as optional cash flows
are recognised. These data are regularly subject to back testing.

The liquidity position resulting from the contractual and optional cash flows is measured in different
scenarios. In this context different liquidity positions are calculated on a daily basis. The three liquidity
positions assume:

> Constant market and refinancing conditions (base scenario)

> Risk scenario (modified (historic) stress scenario)

> Liquidity stress ((historic) stress scenario)

In the risk and (historic) stress scenario, possible customer behaviour is for instance simulated in
«stress situations». Historical time series are used to calculate 95% and 99% quantiles.

For the liquidity risk for the various liquidity scenarios a limit for a period of 12 months respectively a
trigger of 24 months (base scenario) has been defined. At the end of 2013 the Limits were adjusted
and defined for six months.

The limit system consists of:
> Limit relating to the liquidity stress profile for pbb Group (risk scenario and (historic) stress scenario)
and trigger for the base scenario

In addition to reporting, pbb Group uses stress tests for investigating the effect of additional stress
events on the liquidity position; these stress tests are conducted at regular intervals.

Scenario analyses are performed to simulate the potential impact of crises attributable to macro-
economic, monetary policy and political causes on the liquidity situation.

The scenarios are reported to the Management Board of Deutsche Pfandbriefbank AG as well as to
external bodies, e.g. Deutsche Bundesbank.

Monitoring of the liquidity risks is assured by the daily reporting of the liquidity situation and a defined
escalation process. A liquidity emergency plan has also been adopted in this context; this plan forms
the specialist and organisational framework for the treatment of liquidity shortages.

Liquidity risk management is based on various interconnected components which are based on a
«liquidity risk tolerance» defined by the Management Board. This ensures that pbb Group has ade-
quate liquidity reserves.
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Hedging and Reduction of Liquidity Risk

A risk tolerance system is used to limit the liquidity risk. Risk tolerance is integrated in the liquidity
management process by means of triggers (limit system) in order to ensure a «survival period» for pbb
Group in stress conditions.

The limits applicable for risk tolerance are determined in line with stress scenarios and are adjusted
at regular intervals.

Development of pbb Group’s Risk Position

The development of the liquidity position in 2013 exceeded expectations in the light of increasing
normalisation on the capital markets.

The cumulative liquidity position (liquid assets as well as expected net cash flows) calculated as part
of the liquidity risk measurement as of 31 December 2013 amounted to €8.0 billion for a 12-month
horizon in the base scenario. There was an increase by €2.5 billion in comparison with the previous
year. Because of a higher middle- and long-term unsecured funding and the first contribution of new
funding source (deposit business) this increase was more than the expected change of liquidity. The
increase in the liquidity position was also due to lower overcollateralisation requirements for mort-
gage cover pool assets.

The liquidity ratio in accordance with the Liquidity Ordinance amounted to 3.03 at Deutsche Pfand-
briefbank AG as of 31 December 2013; it was thus higher than the statutory minimum of 1.0.

Funding

In 2013, capital markets were dominated by the low interest rate environment, expansionary monetary
policy and uncertainty as to the central banks’ future course of action.

The historically low interest rate environment led to stronger demand for unsecured bonds and secur-
ities from the periphery of Europe. Deutsche Pfandbriefbank successfully placed the first of two
senior unsecured benchmark transactions on the market in January.

Worries about whether the sovereign debt crisis had been overcome resurfaced after Cyprus was
bailed out, increasing market volatility. Pfandbriefe remained attractive for investors and the risk pre-
miums for securities placed on the primary market improved again. For the first time since the crisis,
pbb was once again able to issue a long-term public sector Pfandbrief with a term of 15 years.

The rise in long-term interest rates due to speculation about monetary policy tapering led to market
uncertainty in the third quarter. However, the debate on the budget deficit and the associated tem-
porary shutdown of selected parts of the administration in the USA forced the Federal Reserve to
continue its expansionary monetary policy. In the eurozone, the mixed performance by countries
and emerging deflationary tendencies in fact caused the ECB to expand the liquidity supply even
further by lowering interest rates in November 2013. This liquidity situation made it easier for credit
institutions to obtain funding and led to a significant decline in risk premiums for Pfandbriefe and
unsecured bonds.
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pbb Group can take advantage of both secured and unsecured issues for funding purposes. Pfand-
briefe are the main funding instrument used. These are less affected by market volatility than many
other sources of funding due to their high quality and acceptance on the international capital markets.

With a total of 14 new and tap issues, Deutsche Pfandbriefbank was one of the most active issuers
using the benchmark format. In addition to the issuance of a public sector Pfandbrief and three mort-
gage Pfandbriefe, pbb placed two unsecured issues and Pfandbriefe denominated in sterling on the
market. The long-term issue volume amounted to €7.7 billion, of which approximately €4.5 billion was
funded by Pfandbriefe and €3.2 billion by unsecured securities. In addition, a large part of the funding
was achieved through private placements. Alongside public transactions, these represent an import-
ant funding vehicle for the Bank and contribute to the granularity of funding thanks to their small-
scale character.

Due to the balanced asset and liability structure there are no significant liquidity mismatches.

In addition to the forecast liquidity requirement for new business activities, the extent of the future

liquidity requirement further depends on numerous external factors:

> Further development of the European financial crisis and possible effects on the real economy

> The future development of haircuts for securities for repo refinancing on the market and with the
central banks

> Possible additional collateral demands as a result of changing market parameters (such as interest
rates and foreign currency rates)

> The development in collateral demands for hedges

> Changed requirements of the rating agencies regarding the necessary overcollateralisation in the
cover pools

With regard to the funding risk, please refer to the presentation of the business risk in the section
«Result of Risk-bearing Capacity Analysis».

With regard to financial instruments which are measured at fair value, quantitative details for a better
assessment of the market liquidity risk can be obtained from the presentation of the three levels of
the fair value hierarchy in the notes. Generally there is no intention to sell LaR holdings for liquidity
management purposes, as liquidity for these holdings can mainly be generated by way of including
them in the cover pool, refinancing opportunities of the central bank or repo transactions.

The adjustments of the ECB's interest rate policy in the light of the European financial crisis and the
resulting decline in overall interest rates entail the risk that investors underweight the bond market
when allocating funds. This could lead to a general increase in funding spreads.
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Opportunities

The cumulative liquidity position of €8.0 billion in the base scenario over a horizon of 12 months which
is detailed in the section «Development of the Risk Position of the pbb Group» as of 31 December
2013 opens up the opportunity of being able to provide a flexible response particularly with regard to
possible new business.

If there was an overall positive development for pbb Group in the external factors specified in the sec-
tion «Forecast Liquidity Requirement», this would per se result in a lower future liquidity requirement.

Operational Risk
Definition

pbb Group defines operational risk as «the risk of loss resulting from inadequate or failed internal
processes, people and systems or from external events». The definition includes legal risks, but ex-
cludes strategic and reputational risks, which are examined separately.

Strategy for Operational Risks

The overriding aims of pbb Group are the early recognition, recording, assessment as well as monitor-
ing, prevention and limiting of operational risks as well as early and meaningful management reporting.
pbb Group does not attempt to completely preclude the possibility of risk; instead, it aims to minimise
potential losses. The approach is to ensure that there is sufficient information to make informed
decisions about risk mitigation.

Organisation of Operational Risk Management

Within Risk Management & Control, the operational risk division is responsible for the coordination of
consistent policy, tools and practices throughout the HRE Group for the management, measurement,
monitoring and reporting of relevant operational risks. This also comprises pbb Group.

Risk Reports, Monitoring and Management of Operational Risks

Operational risks are monitored by means of a network of controls, procedures, reports and responsi-
bilities. Within pbb Group, each individual business area and management level takes on responsi-
bility for its own operational risks, and provides appropriate resources and processes for limiting such
risks. The focus of the operational risk department is the proactive identification, management and
mitigation of risks rather than on just risk monitoring, measurement and reaction to risk.

Consolidated information is used in order to determine the operational risk profile of pbb Group and
any required measures in relation to mitigation of identified risks. Operational risk scenario analyses,
which are conducted annually, are also used in this context.
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Regular reports are prepared for the Chief Risk Officer (CRO) and the Group Risk Committee. The
monthly Group risk report includes details concerning operational risk events and losses and key risk
issues affecting pbb Group. In addition, a quarterly risk report regarding key risk indicators notifies the
Management Board of potential risk sources. On an annual basis an annual operational risk report is
produced which includes a summary of important events during the year and also the results of the
operational risk self-assessment process. This report is circulated to the board of pbb and presented
to the Group Risk Committee.

The economic capital for operational risk in the going-concern perspective amounted to €37 million
as of 31 December 2013 (31 December 2012: € 14 million). Details of the calculation are set out in the
chapter «Result of Risk-bearing Capacity Analysis».

In line with the standard approach in accordance with Basel Il, the regulatory capital backing for
operational risks, which is calculated at the end of each year, was €74 million as of 31 December 2012
(31 December 2012: €82 million).

pbb suffered financial losses of €1,2 million in relation to operational risk during 2013 (2012: €3,3 mil-
lion). The operational loss was distributed to the Real Estate Finance Segment with 94% and to the
Public Sector Finance segment with 6%.

The Basel Il event type «Execution, Delivery & Process Management» was the category with the
highest number both of events (85%) and of related financial losses (94%) in 2013. The value in the
«Execution, Delivery & Process Management» event type is normal for the industry given the number
of transactions. At pbb, this was attributable both to the increase in new business and to the services
provided to FMS Wertmanagement. The services provided to FMS Wertmanagement were discontin-
ued as at 30 September 2013.

This event was also reflected in the operational risk self-assessment process, which is a bottom-up
risk assessment performed by all of the Bank’s segments.

pbb'’s operational risk profile has improved continually over the past few years, inter alia thanks to the
successful implementation of various IT projects and the consolidation of its core systems.

In addition, the separation of pbb and DEPFA is well underway. To date, this ongoing change has not
given rise to any additional issues with respect to operational risk.

The annual reports published in recent years note that pbb has an increased reliance on employees in
key positions. This was attributed to the special situation at the time during the financial market crisis
and the resulting uncertainty surrounding pbb'’s future. We expect this key person risk to decrease as
the privatisation of pbb is getting closer.

80



Result of Risk-bearing Capacity Analysis

Going concern

Going concern

in € million 31.12.2012 Change
Credit risk 226 "
Market risk 17 14
Operational risk 14 23
Business risk - -
Property risk il =2
Total before diversification effects 422 46
Total after diversification effects 375 46
Available financial resources (free capital) 1,660 286
Excess capital (+)/capital shortfall (-) 1,285 240

The going-concern perspective explicitly focuses on the protection of regulatory minimum capitalisa-
tion, and thus focuses on the continuation of business activities of pbb Group in periods of difficult
economic downturns. In order to prove the risk-bearing capacity the first step is to calculate the eco-
nomic capital at a confidence level of 95%. This includes the risk types which we define to be of a
material nature, namely credit risk, market risk, operational risk, funding risk as part of the business
risk and property risk.

Excluding the diversification effects between the individual risk types, the economic capital of pbb
Group in the going-concern perspective amounted to €468 million (31 December 2012: €422 million).
If these effects are taken into account, it was €421 million (31 December 2012: €375 million). The
most significant risk type on the basis of the ICAAP (measured in terms of the economic capital) was
the credit risk, which accounted for approximately 51% of the undiversified economic capital. The in-
crease in economic capital after diversification effects is due to both a deterioration in the credit quality
of countries and methodological enhancements (such as risk measurement for operational risk or the
adjustment of the correlation parameters used to aggregate credit and market risk).

This is opposed by the so-called free capital as available financial resources, comprising core Tier 1
capital less the Tier 1 capital necessary for covering the regulatory minimum ratios and a buffer for
risks which are minor and are not quantifiable or only partially quantifiable. In accordance with the
principle of prudence, an additional charge in relation to the risk-weighted assets is taken into account
in order to determine the Tier 1 capital necessary for covering the regulatory minimum ratios. The
amount of free capital as of the reference date was €1.9 billion (31 December 2012: €1.7 billion).

Accordingly, the resulting excess capital as of 31 December 2013 amounted to €1.5 billion for the
given period of one year (31 December 2012: €1.3 billion); it is further proof of the risk-bearing cap-
acity of pbb Group in the leading going-concern perspective.

Group Management Report

> Risk and Opportunity Report

> Operational Risk

> Result of Risk-bearing
Capacity Analysis

81




The distribution of the economic capital according to segments is as follows:

Economic capital by segments

in € million 31.12.2012 Change
Real Estate Finance 127 10
Public Sector Finance 250 18
Value Portfolio 3 9
Consolidation & Adjustments 29 27
Total 375 46

Gone Concern (Instantaneous Liquidation Perspective)

In order to fully comply with the regulatory requirements with regard to banks’ internal risk-bearing
capacity concepts pbb has developed the existing gone-concern approach (liquidation perspective)
and has implemented it as an additional, parallel steering approach. The purpose of the so-called
instantaneous liquidation perspective is to guarantee protection of the senior lender in a theoretical
liquidation scenario with a very high probability. pbb has selected a confidence level of 99.91% which
is based on the average probability of default of companies which have been awarded good long-term
credit ratings by external rating agencies, namely A- from Standard &Poor’s, A=/A3 from Fitch Rat-
ings and Moody’s. However, this liquidation scenario does not assume an opportunistic winding up of
portfolios as postulated by the German Pfandbrief Act, and instead assumes an immediate sale at
stressed market values of assets recognised at fair value and securities in the investment book. Ac-
cording to this assumption the instantaneous liquidation perspective besides the already mentioned
major risks takes account of credit spread risks arising from securities in the investment book for
calculating the economic capital, and deducts simultaneously the hidden losses attributable to these
securities for determining the available financial resources.

Gone Concern (instantaneous liquidation perspective)

in € million 31.12.2012 Change
Credit risk 1,446 1
Market risk 1,143 -60
Operational risk 86 -8
Business risk 42 1
Property risk 20 =
Total before diversification effects 2,737 -56
Total after diversification effects 2,383 53
Available financial resources before hidden losses 3,953 332
Hidden losses 1,394 -848
Available financial resources 2,559 1,180

Excess capital (+) /capital shortfall (-) 176 1,127
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In the instantaneous liquidation perspective, the economic capital without diversification effects
amounted to € 2.7 billion as of 31 December 2013 (31 December 2012: €2.7 billion); if these effects are
taken into consideration, it amounted to € 2.4 billion (31 December 2012: € 2.4 billion). The main drivers
in this respect are the credit risk (€1.4 billion) and the market risk (€1.1 billion). Most of the market risk
is attributable to the sub-portfolio of budget finance in Public Sector Finance — which is non-strategic
and earmarked for being streamlined — due to the fact that the volatility of credit spreads is still
increased for certain areas of the European Economic Area. This effect can also be seen in the follow-
ing table of economic capital by segments. The credit risk remained constant year-to-year.

The available financial resources in the instantaneous liquidation perspective initially amounted to
€4.3 billion (31 December 2012: €4.0 billion); this figure was reduced to €3.7 billion (31 December
2012: €2.6 billion) after the net hidden losses attributable to the securities in the investment portfolio
were deducted.

The distribution of the economic capital by segments in the instantaneous liquidation perspective is
as follows:

Economic capital by segments

in € million 31.12.2012 Change
Real Estate Finance 633 -118
Public Sector Finance 1,702 167
Value Portfolio 10 17
Consolidation & Adjustments 134 54
Total 2,383 53

Strategic Gone Concern (Strategic Liquidation Perspective)

In addition to the instantaneous liquidation perspective described above, pbb Group has also devel-
oped a strategic gone-concern perspective. In this perspective, the risk calculation is adjusted by the
budget finance portfolio which has been earmarked for streamlining and the Value Portfolio in order
to focus on management of the strategic core business of real estate finance and public investment
finance. All risk types which have been defined as being significant, including the credit spread risk
for securities in the investment book, are taken into consideration, aggregated to form an economic
capital and are then limited. In the strategic gone-concern perspective, the economic capital amounted
to €1.2billion (31 December 2012: €1.2 billion) and the hidden losses of the strategic portfolio amount-
ed to around €0.4 billion (31 December 2012: €0.7 billion).

Opportunities

The results of the risk-bearing capacity analysis in the instantaneous liquidation view are still very
much affected by the relatively high volume of hidden losses of the securities in the investment book
which has to be considered as a deduction from the available financial resources. This is due to a
considerable extent to the credit spread of some Southern European countries, regions and munici-
palities which still had been widened as of the reference date as a result of the European sovereign
debt crisis. The volatility of credit spreads of some European countries is also still higher compared
with the period before the crisis, and puts a strain on the result of the risk-bearing capacity statement
as a result of a correspondingly higher market risk. The downgrades observed in 2013 have resulted
in an increased credit risk.
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Although it is still clearly too soon to speak of a turnaround in the European sovereign debt crisis in
2014, we have observed a stabilisation of the European bond markets as a result of the crisis manage-
ment of ECB. Overall, the ICAAP-relevant hidden losses of pbb for securities in the investment book
have declined by approximately €848 million since the beginning of 2013. A continuation would result
in a further expansion of the excess capital in the ICAAP liquidation approach of pbb Group in 2014.

If there is a comprehensive recovery of trust in the European public finances, systematic rating
improvements of public sector issuers could lead to a significant reduction of risk and therefore as
well to a further increase of the excess capital in the ICAAP.

The economic capital for each risk type is determined using a quantitative approach and is aggre-
gated to form an overall bank risk with due consideration being given to specific correlations. In line
with the common market standard, the risk types are calculated for a period of one year and in relation
to a defined confidence level (99.91% in the gone concern, 95% in the going concern). For the gone-
concern confidence level, the Bank uses the average figure for long-term default rates of companies
with very good external ratings (A— at Standard &Poor’s and Fitch Ratings, A3 at Moody’s).

The method of calculating the economic capital for the individual material risk types for 2013 is ex-
plained in the following.

For calculating the credit risk at the portfolio level, pbb Group uses a credit portfolio
model which follows the approach of a so-called asset value model. The fundamental idea of this ap-
proach is that the repeated simulation of correlated rating migrations, borrower defaults as well as a
calculation of resultant value changes via a corresponding revaluation of the portfolio mean that prob-
ability statements can be made with regard to potential losses from lending business. The loss distri-
bution calculated in this way can then be used to calculate the economic credit risk capital as an
unexpected loss. This defines the maximum unexpected loss calculated for a defined confidence
level which will result within one year due to rating migrations and defaults in lending business. In
addition to the loss distribution of the credit portfolio, a significant result is the risk-commensurate
allocation of the credit risk capital to the individual borrower units using the so-called expected
shortfall principle. This ensures fair causation-based allocation to the borrowers, and thus constitutes
a major module in the risk-oriented management of the credit portfolio.

In addition adjustments of the parameterisation of the correlation within the credit portfolio model had
been implemented in 2013. Target of these adjustments was the optimal alignment of the credit port-
folio model to the business model of pbb Group with simultaneous consideration of the conservative
regulatory requirements on the modelling of diversification effects.

The purpose of calculating the economic capital for the market risk is to identify poten-
tial financial losses resulting from changes in the prices of items in the investment book and trading
book. In this process, the potential non-systematic losses are derived from an analysis of historical
time series of specific factors of influence (risk factors), e.g. interest rates, exchange rates and credit
spreads over the previous seven years. The relatively long period of seven years ensures that eco-
nomic phases which are not favourable for the Bank are also taken into account in the model. The
annual loss distribution of the portfolio market value is then determined by means of a simulation
procedure and using the linear sensitivities of the financial instruments; this can then be used to
determine the economic capital in relation to a confidence level of 95% and 99.91%.
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The calculation of economic capital for operational risk takes into account both the
results of the calculation in accordance with the Standard Approach under Basel Il and the results
generated by a mathematical model used to calculate losses from operational risks, which uses internal
data as inputs. This past-related approach is enhanced by the recognition of forward-looking budget
figures for three years. For the purposes of the capital adequacy procedure, the regulatory capital
requirement is scaled to the corresponding lower confidence level (from 99.9% to 959%). In the gone-
concern approach it is scaled to the higher confidence level of 99.91%.

In pbb Group, the business risk is generally defined as the risk of reductions in profit
due to changes in the external business environment which affect the economic conditions of the
Bank. Alongside non-quantifiable risks such as regulatory risk, reputational risk and strategic risk,
these include risks arising from increased funding costs and higher funding requirements, as well as
earnings risk. Economic capital for business risk is calculated using a scenario-based increase in
financing costs due to higher funding requirements and a simultaneous increase in the unsecured
funding rate. Earnings risk is taken into account by not including planned income from new business
in the risk cover amount.

pbb Group’s real estate risk is calculated using a mathematical-statistical model that
enables the Bank to make statements on the probability of potential declines in the value of proper-
ties in its portfolio. The inputs for the model are mainly based on time series of representative real
estate indices for the portfolio.

Capitalising for liquidity risk in the narrower sense is not possible. Liquidity risks in the
broader sense of higher funding costs for potential funding gaps are recognised in the economic
capital for the business risk.

Stress tests have become increasingly important in the recent past, both from a supervisory perspec-
tive and for internal bank management, not least as a result of the European sovereign debt crisis. All
activities, developments and decisions relating to stress tests are bundled within the Stress Test
Committee, which reports directly to the Risk Committee. As part of an integrated approach, the impact
of macroeconomic stress scenarios on all material risks and on risk-taking potential under stressed
market parameters was calculated for a multi-year time horizon in the period under review. These
scenarios focus on the continuation and/or intensification of the current sovereign debt crisis.

Furthermore, stress tests relating to economic risk capital and risk cover funds are used to obtain a
deeper understanding of the sensitivity of risk-bearing capacity to adverse changes in economic
factors. In addition, inverse stress tests are conducted regularly. These describe specific constellations
of parameters under which capital adequacy is still assured. Alongside institutionalised stress tests,
ad hoc requests by the Management Board for information played an important role in the period
under review.
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Regulatory Indicators According to German Solvency Regulation

In accordance with the waiver rule set out in Section 2a of the Kreditwesengesetz (KWG - German
Banking Act), pbb is exempted from having to calculate equity and Tier 1 capital ratios at the level of
the institution.

The waiver regulation set out in Section 2a KWG states that a credit institution or financial services

institution which has its registered offices within Germany and which is part of a regulated group of

institutions or financial holding group does not have to comply with the following regulations if these

regulations are complied with at the level of the ultimate parent company:

> Regulations regarding solvency (equity in relation to risk-weighted assets)

> Regulations regarding large loans (equity in relation to loans extended to individual borrower units)

> Regulations set out in Section 25a(1) Clause 3 No. 1 KWG for establishing and assuring risk-
bearing capacity, defining strategies, setting up processes for identifying, assessing, managing,
monitoring and communicating risks.

The pbb Group voluntarily discloses these figures on a pro forma basis.

pbb Group's regulatory capital in accordance with the Solvabilitatsverordnung (SolvVW — German Sol-
vency Regulation) is as follows:

Own funds”

in€ million 31.12.2012
Core capital (Tier I) 2,898
Supplementary capital (Tier Il) 1,179
Equity capital 4,077
Tier lll capital -
Total 4,077

" Consolidated in accordance with section 10a of the KWG; pro forma in accordance with the prepared annual financial statements and
following the appropriation of net profit

The risk-weighted assets, the operational risks and the market risk positions are as follows:

Risk-weighted assets’

in € billion 31.12.2012

Risk-weighted assets 156.3

¥ Including weighted credit risk positions and capital charges for market risk positions and operational risk, using a scaling factor of 12.5;
according to Basel |l advanced IRB approach for authorised portfolios, otherwise Basel Il standardised approach; pro forma in accordance
with the prepared annual financial statements and following the appropriation of net profit

Operational risks

in € million 31.12.2012

86

Total
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Currency risks

Interest rate risks

Total

The capital ratios were calculated on the basis of the definition of equity given in the SolvV and using
risk-weighted assets in accordance with Basel Il and are as follows:

Tier 1 capital ratio?

18.9
Equity capital ratio® 26.7
Own funds ratio (overall indicator)? 26.6

Y Pro forma in accordance with the prepared annual financial statements and following the appropriation of net profit
2 Including weighted credit risk positions and capital charges for market risk positions and operational risk, using a scaling factor of 12.6
3 Including weighted credit risk positions and capital charges for operational risk, using a scaling factor of 12.5
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Internal Control System and Risk Management System Relevant for the Consolidated
Financial Reporting Process

The internal control system and risk management system relevant for the consolidated financial
reporting process comprise the principles, processes and measures used to ensure the effectiveness
and cost-effectiveness of financial reporting, as well as to ensure compliance with statutory provisions.
The goal of the internal control system and risk management system relevant for the consolidated
financial reporting process is to identify and assess risks that could run counter to the objective of
ensuring that the financial statements comply with the relevant rules, as well as to limit identified risks
and to assess their effect on the financial statements and the corresponding presentation of these
risks. The internal control system relevant for the consolidated financial reporting process is an integral
part of the risk management system. It aims to implement controls so as to provide sufficient assur-
ance that, despite the risks identified, the financial statements are prepared in accordance with the
relevant rules. However, an internal control and risk management system relevant for the consolidated
financial reporting process cannot provide an absolute guarantee that these goals will be met.

pbb Group'’s internal control system and risk management system relevant for the consolidated finan-
cial reporting process is reflected in its organisational structure and workflows. With respect to the
organisational structure, it primarily comprises the Management Board, the Supervisory Board as the
body that supervises the Management Board, the Audit Committee established by the Supervisory
Board, the Finance division, which reports to the CFO/CQOO, and the Group Finance Committee (GFC).

As the Company's legal representative, pbb’s Management Board is required to prepare consolidated
financial statements and a Group management report. In connection with the requirement to establish
a Group-wide internal control and risk management system, the full Management Board of pbb is also
responsible for the form — i.e. the concept, implementation, maintenance and monitoring — of an
appropriate and effective internal control and risk management system relevant for the consolidated
financial reporting process. All strategies are resolved by the full Management Board on the basis of
recommendations made by the CFO/COO or the GFC.

The Supervisory Board is tasked with advising and monitoring the Management Board. It also has audit
and reporting-related obligations. pbb's Supervisory Board established an Audit Committee to support
its activities in this area. In accordance with section 100 (5) of the Aktiengesetz (AktG — German Stock Cor-
poration Act), at least one member of the Supervisory Board must have expertise in accounting or auditing.

Group Internal Audit supports the Management Board in its control function by performing inde-
pendent audits.

In financial year 2013, the CFO/COOQ was responsible for Finance, Human Resources and Operations,
among other functions. The Finance division comprises the Accounting, Financial Reporting, Regula-
tory Reporting, Procurement Services & Corporate Controlling and Tax departments. The Finance divi-
sion prepares the consolidated financial statements in accordance with IFRSs and provides the capital
market information relevant to accounting. pbb Group companies prepare their financial statements in
accordance with the relevant local legal requirements. These financial statements are standardised
around uniform Group accounting policies in accordance with IFRSs for the purposes of Group financial
reporting. Each entity included in the consolidated financial statements reports its statement of financial
position, income statement, and notes to the financial statements to a central department in Group
Accounting via the consolidation software. Group Accounting translates the data in foreign currency
positions into euros using the accounting software. The data are also reviewed for reasonableness,
analysed and consolidated.
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The GFC at HRE level issues recommendations to the Management Board. These include, among
other things, establishing and monitoring accounting and reporting policies and workflows for all HRE
units and segments, including all pbb Group units. The GFC is composed of the members of the Manage-
ment Board and the managers of the Finance and Risk Management & Control divisions.

With respect to workflows, the internal control system and risk management system relevant for the
consolidated financial reporting process is based on the objective of largely standardising the pro-
cesses and software used. Core activities and processes are governed by policies and a code of
conduct, according to which the principle of dual control must be applied in all material transactions.
Data and IT systems are protected against unauthorised access. In addition, certain relevant informa-
tion is only made available to those employees who need it for their work. Where necessary, results
are agreed at Group level.

pbb Group implemented the concept for the internal control system and risk management system
relevant for the consolidated financial reporting process using various measures designed to identify,
assess and limit risks. The governing bodies of HRE Holding and pbb largely comprise the same
people, enabling uniform management of these companies. For example, the members of pbb’s Man-
agement Board also serve as the Management Board of HRE Holding.

There is a clear separation of functions within the CFQ’s area of responsibility; for example, there are
separate Accounting and Financial Reporting departments. The GFC and other committees, as well
as divisional meetings serve as overarching links between the different tasks. In addition, executory,
accounting and administrative activities such as payment transfers and payment entries are clearly
separated or subject to the dual control principle. Furthermore, the units included in the consolidated
financial statements report their data to a central Group department, ensuring that downstream
processing uses a single, uniform method.

Systems-based and non-systems-based risk management measures and internal controls are used
within the workflows. At the systems level, standard software is used as far as possible to post, rec-
oncile, check and report data so as to avoid errors. The same applies to consolidation, which is per-
formed using standard market software. The consolidation software uses a clearly defined process
to support the reconciliation of intragroup transactions at a technical level, ensuring that these trans-
actions are eliminated correctly and in full. Data from the entities included in the consolidated finan-
cial statements are reported using a uniform, standardised chart of accounts. Automated plausibility
checks are performed on the data reported by subsidiaries for consolidation purposes, for example.
The balances carried forward are checked by the system. To prevent data loss, the data in the con-
solidation software are backed up on a daily basis and the backup is stored on tape. As a general
rule, pbb Group's software is protected against unauthorised access by a clearly defined administra-
tion concept and rights authorisation rules.

Alongside the systems-based measures, pbb Group has implemented manual and non-systems-
based processes. For example, the correctness and completeness of the data reported are checked
using a standardised process involving variance analyses based on target/actual comparisons,
among other things. In addition, the consolidated statement of financial position and the consolidated
income statement are calculated on a monthly basis. Projections and forecasts are also drawn up.
Analysing figures on an ongoing, regular basis provides a better understanding of them. Mandatory
Group-wide accounting guidelines are defined and communicated in a manual, among other ways.
These guidelines cover the analysis and interpretation of new and existing IFRS standards and in-
terpretations so as to ensure the application of uniform accounting policies across the Group.
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Generally applicable measurement procedures are used. The procedures used and the underlying
inputs are reviewed at regular intervals and modified as necessary.

In order to improve the quality of controls, various divisions are integrated in certain processes and are
required to coordinate their activities. For example, the enterprise-wide new product process and the
review of existing products (with a right of veto by the Finance division) are designed to ensure that
products are recognised in the financial reporting in a uniform and systematic manner. Annual and
interim financial report preparation is another example of enterprise-wide coordination. All of the
areas involved must sign off on these reports before they are officially prepared by the Management
Board (subcertification process), creating an additional level of control for the products to be disclosed.
All of the divisions affected agree in advance on the content of material sections of the annual report
in editorial meetings.

As part of the risk management system relevant for the consolidated financial reporting process, pbb
Group takes measures to combat fraud and intentional violations that negatively impact the Group.
Fraud against pbb Group includes theft, embezzlement, or breach of fiduciary duty, as well as inten-
tional accounting errors in connection with the consolidated financial reporting process. pbb Group
identifies and evaluates risks and takes measures to prevent such fraudulent activities and inten-
tional violations. In addition, a newly developed systems-based concept is used to train employees in
compliance regulations.

pbb Group reviews and improves its internal control system and risk management system relevant for
the consolidated financial reporting process on an ongoing basis, including within the scope of Manage-
ment Board and GFC meetings, to ensure that risks are identified, assessed and limited as accurately
and as comprehensively as possible. Consequently, the internal control and risk management system
relevant for the consolidated financial reporting process is also adapted to new circumstances such
as changes to pbb Group's structure or business model, or new statutory requirements.

The risk of fraud and intentional violations is regularly analysed in order to take defensive measures.
Factors taken into account include suspicious events and changes in pbb Group's situation and that
of individual employees.

Any changes to processes and IT systems required as a result of legislative amendments are imple-
mented as separate enterprise-wide projects with a clear allocation of functions. At the same time, the
risk management system relevant for the consolidated financial reporting process is also adapted to
the changes in the provisions.

pbb Group's IT landscape is continually enhanced. For example, the Group is reviewing its Group-wide
general ledger structure. These and other measures will reduce the complexity of the consolidated
financial reporting process.

90



Monitoring

Group Internal Audit is responsible for checking that transactions are conducted in a due and proper
manner and identifying inefficiencies, irregularities or manipulation. It also reviews the effectiveness
and appropriateness of risk management and the internal control system in a risk-oriented manner in
line with the rules set out in the Mindestanforderungen an das Risikomanagement (MaRisk — Minimum
Requirements for Risk Management), and identifies any weaknesses in risk identification, assessment
and mitigation. This also includes reviewing the IT systems and the processes and controls in the CFO
functions. Concrete action plans with specific deadlines are drawn up and their implementation
monitored to remedy the identified shortcomings. Group Internal Audit is not integrated into the work-
flow, nor is it responsible for the results of the process to be audited. In order to be able to carry out
its duties, Group Internal Audit has a full and unrestricted right to information on activities, processes
and the IT systems.

As the body responsible for supervising and advising the Management Board, the Supervisory Board
may inspect and examine the Company’s books and assets in accordance with section 111(2) of the
AktG. In addition, the Management Board reports regularly to the Supervisory Board. The Supervisory
Board also directly consults division managers. The Supervisory Board discusses the internal control
and risk management system relevant for the consolidated financial reporting process and engages
the auditors of the consolidated financial statements and the Group management report. The Super-
visory Board approves the consolidated financial statements and the Group management report
prepared by the Management Board and audited by the independent auditors.

The auditors of the financial statements attend the Supervisory Board meetings relating to the finan-
cial statements and all of the meetings of pbb Group’s Audit Committee, and report on the material
findings of their audit, including on any material weaknesses in the internal control and risk manage-
ment system relevant for the consolidated financial reporting process. Where relevant, the auditors
immediately report on any findings and issues that emerge during the audit and that are material for
the duties of the Supervisory Board. The Supervisory Board discusses the areas of emphasis of the
audit with the auditor in advance.
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Macroeconomic Forecast

Global economic growth is likely to rise from 2.2% in 2013 to 3.0% in 2014. The 2014 forecasts for
Europe are based on the assumption that uncertainty as to the future management of the eurozone
crisis has declined significantly. Following the slight drop in economic output in 2013, growth of 1.1%
is expected for 2014. However, the current upswing is not self-sustaining, as the public finances of
many industrialised countries are still heavily in deficit. Growth is expected to reach 1.6% in Germany
and should even be slightly higher in the United Kingdom, at 1.9%. France’s gross domestic product
is expected to grow by 1.1%, while Spain and Portugal are expected to see at least slight growth. The
Nordic countries should grow stronger in 2014 compared to 2013, Central and Eastern Europe shall
develop positively as well.

Since the trend in demand remains weak, inflation during the forecast period is likely to be even slower
than last year in most regions. However, inflation risk could increase over the medium term, the longer
the European Central Bank continues to supply economies with money at close-to-zero rates. A modest
rise in long-term interest rates is therefore likely, while short-term rates will remain largely unchanged.

Source: German Council of Economic Experts
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Sector-specific Environment
Overall Situation in the Banking Sector

The environment for banks will remain difficult in 2014, and policy makers and central banks will
continue to have a major influence on the sector.

Earnings will continue to be weighed down by the low level of interest rates. Numerous new regulato-
ry measures will impact business models and balance sheet structures, chief among them being the
capital and liquidity requirements set out in the Basel lll reform package and the introduction of a
binding leverage ratio. These requirements will be implemented in the European Union through the
new Capital Requirements Directive (CRD) and enter into force successively from 2014 onwards.

The planned handover of responsibility for the supervision of systemically relevant eurozone banks to
the European Central Bank in autumn 2014 will involve substantial effect for the banks concerned due
to the comprehensive upfront assessment of the bank’s balance sheets that is required (risk assess-
ment, balance sheet assessment and stress test).

Given the banks' key role in the financial crisis, the extensive new regulatory measures and the ongo-
ing investigations and prosecutions relating to wide variety of issues, the general public is likely to
continue to view banking sector developments with a critical eye in 2014. Generally, costs of regula-
tion will burden profitability.

Real Estate Finance

European real estate markets are expected to see a continuation of the positive prior-year trend in 2014,
with real estate investment volumes set to increase further. This would restore them to pre-financial
and economic crisis levels.

Within Europe, investors are likely to be interested primarily in properties in Germany, France, the
United Kingdom, Scandinavia and Eastern Europe. Spain may also see further growth.

Overall, investor focus is expected to continue to shift from prime properties in central locations to
properties in more outlying areas. The office and retail property segments should continue to domi-
nate the marketplace although demand for logistics properties is also expected to trend upwards.

Real estate finance providers should also benefit from the increasing transaction volume, while finan-
cing terms are expected to remain attractive. One anticipated result is that large-volume finance
transactions and financing entailing some speculative elements will pick up. In addition, alternative
lenders such as insurance companies, pension funds, or credit funds are expected to offer increasing
amounts of finance.

Source: CBRE research
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Banks providing public investment finance will continue to apply stringent transparency requirements
to public sector borrowers in the foreseeable future. In particular, lenders will probably again begin to
very selectively assess countries that have been under the spotlight, such as Spain and Italy, for new
business opportunities under certain conditions. In addition to clear disclosure of their financial situa-
tion and an analysis of the precise purpose of the requested investment finance, the borrowers’ econo-
mic situation and outlook will be crucial factors in financing decisions.

This market environment will continue to see significant shifts in the competition. As a result, previ-
ously cautious banks will again start to increase their financing activity in some countries and, in
specific cases, financing will be offered by other market participants, such as insurance companies
and credit funds.

The situation on the German and French markets is likely to remain largely unchanged compared with
2013. The German market continues to be dominated by public sector banks and development banks,
with margins at a low level. In France, fierce competition has led to shrinking margins. This trend is set
to continue for the next year at least. However, France will again offer good opportunities for transac-
tions with attractive risk-return profiles.

In the area of export financing, there also will be sufficient opportunities for new business in the future,
partly due to the changed strategic orientation of previously very active banks.

Future central bank monetary policy will have a major influence on the capital market. The historically
low interest rate environment is expected to sustain the high investor demand for unsecured bonds.
However, the ECB’s comprehensive assessment could lead to market volatility.

It remains to be seen what effect the regulatory changes will have on the funding markets. The expec-
ted classification of Pfandbriefe as liquid or even as high quality, highly liquid securities for the purpo-
ses of the liquidity coverage ratio should lead to stable, or potentially rising, demand. A low volume of
new issues and a continued high money supply would certainly positively impact the funding opportu-
nities for Pfandbrief banks. However, the regulatory and legal changes could make it difficult for some
issuers to place unsecured bonds.
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Company Forecasts

The forecasts for pbb Group’s future development represent estimates that were made on the basis
of the information currently available. If the assumptions on which the forecasts are based do not
materialise or if risks and opportunities do not occur to the extent calculated, the actual results may
differ significantly from the results currently expected.

pbb Group recorded pre-tax profit of €165 million at the end of 2013. This was significantly higher
than the earnings forecast of at least € 100 million made at the start of the year. The raised forecast
for the year of at least €150 million, which was issued on 8 October, was also met. Additionally, pbb
Group has proven its continuing profitability, reporting positive results for the past three-and-a-half
years.

pbb Group is also expecting to record a positive pre-tax profit in the 2014 forecast period: specifi-
cally, the Management Board is forecasting a figure of at least € 140 million for 2014. One-off factors
are unlikely to have the same impact as in 2013, when the result was boosted in particular by the gain
from the disposal of the shares in Little Britain Holdings (Jersey) Ltd., Jersey. The return on equity
after taxes will be at least 3.7% (2013: 4.9%).

The key income statement items are expected to perform in 2014 as follows:

> A further increase in net interest income as against 2013 is planned. This positive trend depends on
pbb Group reaching the targets for new business. In the areas of real estate finance (Real Estate
Finance segment) and public investment finance (part of the Public Sector Finance segment), a
significant increase is expected in the volume of new business as against 2013 (€8.2 billion). This
includes prolongations with maturities of more than one year that will be implemented if this results
in economic benefits to pbb Group. As new business will probably exceed redemptions, the real
estate loans portfolio is likely to increase slightly. In the Public Sector Finance segment, the volume
of public investment loans is expected to increase, but will be more than offset by the decline in
budget financing in line with the Group’s strategy.

> Net trading income will probably no longer be impacted by accounting-related changes to estimates
such as the first-time use of overnight interest rate curves to measure derivatives, and hence will not
be as clearly negative as in 2013.

> Net income from financial investments, which was boosted in 2013 by the gain from the disposal of
the shares in Little Britain Holdings (Jersey) Ltd., Jersey, will no longer benefit from one-off factors.

> Additions to provisions for losses on loans and advances are expected to be higher, at normalised
levels for the lending business, in 2014, after additions and reversals largely offset each other in
2013.

> General administrative expenses will decrease as a result of the discontinuation of services provided
to FMS Wertmanagement. However, this improvement will not completely offset the loss of income
due to fixed costs and dissynergies. General administrative expenses will also be impacted in 2014
by additional costs for projects, e.g. to implement regulatory and accounting-specific requirements.
Starting in the fourth quarter, IT expenses will probably decrease, due to a contract adjustment.
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The cost-income ratio — a financial key performance indicator for efficiency — will improve slightly
year-on-year (2013: 64.7%). The lower operating revenues will be more than offset by decreased
general administrative expenses.

Profits will be retained until privatisation under the burden sharing required by the European Commission
in order to redeem the silent participation made by the Financial Market Stabilisation Fund (Finanz-
marktstabilisierungsfonds-FMS).

As in 2013, consolidated profit will be higher in the Real Estate Finance segment. Slightly positive
pre-tax profit is expected in the Public Investment Finance and Value Portfolio (including budget
financing) segments that will be reported as from 2014.

An important additional condition for pbb Group to meet its earnings and profitability targets is ensur-
ing its risk-bearing capacity. With respect to the going concern principle, it is probable that the risk-
bearing capacity available after compliance with regulatory minimum capital ratios will exceed the
required economic risk capital. From a gone concern perspective, pbb Group believes that the capital
available to cover risks will exceed the required economic risk capital as long as spreads in the Euro-
pean focus countries do not widen significantly and hence increase hidden liabilities.

The core capital ratios will probably decrease slightly in 2014 due to higher risk assets expected in the
portfolio and in our new business, as well as to the implementation of the CRR/CRD IV (Basel IIl).
However, it is expected to be both significantly above the regulatory limits and considerably higher
than pbb Group's target CET1 capital ratio (the core capital ratio under Basel Ill) of 11%. This will be
somewhat lower than the core capital ratio as a result of the more restrictive CET definition. During
the implementation of Basel Ill, IFRSs will replace HGB as the relevant accounting standards for
regulatory purposes. Core capital will increase particularly as a result of the change in the eligibility of
the silent participation. However, this effect will be reduced by restrictions on the eligibility of certain
capital instruments. As a result of these effects, the capital ratios will decline compared with the
balance sheet date, but will continue to be at a comfortable level.

Total assets as at 31 December 2013 amounted to €73.9 billion. The increase in assets in Real Estate
Finance and Public Investment Finance should largely offset the decline in budget financing in line
with the Group’s strategy in 2014. Consequently, the volume of liabilities is also expected to remain
largely constant.

pbb Group has reported positive pre-tax profits for the last 14 quarters. This illustrates

the positive trend at pbb Group, which offers the following opportunities on development in assets,

financial position and earnings for the future:

> The successful restructuring measures implemented in recent years have strengthened ppb Group’s
market position, as can be seen from the year-on-year rise in new business volumes recorded in
2013. This successful reorientation has made it possible for pbb Group to continue its healthy devel-
opment and increase the profitability of its core business areas of real estate finance and public
investment finance, with the aim of achieving growth.

>The discontinuation of the operating services provided to FMS Wertmanagement in September
2013 has created another opportunity to further increase the focus on the relevant customer mar-
kets in the areas of real estate finance and public investment finance. This should have a positive
impact on new business volumes and new business margins, and hence also on development in
assets and earnings.

> There is strong demand for financing on the markets which are relevant for pbb Group. In view of this,
pbb Group considers that the market climate for real estate finance and public investment finance will
remain attractive over the long term. This should have a positive impact on new business volumes and
new business margins, and hence also on development in assets and earnings.
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> Even in recent years, which have been dominated by market uncertainty, Pfandbriefe have remained
a sound investment with a tried-and-tested market infrastructure; this was also reflected by the
strong demand from investors in 2013. pbb Group has extensive experience in the Pfandbrief market
and is able to build on its existing customer relationships. As a result, it was able to successfully
place several mortgage and public sector Pfandbriefe on the market last year. pbb Group therefore
utilises on a capital market instrument that is still in demand — something that has a positive effect
on its development in financial position.

> pbb Group also placed unsecured issues in 2013, a clear reflection of investors’ confidence. This
important means of raising funds has a positive impact on pbb Group’s liquidity and development in
financial position.

> pbb Group takes out overnight deposits and term deposits with terms of up to ten years via pbb direkt.
pbb direkt’s deposit volumes have increased continuously in recent months, allowing pbb Group to
access a new source of funding, diversify its funding base and react flexibly to market opportunities.
This has a positive impact on pbb Group’s liquidity and development in financial position.

> Further progress was made on separating pbb Group and DEPFA, which both belong to HRE, in
2013. This separation will increase the chances of successfully privatising pbb Group.

> pbb Group’s strong focus on costs represents a further opportunity. The reduced general adminis-
trative expenses in financial year 2013 reflect the successes already achieved. pbb Group's target
model was implemented effectively. The status of the various processes will continue to be assessed
on an ongoing basis in future to ensure appropriate measures for improvement are identified. pbb
Group will use these measures to significantly reduce its cost base and become leaner and more
efficient, so as to increase its profitability.

> pbb Group has also made significant progress on harmonising its IT systems, which has generated
additional efficiency gains.

> The process optimisation and the creation of specialist teams allow customer needs to be met more
rapidly and customer satisfaction increased. This has a positive impact on new business volumes
and new business margins, and hence also on devepolment in assets and earnings.

> pbb Group is an attractive employer. This encourages the loyalty of productive and highly qualified
employees and executives who can help pbb Group achieve its ambitious targets.

However, the possibility of future negative effects on pbb Group’s development in assets, finan-
cial position and earnings cannot be ruled out. The scope of such potential negative effects will be
influenced in particular by whether the following risks materialise or not, and if so, to what extent:
> Several European countries were only able to obtain funding with the support of international aid
programmes in financial year 2013. If the debt crisis worsens in certain countries and it becomes
necessary for creditors to take a haircut on other countries’ bonds, or if public sector debtors become
insolvent, pbb Group could also suffer substantial impairment losses on receivables and securities.
These impairment losses could further increase if interconnectedness or market turbulence causes
a crisis in some countries to spread to debtors that are currently considered to be solvent.

> Write-downs were only required for a small number of individual exposures in 2012 and 2013 thanks,
among other things, to pbb Group’s effective portfolio management. However, it cannot be ruled out
that receivables may have to be significantly written down in future. The need to recognise write-
downs primarily depends on the economic situation of the financed properties, although it could also
be the result of a general crisis in individual markets, such as the real estate markets of various
countries.

> The funding markets improved in the year under review. Nevertheless, the funding markets remain
susceptible to disruption. For example, the debt crisis in some European countries could result in a
major loss of confidence and sharply reduced sales on the issuing markets or the interbank market.
Interest rate movements could also affect market liquidity. If the funding markets were to be disrupted
by such events, pbb Group’s liquidity situation could be negatively impacted, despite the existence
of an appropriate cushion. A further consequence might be a conscious reduction in the volume of
new business.

Group Management Report

> Report on Expected
Developments

> Company Forecasts

97




>In 2014, the European Central Bank will conduct a comprehensive assessment before the Single
Supervisory Mechanism (SSM) starts. The comprehensive assessment is consisting of a risk assess-
ment and a balance sheet assessment; it concludes with a stress test. HRE and therefore pbb Group
have been designated to participate in this bank assessment, as one of 128 banks in the eurozone.
Depending on the results, the European Central Bank could require HRE to increase the level of
own funds held, which could in turn affect pbb Group’s capital requirements. In addition, market
uncertainty could increase before the results are published, which might make it more difficult to
obtain funding. The comprehensive assessment could therefore impact the devepolment in assets,
financial position and earnings of pbb Group.

> Enhanced national and international supervisory requirements might affect the structure of assets
and liabilities, and hence also the development in earnings. For instance, profitability could be re-
duced by the new, more stringent, liquidity requirements announced by the Basel Committee on
Banking Supervision (Basel Ill), or by more stringent capital requirements. In addition, existing regu-
latory and economic parameters could be impacted, resulting for example in a change in the capital
backing.

> As part of its approval decision in the state aid proceedings, the European Commission specified
that pbb must be privatised as soon as possible and by no later than 31 December 2015. If privatisa-
tion has not taken place by 31 December 2015, a divestiture trustee will sell pbb without a minimum
price being specified, provided that the Commission has approved the purchaser and the final binding
purchase agreement. The sale or alternative shareholder concepts agreed with the European Com-
mission could have a positive or negative impact on the development in assets, financial position and
earnings of pbb Group.

> The methods used by the market to value financial instruments are constantly evolving. For example,
the market conventions for valuing derivatives have changed, as demonstrated in 2013 by the use of
overnight interest rate curves to value derivatives. Similar changes could have a negative impact on
pbb Group’s development in earnings in 2014.

> Rating agencies continue to adapt their methodologies and models in order to assess, amongst
other factors, the changing macro-enconomic environment and the potential impact of the European
sovereign debt crisis. These include the new European legislative initiatives to centralise supervision
of large banks and to support bank resolution and bail-in of senior unsecured creditors. These
measures alongside the specific rating drivers for pbb and its Pfandbriefe could lead to rating
changes. Ratings could also be impacted by a change in ownership structure due to the Bank’s
planned privatisation. Downgrades to Bank and/or Pfandbrief-Ratings could have a negative impact,
particularly on the Bank’s funding conditions, on triggers and termination rights within derivatives
and other contracts and on access to suitable hedge counterparties and hence on its financial posi-
tion and profitability.

> The risk-bearing capacity concept is enhanced on a continuous basis. These enhancements and
new regulatory requirements could have an impact on the risk-bearing capacity assessment using
both the going concern approach and the gone concern approach. Under the gone concern approach,
changes in the fair value of assets and liabilities also influence risk-bearing capacity. If hidden liabil-
ities increase due to changes in fair value, the cover capital could fall below the economic capital
requirement.

>pbb Group's image has been negatively impacted in recent years by its membership of the HRE
Group. Although it has already successfully re-entered the markets, negative consequences for the
achievement of pbb Group’s objectives cannot be ruled out.

>Due to the nature and the international character of its business as well as the high number of
relevant laws and regulations, pbb Group is involved in litigation, arbitration and regulatory proceed-
ings in some countries. Legal disputes which are currently pending (especially relating to participation
certificates issued, described under note Provisions) or could become pending in future could have
a material adverse effect on pbb Group’s results and equity base.
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> pbb Group is exposed to operational risks, resulting, for example, from the technology risks associ-
ated with the large number of accounting systems. Although pbb Group has already successfully
completed a number of projects to optimise processes and IT infrastructure, it is exposed to opera-
tional risks that could result in significant losses.

> A further operational risk results from reliance on employees who hold risk-taking positions. Employ-
ees in key positions could leave. This could impact the development in assets, financial position and
earnings.

> Additional bank levies are planned or under discussion in most EU countries. Examples include the
introduction of a European restructuring fund or a financial transaction tax. Such taxes could have
a negative impact on pbb Group’s results and render certain transactions unprofitable.

Summary

pbb Group’s positive development in recent years is resulting in numerous opportunities to increase
profitability in future. However, this assessment is based on the assumption that risks resulting e.g.
from factors beyond pbb’s control, such as the sovereign debt crisis, do not materialise. Overall, giving
due consideration to the opportunities and risks, pbb Group is expecting a pre-tax profit of at least
€140 million for 2014.
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Hofe am Brihl
Leipzig
€57 million

Syndicated investment finance
Germany
June 2013

Germany

Loans in Germany constitute roughly half of pbb's
entire real estate finance portfolio. The importance
of the Bank's home market is also underscored

by its share of new business in 2013, with over

50 percent attributable to German financing deals.
Retail properties are among the key property

types that pbb finances, both nationally and inter-
nationally. H6fe am Briihl is a shopping centre

in central Leipzig with 133 shops, plus restaurants
and apartments. pbb partnered with Deutschen Hypo,
the arranger, and Helaba to provide the €170 million
financing volume in equal parts.

Real Estate Finance:
new business by property type
Commitments in € million

Retail/Shopping

urAky Residential

552 Warehouse/Logistics

527
Mixed Use
405 Hotel and
Leisure/
Other
313
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Consolidated Financial Statements
Consolidated Income Statement

Income/expenses
in € million Notes 2012 Change
Operating revenues 467 15
Net interest income and similar income 30 296 23
Interest income and similar income 2,879 -431
Interest expenses and similar expenses -2,683 454
Net commission income 31 23 -14
Commission income 27 -12
Commission expenses -4 =2
Net trading income 32 10 —-61
Net income from financial investments 88) 13 83
Net income from hedge relationships 34 =@ 15
Balance of other operating income/expenses 35 131 =31
Provision for losses on loans and advances 36 4 -12
General administrative expenses 37 -341 29
Balance of other income/expenses 38 -6 9
Pre-tax profit/loss 124 4
Taxes on income 39 =B 50
Net income/loss 69 91
attributable to:
Equity holders (consolidated profit/loss attributable to the parent company) 69 91
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Consolidated Statement of
Comprehensive Income

Net income/loss 165 =5 124 -55 69

Iltems that will not be reclassified to income statement 7 =9 -b6 14 —42

Additional paid-in capital - - = = -

Retained earnings = = -6 = -6
Profits/losses from pension commitments® 7 =2 =50 14 —-36
Items that may be reclassified to income statement 45 -13 240 -66 174
Foreign currency reserve =i = 5 = 5
AfS reserve 196 -56 260 =7 189
Cash flow hedge reserve —150 43 -25 5 -20
Total other comprehensive income 52 -15 184 -52 132
Total comprehensive income of the period 217 -20 308 -107 201

attributable to:
Equity holders (consolidated profit/loss attributable to the parent company) 217 -20 308 -107 201

Net income/loss 69

Additional paid-in capital =

Unrealised gains/losses =

Retained earnings -6
Unrealised gains/losses -6
Profits/losses from pension commitments? -36
Unrealised gains/losses -36
Foreign currency reserve 5
Unrealised gains/losses B
AfS reserve 189
Unrealised gains/losses 186
Reclassification adjustments for gains/losses included in profit or loss 3
Cash flow hedge reserve -20
Unrealised gains/losses 16
Reclassification adjustments for gains/losses included in profit or loss -36
Total other comprehensive income 132
Total unrealised gains/losses 165
Total reclassification adjustments for gains/losses included in profit or loss -33
Total comprehensive income of the period 201

) Adjusted due to retrospective IAS 19 (revised) first time adoption. Details are disclosed in Note «Principles»




Consolidated Statement
of Financial Position

Assets

in € million

Cash reserve
Trading assets
Loans and advances to other banks
Loans and advances to customers
Allowances for losses on loans and advances
Financial investments
Property, plant and equipment
Intangible assets
Other assets
Income tax assets

Current tax assets

Deferred tax assets

Total assets

Equity and liabilities

in € million

Liabilities to other banks

Liabilities to customers

Liabilities evidenced by certificates

Trading liabilities

Provisions

Other liabilities

Income tax liabilities
Current tax liabilities
Deferred tax liabilities

Subordinated capital

Liabilities

Equity attributable to equity holders
Subscribed capital
Silent participation
Additional paid-in capital
Retained earnings
Profits/losses from pension commitments
Foreign currency reserve
Revaluation reserve

AfS reserve

Cash flow hedge reserve
Consolidated profit/loss 1.1.—31.12.

Equity

Total equity and liabilities

) Adjusted due to retrospective IAS 19 (revised) first time adoption. Details are disclosed in Note «Principles»

Notes

7,4
8,42
9,43
9,44

10, 45
11,46
12, 47
13, 48
14, 49
23,50

Notes

15,54
15, 65
15, 66
16, 67
17,68
18,59
23,60

19, 61

62
20, 62
62
62

22

31.12.2012"

1,937
3,325
7,995
49,590
-325
25,572
2

39
7,242
1,704
53
1,651

97,081

31.12.2012"

7,797
11,895
52,560
3,192
235
14,438
1,698
64
1,634
1,993
93,798

3,283
380
999

5,036

-3,166
—-46
=29

40

-360

400
69

3,283

97,081

Change

(1595
-1,683
-2,197

—-13,348

Change

—4,275
—1,047
-5,490
—-1,739

-9716
-508

-508
—553
-23,354

197

140
-107
91

197

-23,157

104

1.1.2012"

323
9,818
7,632

55,236
—477
28,677
3

35
6,065
1,478
55
1,423

108,790

1.1.2012"

8,223
12,363
55,038
9,903
184
16,123
1,373
82

1,291

2,501

105,708

3,082
380
999

5,036

-3,277
-10
-34

-129

-549
420
117

3,082

108,790
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Consolidated Statement
of Changes in Equity

Equity at 1.1.2012 380 999 5,036 -3,277 -10 -34 -549 420 17 3,082

Capital increase = - - - = = = = - -

Transaction costs of
capital measures = = - - — = = - — _

Treasury shares = - - - - = = - — _

Distribution - - - - = - - - — —

Total comprehensive income
for the year = = = -6 -36 5 189 -20 69 201

Transfer to retained earnings = = = 17 = = = = =117 =

Changes in the group of
consolidated companies = = = — - - = = = -

Equity at 31.12.2012 380 999 5,036 -3,166 -46 -29 -360 400 69 3,283

Equity at 1.1.2013 380 999 5,036 -3,166 -46 -29 -360 400 69 3,283
Capital increase = - - - = = = = - -

Transaction costs of
capital measures = = - - — = = - — _

Treasury shares = - - - - = = - — _

Distribution - - - - = - - - — _

Total comprehensive income
for the year = = = = 5 ={l 140 -107 160 197

Transfer to retained earnings = = = 69 - - = = -69 -

Changes in the group of
consolidated companies = = = — - - = = = -

Equity at 31.12.2013 380 999 5,036 -3,097 -4 -30 -220 293 160 3,480

» Adjusted due to retrospective IAS 19 (revised) first time adoption. Details are disclosed in Note «Principles»
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Consolidated Statement
of Cash Flows

Consolidated statement of cash flows"

in € million 2012
Net income/loss 69
Write-downs, provisions for losses on, and write-ups of, loans and advances and additions to provisions in lending business 4
Write-downs and depreciation less write-ups on non-current assets 19
Change in other non-cash positions 163
Result from the sale of non-current assets —-18
Other adjustments —241
Subtotal -4

Change in assets and liabilities from operating activities after correction for non-cash components
Increase in assets/decrease in liabilities (<)

Decrease in assets/increase in liabilities (+)

Trading portfolio -2356
Loans and advances to other banks -546
Loans and advances to customers 5,837
Other assets from operating activities -108
Liabilities to other banks -493
Liabilities to customers -545
Liabilities evidenced by certificates —3,433
Other liabilities from operating activities -2,276
Interest income received 2,493
Dividend income received 1
Interest expense paid -2,267
Taxes on income paid =il
Cash flow from operating activities -1,593
Proceeds from the sale of non-current assets 4,290
Payments for the acquisition of non-current assets -533

Proceeds from the sale of investments =

Payments for the acquisition of investments =

Cash flow from investing activities 3,757
Payments of subordinated capital -550
Cash flow from financing activities -550
Cash and cash equivalents at the end of the previous period 323
+/— Cash flow from operating activities -1,593
+/— Cash flow from investing activities 8,75
+/— Cash flow from financing activities =550

+/— Effects of exchange rate changes and non-cash valuation changes -
Cash and cash equivalents at the end of the period 1,937

) Explanations in Note «Notes to the Items in the Consolidated Statement of Cash Flows»
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The Group is headed by pbb which is registered in the commercial register of the Amtsgericht (local
court) Munich (HRB 41054) and is a 100% subsidiary of Hypo Real Estate Holding AG (HRE Holding).
HRE Holding is a 100% subsidiary of Finanzmarktstabilisierungsfonds-FMS. pbb Group combines the
strategic assets and new business of Hypo Real Estate Group (HRE). New business is generated in
public investment finance and real estate finance.

Accounting Policies

pbb has prepared its Group financial statements for the period ended 31 December 2013 in line with
EC ordinance No.1606/2002 of the European Parliament and Council of 19 July 2002 in accordance
with International Financial Reporting Standards (IFRS). These financial statements are based on the
IFRS rules, which have been adopted in European Law by the European commission as part of the
endorsement process; it is also based on the regulations of commercial law which are applicable in
accordance with section 315a (1) HGB (German Commercial Code).

The IFRS are standards and interpretations adopted by the International Accounting Standards Board
(IASB). These are the International Financial Reporting Standards (IFRS), the International Accounting
Standards (IAS) and the interpretations of the IFRS Interpretations Committee (formerly IFRIC) or the
former Standing Interpretations Committee (SIC).

If they are not inconsistent with the IFRS, the German Accounting Standards (Deutsche Rechnungs-
legungs Standards — DRS) published by the Deutsche Rechnungslegungs Standards Committee
(DRSC) have been taken into account.

The Management Board of pbb prepared these consolidated financial statements on 18 March 2014
under the going-concern assumption.

The
following standards, interpretations and amendments, sorted by their date of endorsement by the
European Union, were applied for the first time in financial year 2013:
> Amendments to IAS 1 Presentation of ltems of Other Comprehensive Income
> Amendments to IAS 12 Income Taxes — Deferred Tax: Recovery of Underlying Assets
> Amendments to IFRS 1 — Severe Hyperinflation and Removal of Fixed Dates for First-time Adopters
> Amendments to IFRS 1 — Government Loans
> Amendments to IFRS 7 Financial Instruments: Disclosure — Offsetting Financial Assets and Finan-

cial Liabilities
>1AS 19 (revised 2011) Employee Benefits
> IFRIC Interpretation 20: Stripping Costs in the Production Phase of a Surface Mine
> IFRS 13 Fair Value Measurement
> Improvements to IFRS (2011)

Under the amendments to IAS 1, items of other comprehensive income are required to be grouped and
presented based on whether they could be recycled to the consolidated income statement. The
presentation requirements were taken into account in these consolidated financial statements by
adding new headings to the consolidated statement of comprehensive income.
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The amendments to IAS 12 supersede interpretation SIC-21 and govern the manner in which it should
be presumed that investment properties, property, plant and equipment and intangible assets meas-
ured at fair value will be recovered when measuring deferred taxes. They had no impact on these
consolidated financial statements, as pbb Group measures such assets at amortised cost.

Amendments to IFRS 1 — Severe Hyperinflation and Removal of Fixed Dates for First-time Adopters
and Amendments to IFRS 1 — Government Loans relate only to first-time adopters of IFRSs and there-
fore have no impact on pbb Group.

The amendments to IFRS 7 extend the disclosures required about financial assets and financial liabil-
ities that have been set off. In addition to a qualitative description of rights of set-off, they also require
extensive quantitative disclosures, such as the gross amount before offsetting, the net amount after
offsetting and the fair value of financial instruments received or pledged as collateral. The extended
disclosure requirements were taken into account in these consolidated financial instruments in the
note Offsetting of Financial Instruments.

IAS 19 (revised 2011) removes the option to use the corridor approach to recognise actuarial gains and
losses. Instead, these effects must be recognised in equity (other comprehensive income). Past service
cost must be recognised in the period in which the underlying plan amendment occurs rather than
allocated over the vesting period of the benefits, as was the case previously. Under IAS 19 (revised
2011), the interest rate determined for discounting pension obligations is now also used for expected
returns on plan assets. In addition, IAS 19 (revised 2011) changes the accounting for bonus payments
for partial retirement agreements. IAS 19.173 requires the changes under IAS 19 (revised 2011) to be
applied retrospectively. Due to the change in the presentation of actuarial gains/losses, equity declined
by €46 million as at 31 December 2012 (prior-year reporting date) (31 December 2011: €10 million).
Actuarial gains/losses arising from defined benefit obligations are presented in a separate line item
in equity. At the same time, provisions for pensions and similar obligations increased by €71 million
(31 December 2011: €21 million). Deferred tax assets for these items increased by €18 million as at
31 December 2012 (31 December 2011: €4 million) as wells as other assets by €7 million (31 De-
cember 2011: €7 million). As the effects of the change in the interest rate determined for expected
returns on plan assets and the change in the recognition of past service cost and bonus payments for
partial retirement agreements are insignificant for pbb Group, the prior-year consolidated income
statement was unaffected. Due to the change in actuarial gains and losses arising from defined
benefit obligations, prior-year total comprehensive income, which also includes changes in equity,
declined by €36 million.

IFRIC 20 governs the treatment of stripping costs incurred in surface mining. Due to pbb Group's
business model, IFRIC 20 has no impact on these consolidated financial statements.

IFRS 13 combines the rules on fair value measurement for all assets and liabilities. Significant new
requirements in IFRS 13 relate, for example, to the definition of fair value as the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction in the principal market
(or most advantageous market) at the measurement date under current market conditions (i.e. an exit
price). pbb Group ensures that items are measured at exit prices by using secondary market spreads
or referring to them for validation. This primarily had an impact of €-0.1 billion on the fair values of
pbb Group’s financial assets and liabilities. IFRS 13 also extends the disclosure requirements, particu-
larly for the fair value hierarchy. The extended disclosures are presented in these consolidated finan-
cial statements in the Note «Fair Values of Financial Instruments».

Improvements to IFRSs (2011) contain minor changes to or clarifications of IFRS 1, IAS 1, IAS 16,
IAS 32 and IAS 34. It had no significant impact on these consolidated financial statements.
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The following
standards, interpretations and amendments, sorted by their date of endorsement by the European
Union, were endorsed prior to 31 December 2013, but are not yet effective and were not applied
early:
>IFRS 10 Consolidated Financial Statements and Amendments to IAS 27 Separate Financial State-
ments

>|FRS 11 Joint Arrangements and Amendments to IAS 28 Investments in Associates and Joint
Ventures

>IFRS 12 Disclosure of Interests in Other Entities

>Amendments to IFRS 10 Consolidated Financial Statements, IFRS 11 Joint Arrangements and
IFRS 12 Disclosure of Interests in Other Entities: Transition Guidance

>Amendments to IFRS 10 Consolidated Financial Statements, IFRS 12 Disclosure of Interests in
Other Entities and IAS 27 Separate Financial Statements: Investment Entities

> Amendments to IAS 32: Offsetting Financial Assets and Financial Liabilities

> Amendments to IAS 36: Recoverable Amount Disclosures for Non Financial Assets

> Amendments to IAS 39: Novation of Derivatives and Continuation of Hedge Accounting

IFRS 10 replaces the guidance on control and consolidation previously contained in IAS 27 and SIC-12.
IFRS 10 introduces the concept of control as the basis for consolidation. Under this model, parent-
subsidiary relationships can arise not only from voting power, but from other contractual arrangements
as well. IAS 27 was renamed Separate Financial Statements and now deals only with separate finan-
cial statements; SIC-12 was withdrawn. The new standards were initially effective for financial years
beginning on or after 1 January 2013. However, they were endorsed by the European Union with an
effective date of 1 January 2014. Initial application of IFRS 10 is expected to result in only two changes
in the consolidated group structure of pbb Group. The previously consolidated House of Europe
Funding | Ltd., Grand Cayman, will cease to be consolidated, as a result of which the total assets of
pbb Group will decline by €0.2 billion. Ceasing to consolidate the entity will have no impact on pbb
Group's income statement. In addition, DEPFA Finance N.V,, Amsterdam, will be consolidated for the
first time. This will increase pbb Group's equity by €5 million and its total assets by €0.9 billion.
Consolidating the entity for the first time is not expected to have a significant impact on pbb Group'’s
income statement.

IFRS 11 supersedes IAS 31 and removes the option to proportionately consolidate joint ventures.
In future, joint ventures will be accounted for using the equity method in accordance with IAS 28.
The new standards were initially effective for financial years beginning on or after 1 January 2013.
However, they were endorsed by the European Union with an effective date of 1 January 2014. The
impact on future consolidated financial statements will depend on whether or not pbb Group has any
joint ventures or investments required to be included using the equity method in future. This is not
currently the case.

IFRS 12 combines the disclosure requirements for interests in subsidiaries, joint ventures, associates
and unconsolidated structured entities in a single standard. The new standard was initially effective
for financial years beginning on or after 1 January 2013. However, it was endorsed by the European
Union with an effective date of 1 January 2014. pbb Group expects the application of IFRS 12 to result
in extended disclosures about interests in other entities.

Transition Guidance (Amendments to IFRS 10, IFRS 11 and IFRS 192) clarifies that decisions about
whether or not investments are required to be consolidated in accordance with IFRS 10 should be
made at the beginning of the period in which the standard is applied for the first time. In pbb Group,
the decision will therefore be made on 1 January 2014. pbb Group has changed its accounting
processes to ensure that the decision about whether to consolidate is made on 1 January 2014.
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Investment Entities (Amendments to IFRS 10, IFRS 12 and IAS 27) exempts specifically defined
investment entities from the requirement to consolidate subsidiaries that they control. The invest-
ments in question must instead be measured at fair value through profit or loss. IFRS 12 also contains
specific disclosure requirements for investment entities. As pbb Group is not an investment entity
within the meaning of the IFRS definition, this will have no impact on pbb Group.

The amendments to IAS 32 clarify the requirements for offsetting financial instruments. They also
explain the meaning of «currently has a legally enforceable right of set-off» and clarify which gross
settlement systems may be considered equivalent to net settlement within the meaning of the
standard. The amendments to IAS 32 must be applied for the first time for financial years beginning
on or after 1 January 2014. The clarification of IAS 32 is not expected to have a significant impact on
pbb Group. The amendments to IFRS 7 Financial Instruments accompanying the amendments to IAS 32
and the resulting extended disclosures were presented in these financial statements in the note
Offsetting of Financial Instruments.

The amendments to IAS 36 correct a disclosure requirement introduced into IAS 36 by IFRS 13
regarding the recoverable amount of cash-generating units to which a significant amount of goodwill
or intangible assets with indefinite useful lives has been allocated. They also introduce new disclosures
when an impairment loss is recognised or reversed for an asset or a cash-generating unit and recov-
erable amount was based on fair value less costs of disposal. The amendments must be applied
retrospectively, but only for reporting periods in which IFRS 13 has already been applied. They are not
expected to have any impact on pbb Group unless it holds such intangible assets in future.

Lawmakers have made far-reaching legal changes designed to improve transparency and regulatory
oversight of over-the-counter derivatives. For example, entities are required to novate derivatives to
central counterparties subject to certain conditions. The amendments to IAS 39 take account of these
changes, as the previous |IAS 39 requires hedge accounting to cease if the original derivative no
longer exists. For hedge accounting purposes, the derivative entered into with the central counter-
party would have to be redesignated as a hedging instrument, which may result in more ineffective-
ness compared with the previous hedging relationship. The IASB has therefore added a provision to
the previous IAS 39 providing relief from the requirement to cease hedge accounting if the novation
of a hedging instrument with a central counterparty meets certain criteria. In particular, the relief
requires that novation be required by laws or regulations. The amendments to IAS 39 must be applied
for financial years beginning on or after 1 January 2014. Early application of the requirements is
permitted. pbb Group will make use of the relief in order to maximise the effectiveness of its hedging
relationships.

In addition, the fol-
lowing standards, interpretations and amendments, sorted by their date of publication, were issued,
but had not yet been endorsed by the European Union and not applied early by pbb Group at the
reporting date:
>|FRS 9 — Financial Instruments
> |FRS 9 — Hedge Accounting and Amendments to IFRS 9, IFRS 7 and IAS 39
>Amendments to IFRS 9 and IFRS 7 — Mandatory Effective Date and Transition Disclosures
>Amendments to IAS 19 (revised 2011) Employee Benefits: Defined Benefit Plans — Employee

Contributions
> IFRIC Interpretation 21 Levies
> Improvements to IFRSs 2012
> Improvements to IFRSs 2013
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The IASB is replacing IAS 39 with IFRS 9 through a project in several phases. In 2009 and 2010, the
IASB published new requirements for the first phase of the project, Classification and Measurement,
which are likely to be amended again. For the Impairment Methodology and Hedge Accounting phases
of the project, on the other hand, no sections of the standard have yet been adopted. The Classification
and Measurement phase is expected to provide the following measurement categories for the classifi-
cation of financial instruments:

> at fair value through profit or loss

> at fair value through other comprehensive income

> at amortised cost

The classification of financial debt instruments on the assets side depends on the entity’s business
model for managing financial assets and the characteristics of the contractual cash flows of the finan-
cial asset. Equity instruments and assets at FVTPL, on the other hand, are generally required to be
measured at fair value. On the liabilities side, non-derivative liabilities that are not held for trading or
that the entity does not elect to measure at fair value must be measured at amortised cost. Changes
in the value of liabilities at FVTPL that are attributable to changes in the entity’s own credit risk are
required to be recognised directly in equity. The effective date of IFRS 9 is currently expected to be
1 January 2018. Initial application of the new standard is expected to have an extensive impact on
pbb’s consolidated financial statements. It is likely that some assets and liabilities previously measured
at amortised cost will have to be measured at fair value in future and vice versa. However, the overall
impact on pbb Group will not become clear until all sections of IFRS 9 have been published.

Amendments to IFRS 10, IFRS 11 and IFRS 12: Transition Guidance clarify the retrospective applica-
tion of the concerned standards and have to be initially adopted along with IFRS 10, IFRS 11 and
IFRS 12 for financial years beginning on or after 1 January 2014.

In a second phase of the project, the IASB published IFRS 9 — Hedge Accounting and Amendments
to IFRS 9, IFRS 7 and IAS 39. The aim of the hedge accounting model under IFRS 9 is to more
closely align accounting with the risk management system. The types of hedging relationship still
permitted are:

> Cash flow hedge accounting

> Fair value hedge accounting

>Hedge of a net investment in a foreign operation

The list of qualifying hedged items and hedges has in each case been extended. In particular, groups
of hedged items may now be designated if, individually, the hedged items qualify for designation, as
may net positions and nil net positions. As a rule, any financial instrument measured at fair value is
suitable as a hedging instrument. The exception to this rule are liabilities for which the fair value option
has been used and equity instruments designated at fair value through other comprehensive income.
IFRS 9 dispenses with the range of 80% to 125% required by IAS 39 when measuring effectiveness,
as a result of which effectiveness no longer has to be tested retrospectively. Effectiveness still has to
be tested prospectively and any ineffectiveness recognised. A hedging relationship may only be
discontinued if the requirements defined for this are met; this means that hedging relationships must
be continued if the risk management objective remains unchanged. Extended disclosures have to be
made about the risk management strategy, the effects of risk management on future cash flows and
the effects of hedge accounting on the financial statements. In addition, recognition in other compre-
hensive income of own credit risk for financial liabilities that the entity has elected to measure at fair
value is now possible in isolation, i.e. without applying the other requirements under IFRS 9. This
section of IFRS 9 must be initially applied in accordance with the requirements on the initial applica-
tion of IFRS 9 as a whole. The requirements will have an impact on pbb Group’s hedge accounting.
However, it will not be possible to assess the overall impact until all sections of IFRS 9 have been
published.
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Mandatory Effective Date and Transition Disclosures (Amendments to IFRS 9 and IFRS 7) provides
relief from restating prior-year amounts when applying IFRS 9 for the first time. This relief was initially
only available when early applying IFRS 9 before 1 January 2012 and involves making additional
disclosures in accordance with IFRS 7 at the date of transition. The effective date of these amend-
ments is the same as specified in IFRS 9.

The amendments to IAS 19 (revised 2011) clarify the requirements regarding the attribution of employee
contributions or contributions from third parties to periods of service when the contributions are
linked to service. They also provide relief when contributions are independent of the number of years
of service. Subject to endorsement by the European Union, the amendments are effective for financial
years beginning on or after 1 July 2014. They are not expected to have a significant impact on pbb
Group.

IFRIC 21 Levies is an interpretation of IAS 37 Provisions, Contingent Liabilities and Contingent Assets.
IFRIC 21 clarifies when a present obligation exists and a provision or liability has to be recognised for
levies imposed by governments. In particular, levies resulting from IAS 12 Income Taxes are not within
the scope of IFRIC 21. IFRIC 21 requires a liability to be recognised for levies when the event triggering
the obligation to pay the levy occurs. This triggering event that gives rise to the obligation results, in
turn, from the wording of the underlying standard. Its wording therefore determines the accounting
treatment. Subject to endorsement by the European Union, the interpretation is effective for financial
years beginning on or after 1 January 2014. For pbb Group, IFRIC 21 is not at present expected to
have a significant impact on the levies currently payable.

Through the Annual Improvements Project, minor amendments are made to individual standards in
order to clarify issues or standardise the wording. Improvements to IFRSs 2012 related to IFRS 2,
IFRS 3, IFRS 8, IFRS 13, IAS 16, IAS 24 and IAS 38, and Improvements to IFRSs 2013 to IFRS 1,
IFRS 3, IFRS 13 and IAS 40. Subject to endorsement by the European Union, both sets of improve-
ments are effective for financial years beginning on or after 1 July 2014. They are not expected to have
a significant impact on pbb Group.

The
Management Board of the Company, that is wholly owned indirectly by the Federal Republic of
Germany, has resolved to use the Public Corporate Governance Code of the federal government,
which is based on the «comply or explain» principle, subject to identical resolution by the Supervisory
Board. The Management Board and the Supervisory Board published a statement of compliance for
the public corporate governance code of the federation on pbb's website (www.pfandbriefbank.com)
after the respective resolution is adopted by the Supervisory Board.

The Group management report meets the requirements of section 315 (1)
and (2) HGB (German Civil Code) and DRS 20, which was already initially adopted in the reporting
year 2012 on a voluntarily basis. It comprises fundamental information about the Group, a report on
the economic position, a report on post-balance-sheet date events, and a report on expected develop-
ments as well as a risk and opportunity report. The risk and opportunity report contains information
which, under IFRS 7, is required to be disclosed. Events after the balance sheet date are described
in the report on post-balance-sheet date events.
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pbb Group applies accounting policies consistently in accordance with the framework of IFRS as well
as IAS 1 and IAS 8.

In financial year 2013, pbb Group changed the presentation logic for expenditure items. These are
now shown with minus signs. Prior-year figures are presented in the same way.

As of 31 December 2013 pbb Group applied the equal accounting and measurement principles as in
the consolidated financial statements as of 31 December 2012.

The separate financial statements of the consolidated domestic and foreign companies are incor-
porated in the consolidated financial statements of pbb Group using uniform accounting and meas-
urement principles.

Number of
subsidiaries/
entities”
Fully consolidated Not fully consolidated Associated companies and
subsidiaries subsidiaries” other investments
Thereof Thereof
special- special-
purpose purpose Associated Other
Total entities Total entities companies  investments Total
1.1.2012 12 4 7 2 4 6 29
Additions 1 1 = = - - 1
Disposals =2 = =i ={ =i =2 =@
Mergers =i = =i = = = =2
31.12.2012 10 5 5 1 3 4 22
1.1.2013 10 5 5 1 3 4 22
Additions 1 1 - - - - 1
Disposals =i =i = = = = =il
Mergers - - =i - - = ={]
31.12.2013 10 5 4 1 3 4 21

V) pbb, subsidiaries (including special-purpose entities), associated companies and other investments
2 Not fully consolidated due to immateriality respectively not to be consolidated according to SIC-12

These consolidated financial statements set out a list of shareholdings in the chapter «Holdings». In
this list, the subsidiaries are structured on the basis of whether or not they are consolidated. Other
shareholdings are also listed. All fully consolidated companies have prepared their individual financial
statements for the period ended 31 December 2013.

The effects of the contractual relations between the Group companies and the subsidiaries which are
not consolidated are set out in the consolidated financial statements. The pooled results of the sub-
sidiaries, which have not been consolidated in view of their minor significance, are less than €1 million
(2012: €2 million). Net losses are almost completely included in the Group financial statement by
depreciation on investments, provisions and profits transferred. The pooled total assets of the non-
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consolidated subsidiaries account as in the previous year for less than 0.1% of the Group's total assets.
The shares in the non-consolidated companies are shown as AfS financial investments.

pbb holds 100% of the interest in DEPFA Finance N.V., Amsterdam. As the majority of risks and rewards
is held Group-externally pbb has not to consolidate the special-purpose entity according to IAS 27 in
conjunction with SIC 12.

In 2013 it came to the following changes in consolidation:

All shares of Little Britain Holdings (Jersey) Ltd., Jersey, were sold on 20 September 2013. The de-
consolidation resulted in a gain of €92 million, which was recognised in pbb's consolidated financial
statements under net income from financial investments. The €1 million loss generated by the company
between 1 January and the date of sale, 20 September 2013, is included in pbb’s consolidated finan-
cial statements. The total assets in accordance with the accounting policies applicable to pbb's
consolidated financial statements amounted to €97 million. The assets side of the company's state-
ment of financial position primarily comprised salvage acquisitions in the amount of € 84 million, which
were reported under other assets. The equity and liabilities side mainly consisted of a liability to pbb
in the amount of €108 million and equity in the amount of €13 million.

FUNDUS Gesellschaft fiir Grundbesitz und Beteiligungen GmbH, Munich, previously an unconsoli-
dated subsidiary, was merged with pbb effective 28 August 2013.

The company RPPSE Espacio Oviedo S.L.U., Madrid, was initially consolidated on 26 Novermber
2013. On this day pbb firmly committed to take over the participation in the company and gained con-
trol over the company. The company has a property with a book value of €27 million on the asset side
according to the accounting policies of the Group and a funding from pbb about €61 million on the
liability side. The initial consolidation resulted in an asset change. pbb Group recognises the property
with a book value of €27 million as a salvage acquisition under the item other assets instead of the
loan impaired to this amount. There have been no material effects on the income statement. The
shares were purchased for €1 on 25 February 2014 by IMMO Invest Real Estate GmbH, Munich, a
subsidiary of pbb.

At the acquisition date the costs of a business combination are allocated
by recognising the acquiree’s identifiable assets, liabilities and contingent liabilities that satisfy the
recognition criteria according to IFRS 3.10 at their fair values at that date. Any difference between the
cost of the business combination and the acquirer’s interest in the net fair value of the identifiable
assets, liabilities and contingent liabilities so recognised are accounted as goodwill or as an excess of
acquirer's interest in the net fair value of acquiree’s identifiable assets, liabilities and contingent liabil-
ities in accordance with IFRS 3.32-36. If the interest in net fair value of the identifiable assets, liabilities
and contingent liabilities exceeds the costs of business combination the acquirer shall reassess the
identifiable assets, liabilities and contingent liabilities and the measurement of the cost of the combi-
nation, and recognise immediately in profit or loss any excess remaining after reassessment.

Business relations within the group of consolidated companies are netted with respect to each other.
Intercompany results attributable to internal transactions are eliminated.

There are no material interests in associated companies or joint ventures. The holdings are accounted
as AfS financial instruments.
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According to IAS 32, a financial instrument is any contract that gives rise to a financial asset of one
entity and a financial liability or equity instrument of another entity.

pbb Group recognises a financial asset or a financial liability in its
statement of financial position if a Group company becomes party to the contractual provisions of the
financial instrument.

The purchases or sales of financial instruments are recognised on the trading date. Premiums and
discounts are recognised in accordance with the accrual concept in the position net interest income
and similar income. In accordance with the primary derecognition concept of IAS 39, a financial asset
has to be derecognised when all risks and rewards have substantially been transferred. If the main
risks and rewards of ownership of the transferred financial asset are neither transferred nor retained,
and if control over the transferred asset is retained, the Company has to recognise the asset to the
extent of its continuing involvement. There are no transactions within pbb Group which result in partial
derecognition due to a continuing involvement.

In case of pension agreements and synthetic securitisations the assets transferred do not qualify for
derecognition because derecognition criteria of IAS 39 are not fulfilled.

Collaterals with the same counterparty and same conditions (e.g. ISDA frame contract) are netted
according to IAS 32.34 and thus disclosed as a net amount.

When a financial asset or financial liability is recognised initially, it
is measured at its fair value.

For subsequent measurement purposes IAS 39 requires that all financial instruments have to be clas-
sified according to this standard, to be disclosed in the statement of financial position and to be
measured according to its categorisation:

A financial asset or a financial liability is held for trading if it is:
> acquired or incurred principally for the purpose of selling or repurchasing it in the near term
> part of a portfolio of identified financial instruments that are managed together and for which there
is evidence of a recent actual pattern of short-term profit-taking
> a derivative (except for a derivative that is a designated and effective hedging instrument)

Held-for-trading financial instruments are measured at fair value. Changes in fair value are recognised
in profit or loss. Held-for-trading financial instruments are disclosed as trading assets and trading
liabilities. Interest and dividend income as well as the refinancing costs for the held-for-trading instru-
ments are recognised in net trading income.

If there is a difference between transaction price and market value at the trading date and the differ-
ence results from unobservable data that have a significant impact on the measurement of a finan-
cial instrument, the difference (so-called day one profit) is not recognised immediately in profit or loss
but is recognised over the life of the transaction. The remaining difference is recognised directly in
profit or loss when the inputs become observable, when the transaction matures or is closed out. In
the financial years 2013 and 2012 there were no material day one profits.

If certain conditions are satisfied, financial
assets or liabilities can be classified as a financial asset respectively a financial liability at fair value
through profit or loss when they are initially recognised. A designation can be made if the use of the
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measurement category means that a recognition and measurement inconsistency is either avoided or
considerably reduced, and management and performance measurement of a portfolio of financial in-
struments are based on the fair values or if the instrument contains a separable embedded derivative.
dFVTPL financial instruments are measured at fair value. Changes in fair value are recognised in
profit or loss.

As of 31 December 2013, pbb Group had no financial assets and no financial liabilities in the category
dFVTPL. As of 31 December 2012, one fixed-income security was held in the category dFVTPL. An
inconsistency in terms of measurement was avoided by this designation. This security was recognised
under financial investments. Interest income from the securities was recognised in net interest in-
come and similar income. The changes in value to be recognised in profit or loss were recognised in
net income from hedge relationships in the same way as the changes in value of the corresponding
derivatives.

Held-to-maturity investments are non-derivative financial assets with fixed or
determinable payments and fixed maturity that an entity has the positive intention and ability to hold
to maturity. HtM financial investments are measured at amortised cost. In financial years 2013
and 2012, no financial assets were classified as HtM at pbb Group.

Loans and receivables are non-derivative financial assets with fixed or
determinable payments that are not quoted in an active market. Loans and receivables include bonded
notes.

Loans and receivables are recognised in the positions loans and advances to banks, loans and ad-
vances to customers and financial investments, and are measured at amortised cost. Interest income
from loans and receivables is recognised in net interest income and similar income. Market price
related net gains and net losses attributable to prepayment penalties and disposal of loans and ad-
vances to customers and of loans and advances to banks are disclosed in net interest income and
similar income. Such net gains and net losses from financial investments are recognised in net income
from financial investments. Impairments due to credit standing factors and which affecting profit or
loss are recognised in provisions for losses on loans and advances respectively, in the case of finan-
cial investments, in net income from financial investments.

Available-for-sale assets are those non-derivative financial assets that are
classified as available for sale and which are not classified as loans and receivables, held-to-maturity
investments or financial assets at fair value through profit or loss. pbb Group only classifies securities
as AfS but not loans and advances.

AfS financial assets are measured at fair value. Changes in fair value are recognised in a separate
item of equity (AfS reserve) not affecting profit or loss until the asset is sold, withdrawn or otherwise
disposed of or if an impairment is established for the financial asset in accordance with IAS 39.58 et
seq., so that the cumulative loss previously recognised in equity is now recognised in profit or loss. If
the objective evidence for the impairment of an AfS debt instrument drops out, the impairment has to
be reversed through profit or loss. On the other hand, impairments of an AfS equity instrument which
have been recognised in profit or loss are not permitted to be reversed through profit or loss.

AfS financial assets are disclosed as financial investments. Interest income from AfS assets is recog-
nised in net interest income and similar income. Net gains and net losses generated by the disposal
of AfS financial instruments as well as by changes in value as a result of impairment or reversals to be
recognised in profit or loss are recognised in net income from financial investments.
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Financial liabilities at amortised cost are those non-derivative
financial liabilities that are not classified at fair value through profit or loss.

Financial liabilities at amortised cost are measured at amortised cost. Financial liabilities at amortised
cost that are not securitised are recognised in liabilities to other banks and liabilities to customers. If
these financial liabilities are securitised and not subordinated, they are recognised in liabilities evidenced
by certificates. Subordinated liabilities are recognised in subordinated capital. Interest expenses from
financial liabilities at amortised cost are recognised in net interest income and similar income. In
addition, the position net interest income and similar income includes net gains and net losses attribut-
able to repurchases or withdrawals before maturity as well as impairments and impairment reversals
of financial liabilities at amortised cost.

Derivatives are measured at fair value. Changes in fair value are recognised in profit or
loss if the derivatives are not part of cash flow hedge accounting. The measurement gains and losses
from stand-alone derivatives are recognised in net trading income and from hedging derivatives in net
income from hedge relationships. In the statement of financial position, stand-alone derivatives are
disclosed as trading assets and trading liabilities. Hedging derivatives are disclosed as other assets
and other liabilities.

Outside the held-for-trading and dFVTPL category, embedded derivative financial instruments within
a structured product and which are required to be separated are separated from the host contract and
recognised as stand-alone derivative financial instruments. Thereafter, the host contract is measured
in accordance with its classification. The change in value arising from the separated derivatives that
are measured at fair value is recognised in profit or loss.

IFRS 7 and IFRS 13 required disclosures according to classes of financial instruments. pbb
Group mainly defined the IAS 39 measurement categories, irrevocable loan commitments, financial
guarantees, hedging derivatives and cash reserve as classes.

Financial instruments at fair value are measured on the basis of stock market
prices or other market prices, if existent. If a price is not available from an active market, observable
market prices from comparable financial instruments are used. If prices from comparable financial
instruments are not available, valuation models are used that base on observable market parameters.
If these parameters are not observable at the markets, the measurement of the financial assets is
based on models with non-market-observable parameters. The used measurement models are market
standard models. A description of these models and the products is given in the Note «Fair Val