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Registered Letter / Advice of Delivery SRR
Securities and Exchange Commission
Office of International Corporate Finance
Room 3099

450 Fifth Street, NW

Washington D.C. 20549

United States

SUPPL

Your ref. Your message Our ref. Extension Essen

UM . -486 21.08.07

File No. 824883 - Frequent Issuer Status of
Hypothekenbank in Essen AG

Dear Sir or Madam,

Please find enclosed Essen Hyp’s website as of July 31, 2007 (English
version and the Press Release as of August 14, 2007 “Interim Report of
Hypothekenbank in Essen AG as of June 30, 2007 (English and German
version).

We would be obliged if you could confirm that you have received this
information by returning the enclosed answer form to us.

Thank you very much for your assistance.

U%QAQ_Lf)

Yours faithfully,

Hypothekenbank in Essen
Aktiengesellschaft

Gildehofstrasse |
45127 Essen

Germany
www.essenhyp.com
info@essenhyp.com
Tel.: +49 201 81350
Fax: +49 201 8135-200

Bank Details:

Dreutsche Bundesbank
Filiale Essen

Account No.: 360 096 10
BIC Code: HYES DE 3E
[BAN No.:
DES7360000000036009610

Commerzbank AG

Baok Code 360 400 39
Account No.: 177 64 75
IBAN No.:
DE9S3360400390177647500
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Hypothekenbank in Essen
Aktiengesellschaft

Supervisory Board:
Michael Reuther

HRB (Register of Companies) 7083 (Chairman)
Amtsgericht {(Local Court) Essen

Board of Managing Directors:
Hubert Schulte-Kemper (Chairman)
Burkhard Daliosch, Wolfgang Groth
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Pressemitteilung
Zwischenbericht der Hypothekenbank in Essen AG zum 30. Juni 2007

Bilanzsumme bei € 98,5 Mrd.

» Kernkapitalquote von 6,8 % auf 7,7 % verbessert
Neuzusagen von Kommunalkrediten um 58% auf € 6,8 Mrd. im Vergleich zum
Vorjahreszeitraum gestiegen

Kapitalmarktgeschiift

Die Neuzusagen im Kapitalmarktgeschift beliefen sich zum Stichtag auf insgesamt

€ 15,9 Mrd. (€ 16,9 Mrd.). Darunter waren € 15,8 Mrd. (€ 16,5 Mrd.} an Darlehen und
Wertpapieren, die in die Deckung der 6ffentlichen Pfandbriefe aufgenommen werden
konnten.

Im ersten Halbjahr 2007 gelang es erstmalig, syndizierte Kredite an Kreditinstitute mit einem
Volumen von € 120,0 Mio. abzuschlieen. AuBerdem wurde die M&glichkeit zum Erwerb von
Credit Default Swaps (CDS) neu in den Produktkatalog aufgenommen. Im Berichtszeitraum
betrug das gehandelte Volumen in diesem Bereich € 400,0 Mio.

Der Kapitalmarktbestand erhohte sich von € 77,0 Mrd. um 1,0 % auf € 77,8 Mrd..
Korrespondierend zur Internationalisierungsstrategie der Bank verringerte sich der Anteil von
Darlehen an inlindische Adressen um 1,4 % von € 49,9 Mrd. auf € 49,2 Mrd. Demgegeniiber
erhohte sich der Bestand an Ausleihungen innerhalb der EU, an andere europiische Staaten
sowie an Liinder in Asien und Nordamerika und in den iibrigen Regionen von € 27,1 Mrd. um
5.5 9% auf € 28,6 Mrd.

»lch bin zufrieden, dass wir sowohl mit unserer Internationalisierungsstrategie als auch
mit unserer Planung, neue Produkte in unseren Bestand zu nehmen, ein ganzes Stiick
weiter gekommen sind. Ich sehe uns auf einem guten Weg, auch fiir zukiinftige
Herausforderungen geriistet zu sein*, so Wolfgang Groth, fiir den Kapitalmarkt
zustiindiger Vorstand in der Essen Hyp.

Immobiliengeschiift

Im ersten Halbjahr 2007 wurden Hypothekarkredite mit einem Volumen von € 0,6 Mrd.

(€ 1,1 Mrd.) neu zugesagt. Bei diesen verringerte sich im Vergleich zum Vorjahreszeitraum
der Anteil der Zusagen fiir wohnwirtschaftliche Finanzierungen auf 44,3 % (78,1 %).
Schwerpunkt war im Berichtszeitraum die Finanzierung gewerblicher Objekte mit 55,7 %
(21,9 %). Die Gliederung nach Landern weist insgesamt fiir Ausleihungen auBerhalb
Deutschlands einen Anteil von 27,3 % aus. Das entspricht gegentiber dem Vorjahreszeitraum
einer Zunahme um 18,8 Prozentpunkte. Im Segment der gewerblichen
Immobilienfinanzierungen wurde im Berichtszeitraum insgesamt ein Volumen in Héhe von
€ 0,3 Mrd. (€ 0,3 Mrd.) vergeben. Der Schwerpunkt der Abschliisse lag mit einem Anteil von




60,8 % (28,1 %) im Bereich der Biiroimmobilien. Auf Handels- und Kaufstitten entfielen
34,0 % (61,5 %). Der verbleibende Anteil entfiel im Wesentlichen auf Logistikimmobilien
und Industriegebiude sowie sonstige Nichtwohngebiude.

Der Gesamtbestand an Immobilienfinanzierungen belief sich zum 30.6.2007 auf € 8,3 Mrd.
nominal (€ 8,2 Mrd.). Im wohnwirtschaftlichen Segment blieb der Bestand mit € 5,9 Mrd.

(€ 5,9 Mrd.) cbenso wie der Bestand an gewerblichen Immobilienfinanzierungen mit einem
Volumen von € 2,4 Mrd. (€ 2,3 Mrd.) in etwa auf dem Niveau zum Jahresultimo 2006. Die
Zinsanpassungsquote im Bestandsgeschift lag zum Berichtszeitpunkt bei 46,1 % (31,7 %).

s

Refinanzierung

Im Berichtszeitraum emittierte die Bank insgesamt Schuldverschreibungen in Hohe von

€ 11,2 Mrd. (€ 26,2 Mrd.). Von diesem Neugeschift entfielen € 4,1 Mrd. (€ 14,3 Mrd.) auf
offentliche Pfandbriefe, € 0,2 Mrd. (€ 1,8 Mrd.) auf Hypothekenpfandbriefe und € 6,9 Mrd.
(€ 10,1 Mrd.) auf sonstige, nicht deckungspflichtige Schuldverschreibungen. Die ungedeckte
Refinanzierung erfolgte mit einem Volumen von € 4,6 Mrd. (€ 6,0 Mrd.) zum iiberwiegenden
Teil revolvierend itber das Commercial Paper Program der Essen Hyp.

Ertrige und Aufwendungen

Der Zinsiiberschuss sank im Berichtszeitraum von einem Vorjahreswert per 30.06.2006 von
€ 152,1 Mio. auf € 98,7 Mio., ein Riickgang, der im Wesentlichen auf das schwierige
Marktumfeld mit einer flachen Zinsstrukturkurve und insgesamt steigenden Zinsen
zuriickzufiihren 1st.

Die Provisionsertrige blieben dagegen mit € 3,0 Mio.( € 2,6 Mio.)! in etwa auf dem Niveau
der vergleichbaren Vorjahresperiode. Die Provisionsaufwendungen reduzierten sich auf €
10,3 Mio. (€ 16,4 Mio.). Hierin enthalten sind Provisionsaufwendungen in Héhe von

€ 4,7 Mio. fiir von der Commerzbank vermittelte wohnwirtschaftliche
Immobilienfinanzierungen, die in den Folgejahren zur Erhdhung des Zinsiiberschusses fiihren
werden. Per Saldo wurde fiir den Berichtszeitraum ein Provisionsergebnis von € -7,3 Mio.
(€ -13,8 Mio.) erreicht.

Zins- und Provisionsiiberschuss zusammen lagen im ersten Haibjahr bei € 91,4 Mio.

(€ 138,3 Mio.).

Die Verwaltungsaufwendungen stiegen im ersten Halbjahr 2007 um € 4,3 Mio. auf

€ 23,2 Mio. (€ 18,9 Mio.). Hiervon entfielen € 10,0 Mio. (€ 7,9 Mio.) auf Personalkosten,
deren Anstieg im Wesentlichen auf notwendige Neueinstellungen sowie die Ubernahme von
Nachwuchskriften zuriickzufiihren ist.

Im ersten Halbjahr lag das Betriebsergebnis der Bank bei € 49,6 Mio. (€ §9,1 Mio.). Der
Halbjahresiiberschuss ging wegen des geringeren Zinsergebnisses von € 68,8 Mio. auf
€ 35,6 Mio. zuriick.

Ausblick
Die Essen Hyp hat es, wie alle Finanzinstitute, mit einem anhaltend schwierigen Marktumfeld
zu tun. Vor allem der flache Verlauf der Zinsstrukturkurve wird auch weiterhin das

! Die in Klammern genannten Werte sind entsprechend der hinten angehiingten Tabelle entweder
Vergleichswerte per 31.12.06 (Zahlen aus der Bilanz), bei den Zahlen zur Geschiiftsentwicklung und Ertragslage
die Werte per 30.06.06.




Zinsergebnis belasten. Der Vorstand erwartet deshalb auch zum Jahresende ein im Vergleich
zum Vorjahr riickliufiges Ergebnis.

Von dem Thema Subprime Mortgage Market in den USA ist die Bank nicht betroffen, da es
kein direktes oder indirektes Engagement in diesem Segment gibt.

Den vollstandigen Zwischenbericht finden Sie unter www.essenhyp.de.

Ihre Ansprechpartnerin fiir weitere Fragen:

Caroline Fischer

Abteilungsleiterin Public Relations Management
Gildehofstr. 1, 45127 Essen

Tel.: 0201 / 81 35 495, Fax: 0201/ 81 35 469

Email: caroline.fischer@essenhyp.com




Zahlen aus der Bilanz 30.06.2007 | 31.12.2006 |Verinderung
Mio. € Mio. € in %

Bilanzsumme 98.499 102.357 -3,77
cingezahltes Kapital und Riicklagen 846 749 12,95
Genussrechte 288 288 0
nachrangige Verbindlichkeiten 388 373 4,02
Forderungen

Hypothekendarlehen 8.205 8.074 1,62
Kommunalkredite 33.753 33.249 1,52
fremde Wertpapiere 45.147 45.109 0,08
andere Forderungen 9.278 12.802 -27,53
Verbindlichkeiten

gegeniiber Kreditinstituten 13.257 12.767 3.84
gegeniiber Kunden 7.980 7.384 8,07
verbriefte Verbindlichkeiten 75.318 80.320 -6,23
Geschiiftsentwicklung und Ertragslage 30.06.2007 | 30.06.2006 |Verinderung

Mio. € Mio. € in %

Neugeschiift

Hypothekendarlehen 565 1.062] -46,80
Kommunalkredite 6.760 4272 58,24
fremde Wertpapiere 9.186 12.613 -27,17
Gewinn- und Verlustrechnung
Zinsiiberschuss 98,7 152,1 -35,11
Zins- und Provisionsiiberschuss 91,4 138,3 -33.91
Verwaltungsaufwendungen 23,2 18,9 22,75
Betriecbsergebnis vor Risikovorsorge 65,3 121,4 -46,21
Risikovorsorge -15,7 -32,3 -51,39
Betriebsergebnis 49 6 89,1 -44 33
Halbjahresiiberschuss 35,6 68,8 -48,26




HYPOTIEKENBANK IN ESSEN AG

August 14, 2007

Press release
Interim Report of Hypothekenbank in Essen AG as of June 30, 2007

e Balance sheet total at €98.5bn
* Core capital ratio improved from 6.8% to 7.7%
* New public-sector loans rose 58 % to €6.8bn compared to the first half of 2006

Capital markets

As of June 30, 2007 new loans in the capital markets segment totaled €15.9bn (€16.9bn). New
transactions included €15.8bn (€16.5bn) in loans and securities eligible to serve as cover for
our public-sector Pfandbriefe.

In the first half of 2007 we were able to close, for the first time, syndicated loans to credit
institutions totaling €120m. Furthermore, we added to our product range the option to buy
credit default swaps (CDS). In the period under review the total volume traded in this segment
was €400m.

Our total capital markets portfolio increased by 1% from €77bn to €77.8bn. In line with our
internationalizatton strategy the portion of loans to domestic borrowers declined by 1.4%
from €49.9bn to €49.2bn. Simultaneously, the portion of loans to borrowers in the EU, other
European countries, North America and other foreign countries rose 5.5% from €27.1bn to
€28.6bn.

“I am pleased to say that we have made good progress as regards our
internationalization strategy and our plans to add new products to our portfolio. I feel
that we are well on our way to preparing ourselves for future challenges,* said
Wolfgang Groth, Member of the Board of Managing Directors responsible for Essen
Hyp’s capital markets business.

Real estate finance

In the first half of 2007 we granted new real estate loans totaling €0.6bn (€1.1bn). While the
share of new residential loans decreased to 44.3% (78.1%) compared to the same period in the
previous year, the main focus was on commercial loans which made up 55.7% (21.9%) of the
total. The breakdown by country shows total lending outside Germany at 27.3%, an increase
of 18.8 percentage points compared to the same period in the previous year. New commercial
loans totaled €0.3bn (€0.3bn) in the reporting period. At 60.8% (28.1%) the emphasis of our
closings was on office buildings. Retail space accounted for 34% (61.5%). The remaining
loans essentially relate to logistics centers and industrial space, as well as to other non-
residential properties.

As of June 30, 2007 the mortgage loan portfolio totaled €8.3bn (€8.2bn) in nominal terms,
The residential loan portfolio remained at the level posted at year-end 2006, totaling €5.9bn




(€5.9bn). Similarly, the commercial loan portfolio remained basically unchanged at €2.4bn
compared to €2.3bn at year-end 2006. The loan extension ratio, i.e. the percentage of loans
renewed on the repricing date, was 46.1% (31.7%) at the end of the reporting period.

Funding

In the period under review Essen Hyp issued bonds to the amount of €11.2bn (€26.2bn}. Of
this figure, public-sector Pfandbriefe accounted for €4.1bn (€14.3bn), mortgage Pfandbriefe
for €0.2bn (€1.8bn) and other bonds not requiring cover for €6.9bn (€10.1bn). At €4.6bn
(€6bn) most of these uncovered bonds were issued as revolving credit via our bank’s
Commercial Paper Program.

Income and expenses

In the reporting period net interest income declined from €152.1m as of June 30, 2006 to
€98.7m. This decline can mostly be ascribed to the difficult market environment which is
characterized by a flat yield curve and an overall increase in interest rates.

Commission income remained basically unchanged and amounted to €3bn compared to
€2.6bn’ as of June 30, 2006. Commission expenses decreased from €16.4m to €10.3m. This
figure includes commission paid to Commerzbank AG for brokering home loans totaling
€4.7m. These payments will in future years lead to corresponding improvements in our net
interest income. Net commission expenses totaled €7.3m (€13.8m) in the reporting period.
Net interest and commission income thus came to €91.4m (€138.3m).

General operating expenses rose by €4.3m to €23.2m (€18.9m) in the first half of 2007. This
figure includes personnel expenses totaling €10m (€7.9m). This increase in personnel
expenses mainly resulted from the necessary recruitment of new staff, as well as from junior
staff added during the reporting period.

In the first half of 2007 the bank’s operating result came to €49.6m (€89.1m). Due to the
decline in net interest income, net income for the first half of the year decreased from €68.8m
to €35.6m.

Outlook

Similar to all financial institutions, Essen Hyp has to cope with a persistently difficult market
environment. The flat yield curve, in particular, will continue to have a negative impact on net
interest income. Accordingly, the Board of Managing Directors expects that Essen Hyp will
post a lower net income year-on-year also at year-end 2007.

Essen Hyp is not affected by the developments in the U.S. subprime mortgage markets,
because the bank does not have any direct or indirect exposure in this segment.

The complete interim report is available at www.essenhyp.de (German version; English
version to follow).

' As can be seen from the following table, the figures in brackets are cither figures as at year-end 2006 (figures
from the balance sheet) or , in the case of figures relating to business performance and earnings, figures as of
June 30, 2006.




Your contact for additional information:

Caroline Fischer

Head of Public Relations Management
Gildehofstr. 1, 45127 Essen/Germany

Tel.: +49 201 8135-495; Fax: +49 201 8135-469
E-mail: caroline. fischer @essenhyp.com




Figures from the balance sheet Jun 30, 2007 | Dec 31,2006, Change
in€m in € m in %
Balance sheet total 98,499 102,357 -3.77
Subscribed capital and reserves 846 749 12.95
Profit-sharing certificates 288 288 0
Profit-sharing certificates 388 373 4.02
Claims
Mortgage loans 8,205 8,074 1.62
Public-sector loans 33,753 33,249 1.52
Securities issued by other
borrowers 45,147 45,109 0.08
Other loans/other claims 9,278 12,802 -27.53
Liabilities
to banks 13,257 12,767 3.84
to customers 7,980 7,384 8.07
Securitized liabilities 75,318 80,320 -6.23
Business performance and earnings Jun 30, 2007 | Jun 30,2006 | Change
in€m in€m in %
New lending commitments
Mortgage loans 565 1,062 -46.80
Public-sector loans 6,760 4,272 58.24
Securities issued by other
borrowers 9,186 12,613 -27.17
Profit and loss account
Net interest income 98.7 152.1 -35.11
Net interest and commission income 91.4 138.3 -33.91
General operating expenses 23.2 18.9 22.75
Operating result before provision
for possible loan losses 65.3 121.4 -46.21
Provision for possible loan
losses -15.7 -32.3 -31.39
Operating result 49.6 89.1 -44.33
Half-year net income 35.6 68.8 -48.26
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Risk Re pOl’t management procedures enable Hypothekenbank
in Essen AG optimally to attain its overall banking
goals. Furthermore, we ensure comprehensive risk
management in order to mect the expectations and

Fundamental principles requirements of our parent company, our investors

Concept and goals of risk management and capital market partners, rating agencies and the

Risk is an intcgral part of all entreprencurial activity — regulatory authorities. We consider risk management

and involves a danger that corporate goals may not  to be the entire set of all organizational regulations

be attained due to internal and/or external events or  and measures for the identification of risk and the
actions or decisions, or that indeed the continuation conscious and target oriented treatment of such
of the company as a going concern may be jeopar-  risk. A comprehensive system for risk identification,
dized. Only conscious and target oriented risk carly warning, evaluation {(analysis and assessment),

The risk management system at Hypothekenbank in Essen AG

Early warning Risk management Risk controlling
system
Indicators: Measurement and Limitation of Monitoring and
e.g. credit business evaluation of the individual risks and commumnication of
main risks overall risk individual risks,

Within and/or cutside X
overall risk and

the rating system also diversification Implementation . :
. compliance with the
effects/portfolic level, of measures, e.g. credit risk strat
e.g. credit risk model transfer of credit risk recit ns« strategy

Reporting

Suggestions for action

Risls flsiiieation > ORisk meesvremet > > Rk Rist

active passive

Risk avoidance Risk underwriting
Risk reduction/

fimitation

Risk transfer
Risk diversification
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control and monitoring within the scope of a risk
management system is therefore an integral part of
Essen Hyp’s business processes.

Our risk management system is oriented on the
business and credit risk strategy and therefore

on the bank’s corporate goals and constitutes

a supplement to our strategic and operational
planning. Its function is, in particular, assuring the
bank’s existence and its future success.

The concept of risk represents the danger that actual
results will be different from those expected. It can
therefore be described as a probability distribution

Risk categories

Market risk Credit risk

+ Interest rate risk * Default and

Liquidity risk

in which both positive and negative variances take
place around an expected value. A positive variance
is described as an opportunity, whereas a negative
variance is considered to be a threat.

Risk categories

Market risk. The term market risk generally comprises
all risks involving unfavorable developments in the
money and capital markets. Such risks result from
the fluctuation of market prices {interest rates,
foreign currencies) as well as other price affecting
parameters (volatilities, credit spreads). Essen Hyp
subdivides market risk into general market risk,

Operational Other risk

risk

* Market liquidity * Processing risk » Business risk
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« Currency risk
* Volatility risk

« Credit
spread risk

+ Trading book
risk

credit quality risk

risk * Funding risk
Concentration

and cluster risk

Country risk

Settlement risk

Advance
payment risk

Replacement
risk

Performance
risk

Cover pool risk

System risk
Personnel risk

External event
risk

Legal risk

Outsourcing
risk

Strategic risk

Reputational
risk

Real estate and
property risk

Participation
and equity
helding risk

Risk relating
to conditions
not in line with
the market
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which includes interest rate risk, currency risk and
volatility risk, and specific market risk, which
includes credit spread risk.

Credit risk. Credit risk involves the danger that
unexpected losses may result from a full or partial
default and/or an increase in the expected default
probability of borrowers (deterioration of credit-
worthiness). While default risk defines the danger
that a borrower may not at all or only partially make
contractually agreed upon principal or interest
payments, credit quality risk is the danger of a
deterioration in a borrower’s creditworthiness. In
addition, credit risk also comprises concentration
and cluster risk, country risk and counterparty risk
(settlement and advance payment risk as well as
replacement and performance risk).

Liguidity risk. Liquidity risk covers the current or
future danger of an institution not being able to
meet its current or future payment obligations
when due, or only to be able to do so while in-
curring losses. Essen Hyp subdivides liquidity risk
into market liquidity risk and funding risk.

Operational risk. Operational risk (Op-Risk} is the
danger of incurring losses due to inadequacy or
failure of internal processes and systems, human
error or external factors. This definition includes
legal and outsourcing risk.

Other risk. The “other risk” category includes risk
that can be quantified either only with difficulty or
else not at all, such as e.g. business risk, strategic
risk or real estate and property risk. Essen Hyp is
aware of the existence of these types of risk and
counters potential losses by instituting a buffer in
the bank’s risk taking capability calculation.

Risk taking capability, risk limitation and limit
system

The central driving force of the risk and return
oriented overall bank management of Essen Hyp
is the optimal use of its economic capital, which is
defined as that amount of capital that, with a certain
degree of probability, will have to be advanced
within a year to cover unexpected losses from risk
affected positions (99.95% confidence level,
investment period of one year). Within the scope
of the calculation the economic capital is com-
pared to the capital available for covering risk
(capital for risk coverage) in order to determine
whether in the event of a crisis there would be
enough capital available to cover potential losses.
Risk taking capability exists when all (essential)
risks are covered on an ongoing basis by the risk
coverage potential (see graph top right).

The ratio of capital for risk coverage to economic
capital over the reporting year is shown in the
adjacent graph (bottom right).
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Diagram of the risk taking capability calculation

Business risk

Operational risk

Budgeted
net income Y
Credit risk
Revaluation
reserve
Market risk

Core capitat

Capital for
risk coverage

Economic capital

Risk taking capability over the reporting year

%
100

80

60

40

20

Jan Feb Mar Apr May Jun Jut Aug Sep Oct

W Market risk Business risk

O Credit risk Capital for risk coverage

O Operational risk

69




Management Report_Risk Report

70

Organization of the risk management and
controlling functions

Risk management organization

An essential prerequisite for the effectiveness and
thus efficacy of the risk management system is a
clear and transparent risk management organization.
To ensure these qualities, the roles and responsibi-
lities of the participating organizational units and
their function within the bank wide risk manage-

Risk management organization

ment and control process are defined so as to
prevent potential misunderstandings concerning
responsibility or overlaps.

At Essen Hyp, the Board of Managing Directors
has the overall responsibility for the management
of the risks resulting from the individual activities.
In the strategic arca, the Board of Managing
Directors is supported by the Credit Committee
(CCQC), chaired by the Chief Risk Officer (CRO),

Risk Committee of the Supervisory Board

Board of Managing Directors

Risk strategy

CRO

Riskfcontrolling

Market risk Credit risk

Operational risk Liquidity risk

Other risk

‘-j Rz H
cC ALCO

Back ofTice Front office

Other risk management units

Risk types

Process monitoring: Internal Audit Department
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and by the Asset Liability Committee (ALCO) as
well as by Board and business planning meetings.
Operational risk management according to the
bank’s stated strategy lies within the scope of
responsibility of the responsible front office and
back office units. Risk controlling is ensured,

in particular, by the Controlling Department.
Process-independent monitoring of the risk manage-
ment system is carried out by Essen Hyp’s Internal
Audit Department.

The graph on the left provides an overview of the
tasks and responsibilities defined within the scope
of the risk management organization.

Internal audit

The Internal Audit Department is an instrument

of the Board of Managing Directors of Essen Hyp
and reports directly to the Chairman of the Board
of Managing Directors. It is an essential building
block of the bank-wide monitoring system. Acting
on instructions from the Board of Managing
Directors, it provides independent and objective
audit and consulting services designed to create
added value and improve business processes. It
supports Essen Hyp in the achievement of its goals
by evaluating and helping improve operating and
business processes, risk management and controlling
as well as the banks internal control system with a
systematic and target oriented approach.

Based on a long-term audit plan, the Internal Audit
Department reviews and evaluates all operating

and business processes of Essen Hyp on a nisk and
process oriented basis, including, more particularly,

» the functionality, efficacy, cost-effectiveness and
adequacy of the internal control system,

= the application, functionality, efficacy and
adequacy of the bank’s risk management and
controlling systems, reporting, information
systems and finance and accounting systems,

« compliance with statutory and regulatory
requirements as well as other provisions,

« compliance with corporate guidelines,
regulations and stipulations, as well as

» the regularity of all operational and business
processes, regulations and provisions for the
protection of the bank’s asscts.

The Internal Audit Department draws up a written
audit report in a timely manner after completion
of the review process. The audit report contains

a description of what has been audited, the con-
clusions of the audit, an assessment of these con-
clusions and a list of recommended measures.
Implementation of the measures and recommenda-
tions stated in the report is monitored by means of
a database application.

The Supervisory Board of Essen Hyp is kept in-
formed of the most relevant findings in its regular
meetings. In addition, annually and following the
end of the financial year, the Supervisory Board
receives a comprehensive report on the most
important findings as well as on the current status
of the implementation of the pertinent measures.
Any serious deficiencies that are identified are
reported to the Chairman of the Supervisory Board
without delay,

Implementation of Basel 11/SolvY and MaRisk
The impact of Base! Il on Essen Hyp. In the first
quarter of the reporting year, Essen Hyp participated
in the Fifth Quantitative Impact Study (QIS 5). The
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results were stringently analyzed and have been
incorporated into Commerzbank AG’s consolidated
Group reporting. As a result it became apparent
that the bank, which within the scope of Basel II
is aiming at implementing the advanced internal
rating based approach (A-IRBA), can overall look
forward to distinct relief in respect to risk assets.
In particular the home loan segment will benefit
from the new regulatory requirements. We are
currently expecting a reduction of capital require-
ments by approximately 60% as compared to the
existing Grundsaiz I. With a view to this future
impact, the bank therefore acquired a home loan
portfolio in the reporting year. Furthermore, a
moderate reduction in the risk assets required can
be expected within the segment “Specialized
Lending”, which comprises commercial real
estate finance (CRE). Against this background and
by means of detailed analyses, the bank is carrying
out ongoing monitoring and assessment of all
loans for the purposes of gradual portfolio
optimization in keeping with the internal rating
based approach.

For the capital markets business as a whole we
have stated an increase in capital requirements
pursuant to Basel II. This is particularly true for
loans to borrowers governed by public law. For
Essen Hyp as a traditionally large public-sector
lending institution it is therefore of major importance
that the demonstrably low default probability of
loans to these borrowers is taken into account
when modeling the relevant rating components.
This is the only way to achieve a noticeable reduction
of the risk-adjusted capital allocation in this core
segment in the future.

The Fifth Quantitative Impact Study was carricd
out using the Basel II computation module im-
plemented at the bank, Within the scope of an

ongoing review process the bank is gradually
integrating the relevant amendments to the Solvency
Regulation {SolvV) that became final at the end of
the year.

Implementation status. In the past, Essen Hyp

had participated in joint projects initiated by the
Association of German Pfandbrief Banks (vdp), in
which internal rating components were developed
for the real estate finance business. The 2004 PD
(probability of default) component for commercial
real estate finance has been incorporated into the
bank’s credit procedures and was developed jointly
with BV Risk Solutions of Cologne, a subsidiary
of Bankverlag Koin.

With reference to our home loan segment, i.e.
residential loans to private customers, since the
beginning of the reporting year Essen Hyp has
been participating in a scoring procedure developed
by Eurohypo AG to determine default probabilities
in accordance with the Basel Il requirements.
Internal rating procedures intended to measure
PD for our business segments public-sector loans
(Federal States (Ldnder) and territorial authorities)
and/or for the capital markets business (banks)
were developed by our parent company and/or
within the scope of joint projects managed by
the vdp and Standard & Poor’s Risk Solutions,
Frankfurt.

As concerns the determination of the LGD (loss
given default) rate for real estate finance (both
commercial loans and home loans) and the sub-
sequent calculation of the future capital require-
ments according to Basel [l, the bank joined a
project started by other mortgage banks at an carly
stage.

The Basel 1l computation module thus designed
and implemented at Essen Hyp forms the basis
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which enables us to calculate and evaluate all
financing transactions carried out by the bank
within the scope of either new business or portfolio
transactions in compliance with the pertinent
regulations stipulated by Basel II.

Further standardization of the rating procedures
and/or the underlying methodology is aimed at
within the Commerzbank Group as part of the
implementation of Basel I1. Since the beginning of
the financial year 2007 the bank has therefore been
involved in a Group-wide migration project within
which the rating components for commercial real
estate finance will be integrated into the bank’s
credit procedures.

The components used at Essen Hyp for the capital
markets and public-sector lending business (for
PD and LGD determination) currently already
correspond to the methods and procedures used at
Commerzbank AG.

The migration of the rating procedures is intended
to guarantee optimal allocation of counterparty
risk and best possible management of this type
of risk within the Group via a standardized risk
assessment based on methodical consolidation.
In the past reporting year, the bank’s activities
within the scope of Basel 1I were already taking
place with a view to the beginning stages of the
supervisory review and certification of the rating
components and calculation procedures. In the first
quarter of 2007, the Bundesbank’s auditors are
expected at Essen Hyp in order to approve the
internal rating procedure for loans to banks. While
processing what is commonly referred to as cross-
reference lists, Essen Hyp has laid the foundations
for successful acceptance in collaboration with
our certification specialist colleagues at Commerz-
bank AG and with the support of the Group, via
the consulting company PwC.

According to current plan, all internal rating
procedures at Essen Hyp will be reviewed by the
banking supervisory authority in 2007.

MaRisk implementation. With the introduction of
the Minimum Requirements for Risk Management
(MaRisk), the German banking supervisery authority
implemented the second pillar of Basel II and the
Solvency Regulation (SolvV), the so-called
“Supervisory Review Process”. The MaRisk modify
the Minimum Requirements for Trading Activities
(MaH), the Minimum Requirements for Lending
Operations (MaK) and the Minimum Requirements
for the Internal Audit (MalR). In addition to the
requirements concerning the formulation of strategy
and the risk taking capability, the MaRisk represent
new quantitative and qualitative requirements as
concerns risk management and monitoring at an
institution. One of the fundamental changes is the
requirement that stipulates adequate risk manage-
ment and controlling processes for interest rate

risk in the investment book. For Essen Hyp, how-
ever, this is nothing new, as much stricter require-
ments based on a gentlemen’s agreement between
the Federal Financial Supervisory Agency (BaFin)
and the mortgage banks used to apply to mortgage
banks prior to the introduction of the Pfandbricf
Act (PfandBG).

To implement the MaRisk requirements, Essen Hyp
has set up an interdisciplinary project group, which
has identified all requirements that are relevant for
the bank’s business and assigned them to partial
projects with specific work packages. The project
group was able to complete most of the projects
already by the end of 2006. Completion of partial
projects still outstanding is planned for the first
half of 2007. Accordingly, the MaRisk will have
been fully implemented in 2007,
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Risk management and controlling process
Process overview

The risk management process at Essen Hyp com-
prises all activities necessary for a systematic
approach to risk handling at Essen Hyp. It consists
of the following phases: identification, evaluation
(analysis and assessment), control and communi-
cation of risk, as well as monitoring the efficacy
(effectiveness) and efficiency (adequacy) of risk
management measures.

« The goal of risk identification is a structured,
detailed and wherever possible complete detection
of all conceivable risk potential to be found at
Essen Hyp in connection with its business pro-
cesses and functional areas. Risk identification

Risk management process map

Identification

Monitoring

Communication

therefore provides the information needed for
subsequent phases.

The bank has implemented early warning
systems that vary as to type and scope on the
basis of the risk potential of our different arcas
of business. These systems serve to identify
those loans and positions that begin to show
indications of risk considered to be increased

as compared to Essen Hyp’s risk profile. This
enables Essen Hyp to initiate countermeasures
at the earliest possible stage (e.g. intensive treat-
ment of loans),

The goal of strategic risk assessment is to analyze
the risks identified with regard to their risk
potential for the bank, to rank them, and to
represent them on a risk map. This quantitative

Assessment

Management
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assessment is drawn up in conjunction with a
verbal justification on the basis of the following
parameters: probability of occurrence, risk
significance and controllability.

* {Operating) risk measurement is intended to
determine the actual loss potentials and to
reconcile them with the stipulated limits. The
values thus measured are represented in the
pertinent reports.

* Risk management means active control, i.e.
actual management of the risk positions
determined as part of the risk identification
and risk analysis phases. Risk management
must be congruent with corporate goals and
the resulting goals of risk management.

» The goal of risk reporting is systematically to
process, concentrate, channel and communicate
the data obtained in connection with the previous
phases.

+ In the last phase of the risk management process,
risk monitoring is intended to ensure that the
actual risk position of Essen Hyp will always
correspond to the targeted risk position stipulated
by the Board of Managing Directors. Therefore,
continuous operating control of the cffectiveness
of risk management measures is central to this
phase.

Risk management with dual balance sheet
accounting

Essen Hyp draws up both individual annual financial
statements according to the German Commercial
Code (HGB) and also, within the Group, annual
financial statements according to the International
Accounting Standards/International Financial
Reporting Standards (IAS/IFRS).

By comparison to German commercial law, risk
management according to IAS/IFRS is oriented to
a much greater extent on the fair value principle.
According to this principle, all financial assets and
liabilities, including financial derivatives, must
fundamentally be recognized in the balance sheet

and evaluated in respect to the category to which
they are assigned.

All financial instruments listed on an “active market”
within the meaning of IAS 39 must be valued at
fair value.

The category “Financial assets held to maturity”

is not used. Market changes are recognized as
either having a positive or a neutral effect on the
profit and loss account. This partial balance sheet
accounting at market values, ofien referred to as
the “mixed model”, necessitated the total interest
rate book to be structured in partial portfolios within
the scope of the overall bank management. This

is the only way in which balance sheet impacts
according to IAS/IFRS can be kept and managed
within predefined limits. The daily valuation
carried out for the purposcs of IAS/IFRS accoun-
ting alse helps show up potential effects of asset
liability management measures.

Market risk

Strategy. Market risk is consciously incurred within
the scope of the predefined limits and taking into
account the relevant approval powers in order to
generate carnings.

Organization. Active market risk management is
the responsibility of the Capital Markets Division.
Risk controlling is the task of the Market Risk
Department.

Management. Market risk management is both risk
and profits oriented. This involves setting market
risk limits that take into account both the use of the
economic capital and business expectations.

Risk measurement methods. Market risk is determined
on the basis of the value at risk (VaR)} concept, For
these purposes, VaR is defined as the maximum
loss of a portfolio over a specified holding period,
where that loss will not be exceeded with a certain
predetermined degree of probability (confidence

75

e —— S —— e —



Management Report_Risk Report

level). General market risk is calculated by means
of historical simulation, and specific market risk is
determined on the basis of a variance-covariance
model.

The VaR is validated by means of back-testing. In
this procedure, the maximum net present value
change in the portfolio forecast by means of the
VaR is compared to the actual changes. In addition
to compliance with regulatory requirements, the
goal of this procedure is to assess and continuously
improve forecast quality,

Stress test and scenario analysis. As the results of
a VaR calculation do not provide conclusions con-
cerning the behavior of a particular portfolio under
extreme market movements, other stress tests are
carried out in addition to the VaR. Stress tests are
calculated with the help of a selection of defined
scenarios that distinctly exceed the range of standard
daily fluctuations in the risk factors. All scenarios
are developed based on historical yiclds and com-
prise both positive and negative shifts in the yield
curve as well as tilts of the yield curve at certain
key points on the curve. We also simulate other
scenarios that are not extreme but involve other
changes in the market data that are of interest to
Essen Hyp (scenario analysis).

Limits. The level of general and specific market
risk is limited for maximum utilization of the VaR
and for the standardized stress tests. Trading book
transactions are subject to a VaR sub-limit. In
addition, a floor for the overall market value has
been fixed.

Reporting. On a daily basts, the Board of Managing
Directors, the Division Heads, the Head of Treasury
and the Head of Bank Management are informed

of the trends in Essen Hyp's market value, the level

of the VaR including the credit spread VaR and of
the utilization of the different risk limits. At the
same time the net present values of the public-sector
and mortgage Pfandbricfe outstanding and their
pertinent cover assets, as well as changes under
defined stress scenarios are also determined and
communicated. Furthermore, the Board of Managing
Directors receives, on a monthly basis, detailed
reports from the individual corporate divisions and
departments. The report prepared by the Controlling
Department includes, among other things, informa-
tion on the transactions carried out in the past month,
their impact on the gap report, the development of
the market value and the developments concerning
risk limit utilization. These reports also record the
status of new products if applicable. The monthly
report of the Accounting and Tax Department shows,
ameng other things, the development of the balance
sheet and profit and loss items according to both the
German Commercial Code (HGB) and [AS/IFRS.

Trends in market risk figures over the financial year.
As of December 31, 2006 the VaR represented
54.6% of the approved limit. Average limit
utilization in 2006 was 69.8%. The utilization of
the limit for worst case scenarios was 56.3% at the
end of the year, at an average of 56.1% over the
entire year. Essen Hyp incurred almost no currency
or volatility risks in 2006 or significantly eliminated
them by means of hedging instruments.

New developments in the financial year

Trading book institution/active trader. In August 2006
Essen Hyp registered with the Federal Financial
Supervisory Authority (BaFin) as a trading book
institution or active trader. In this capacity it enters
into trading positions for the purpose of the short-
term generation of additional profit. These positions
are taken within the scope of stringently defined
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parameters. Owing to the potentially increased risk
content of these positions, Essen Hyp has seta
sub-limit for the VaR arising out of trading book
positions, approving only certain types of contracts
within the scope of trading book transactions.

New risk calculation approach. With the goal of
achieving the highest possible accuracy and data
security in the calculation of risk ratios, a new risk
calculation method was developed in our informa-
tion systems and implemented into the existing
systems and processes in the course of the reporting
year. Contrary to the concept held to date, in the
new risk calculation ratios are calculated both on
an overall basis and also for individual risk factors
(interest rates, currencies and volatilities) and on
different aggregation levels, which enables diffe-
rentiated market risk monitoring and management.

PRIME conversion. In August of 2006 we converted
our Front Arena Atlas front-end system to Front
Arena PRIME. This facilitates accounting for and
valuation of existing contracts.

Credit risk

Strategy. The credit risk strategy sets the frame-
work for the medium term management of the
capital markets and real estate loan portfolios.
Our strategy is based on the analysis of the starting
position under our business policy and the estimation
of the future risks and returns linked to the granting
of credit. The credit risk strategy thus constitutes
the foundation for the planned activities in the
capital markets and real estate finance busincsses
and defines both the planned products and the target
markets.

Value at risk on a daily basis and on an annual average of the authorized limit in 2006 in %
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Organization. Active management of credit risk takes
place under the joint responsibility of the responsible
front office (Corporate Divisions Capital Markets
and Real Estate Finance) and back office (Corporate
Division Transaction Management) units. Risk
controlling of credit risk at portfolio level is the
responsibility of the Controlling Department.

Management. As an essential core function in
banking, credit risk management is a decisive
competitive factor. Only an institution that is able
to quantify and manage its credit risk on a timely
and systematic basis can meet the increasing require-
ments of its various stakeholders and will in the
future be able to achieve a balanced relationship
between risk and return,

The target portfolio defined in our credit risk strategy
is the benchmark for new business and portfolio
management activities. Credit risk is managed by
means of a limit system that provides for limits for
both issuers and counterparties on an individual
contract level and also for country limits on a port-
folio level. For country risk management purposes
the bank uses Group know-how in addition to its
own cxpertise. Within the scope of the Group-wide
credit and decision-making process, Essen Hyp is
also included in the parent company’s Group limit
system.

Credit approval and decision-making process. The
conditions for each credit decision are determined
by Essen Hyp’s guidelines on credit approval powers.
Credit approval powers are visually represented as
a matrix whose structure is defined by the type of
borrower, the borrower’s internal rating and the
facility requested by the responsible front office
unit, An integral component of each credit decision
is a creditworthiness analysis of the borrower, which
culminates in the calculation of the borrower’s
internal rating taking into account all default risk

relevant information. To perform creditworthiness
evaluations, Essen Hyp uses different EDP supported
rating systems which are geared to the bank’s
different asset classes.

With the exception of the home loan segment, the
property valuations carried out by the Hyp-Cert
appraisers of Immobilien Expertise GmbH, a sub-
sidiary of Essen Hyp, are of central significance
for the determination of the lending value (Belei-
hungswert). Sustained income from propertics to
be mortgaged, as evidenced in the final appraisal
report and taking into account non-recoverable
operating costs, must distinctly exceed principal
and interest payments to the bank and, if applicable,
to other lenders. With the approval of the Super-
visory Board’s Risk Committee, the bank has
developed credit guidelines that stipulate minimum
debt service coverage (DSC) ratios and maximum
loan terms depending on the amortization structure.
In addition, specific portfolio limits are set for
special risks, e.g. construction and development
financing, financing in the East German Federal
States (Ldnder} and selected property types. The
guidelines also list the property types currently not
eligible for lending or on which the bank will lend
only subject to special conditions. A catalogue of
favored target countries is also included in the
guidelines.

Within the levels of credit approval powers, all
credit decisions at the bank require the approval of
the responsible front office unit, and, subsequently,
a second vote from the responsible back office
unit, independently from that issued by the front
office unit. Both votes have to be issued prior to
deciding on a credit application and thus constitute
a prerequisite for decision-making.

The Credit Committee, chaired by the Chief Risk
Officer, is the central decision-making body within
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the levels of credit approval powers. The Credit
Committee intervenes in Essen Hyp’s decision-
making process to bundle risk relevant decisions
and/or to vote on credit reports to be submitted to
the Board of Managing Directors.

Credit decisions that are not within the credit
approval powers of Essen Hyp’s Board of Managing
Directors arc submitted to the competent units at
Commerzbank AG before being submitted to the
Risk Committee of Essen Hyp’s Supervisory Board
for final decision.

Risk measurement methods. Monitoring compliance
with the bank’s credit risk strategy is the job of
the Controlling Department, In order to ensure
implementation of the risk strategy rules and to
limit risk concentrations, the economic capital tied
up is used as both a reference value and the upper
risk limit for concentration and cluster risk. In
addition, a standard comparison of budgeted and
actual performance of the bank portfolios is also
carried out on the basis of the target performance
defined in the credit risk strategy.

For individual contracts, credit risk is fundamentally
measured on an annual basis by means of the bank’s
internal credit rating for the borrower, obtained by
means of quantitative and qualitative data, with the
intensity and frequency of the risk measurement
being dependent on the borrower’s level of risk.
The rotational risk measurement for individual
contracts is supplemented with regular rating
migration analyses at portfolio or, where applicable,
sub-portfolio level.

The bank’s ongoing monitoring is supplemented
by an early warning system oriented on the risk
inherent in the different portfolios. This system
is designed to ecnabie Essen Hyp, by means of
quantitative and qualitative indicators and on a
timely basis, to recognize risks affecting borrowers
and to initiate appropriate countermeasures.

Reporting. The Board of Managing Directors, the
Division Heads and the Supervisory Board / Risk
Committee are comprehensively informed of credit
risk trends by means of the quarterly risk report.
Any credit risks that have been identified are
anaiyzed in accordance with their essential structural
characteristics (size, country and segment concen-
trations as well as rating distribution) with a view
to determining compliance with the credit risk
strategy. In the report, loans identified as non-
performing are listed and described separately for
the capital markets and the real estate finance
segment. On this basis the Board of Managing
Directors decides on the action to be taken in
regard to significant deviations from the credit risk
strategy and the connected countermeasures.

Provision for possible loan losses. Recognizable
risks in the credit business are appropriately

taken into account by means of specific valuation
allowances and of global valuation allowances for
latent risks. To date we have had no need to form
specific valuation allowances for the loans to
public-sector bodies or entities governed by public
law, or to set aside provisions for these loans.

As far as real estate finance is concerned, in-depth
analyses that produce an estimation of potentially
necessary precautionary measures are carried out
in the course of the year to ensure planning com-
pliance for the bank. For risk provisioning purposes,
specific valuation allowances in respect to credit
risks were formed by using the most realistic value
{MRV) approach. Starting with a rating of 6.1,
which corresponds to default status under Basel 1I,
the portions remaining uncovered on application
of the MRV approach have been fully written down
in non-performing loans.

As part of our credit risk strategy we determined
actuarial standard risk costs for both the home loan
segment and commercial real estate finance on the
basis of the existing portfolio quality and structure.
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In view of the fact that some 95% of all home
loans in our portfolio do not exceed 60% of the
property’s lending value (Beleihungswert), we

use uniform standard risk costs for this business
segment. In the commercial real estate finance
segment, however, standard risk costs arc calculated
on the basis of the loan to value ratio. In the course
of further implementation of our internal rating
systems, we will gradually achieve risk adjusted
pricing by calculating standard risk costs based on
the expected loss.

Cover pool risk management
§ 27 Sec. 1 of the German Pfandbrief Act (PfandBG)
requires Pfandbrief banks to implement an appro-

priate risk management system that stipulates
appropriate instruments and regulations concerning
management, monitoring and control, in particular
as relates to risks arising out of credits included in
the cover pool and from the issuance of Pfandbriefe
resulting therefrom, In this connection we have
implemented a global, bank-wide risk management
system that meets the special requirements of § 27
PfandBG. The duty of transparency pursuant to

§ 28 PfandBG 1s also complied with.

Public-sector loans and securities issued by other
borrowers. Qur public-sector cover assets amounted
to €76.3bn at the end of the reporting year. The high
quality of these assets is reflected on the one hand

Structure of our public-sector cover pool as of December 31, 2006

in %

26.0

Total: €76.3bn

O The German Federal Government, the
Federal Government's Special Fund and
the German Federal States (Ldnder)

Towns and municipalities, municipal
special purpose associations, non-profit
organizations and loans guaranteed by
municipal authonties

O Public-sector credit institutions with
special tasks

O Credit institutions governed by public
law {including claims guaranteed by
these), savings banks and German
credit institutions governed by private law

Foreign territorial authorities, foreign
institutions governed by public law and
foreign credit institutions
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in a lower average risk weighting pursuant to
Grundsatz I and, on the other hand, in the external
ratings assigned by the international rating agencies.
In accordance with Grundsatz I, 72.7% of these
assets are classified as having a risk weighting of
0%, 0.9% would be weighted at 10% and 26.4%
at 20%. An analysis of the credit portfolio from a
rating point of view shows that 37.7% of the cover
assets are rated triple A, 33.6% double A, 13.7%
single A and 1.2% triple B. Assels that are not
externally rated make up 13.8% of all loans included
in the cover pool, consisting to 54% of loans to
credit institutions governed by public law, domestic
private banks and savings banks and to 46% of

claims on domestic and foreign public-sector
entities and public-sector institutions that according
to our own creditworthiness analysis also enjoy
excellent credit quality.

As a basic principle, an investment grade rating

is required for the granting of loans not eligible

for cover to foreign public-sector entities and other
borrowers. As of December 31, 2006 loans to these
borrowers (not including derivatives) totaled
€1.2bn, Of these loans, 0.8% are rated triple A,
9.8% double A, 78.9% single A and 9.4% triple B.
No external rating is recorded for 1.1% of these
loans.

Rating of public-sector cover assets as of December 31, 2006

Standard & Poor's / Moody's / FitchRatings in€m in %
AAA [ Aaa I AAA 28,810 37.7
AA+ [ Aal [ AA+ 6,658 8.7
AA [ Aa2 | AA 4,777 6.3
AA-~{ Aa3 | AA- 14,192 18.6
A+ /AL A+ 7,216 9.5
AlA2/A 2,581 34
A-fA3 T A- 835 0.8
BBB+ / Baal / BBB+ 808 1.1

BBB / Baa2 / BBB 93 0.1

Not rated 10,592 13.8
Total 76,342 100.0
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Derivatives. The bank reduces its counterparty risk
by means of bilateral framework agreements that
as a rule include netting agreements. This aspect,
too, is subject to a standard Group regulation. The
breakdown of our derivatives portfolio by counter-
party rating is shown in the following table (see
also page 110 in the notes to the annual financial
statements):

Counterparty ratings in € m/remaining time to maturity

Rating <1 year 1-5 years >5 years Total
Triple A 250 658 2,530 3,478
Double A 12,044 34,109 23,251 69,404
Single A 20,047 42,876 43,387 106,310
Triple B 0 0 0 0
Not rated 4,932 17,055 13,921 35,908
Total 37,273 94,738 83,089 215,100

The counterpartics not rated arc German sub-
sidiaries of foreign financial and credit institutions
which in turn enjoy good credit ratings. The volumes
involved are shown in the following table. In this
table, we have assigned the rating of these foreign
financial and credit institutions to our counterparties
as an “implicit rating”.

Implicit counterparty ratings in € m/remaining time to maturity

Rating <1 year 1-5 years > 5 years Total
Double A 1,150 3,046 1,771 5,967
Single A 3,782 14,009 12,150 29,941

Total 4,832 17,055 13,921 35,908
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These derivatives are used exclusively to hedge the
interest rate risk at the individual contract and/or
portfolio level and to manage the overall interest
rate book in regard to returns and interest risk
profile.

Essen Hyp’s interest-bearing positions are valued
on a daily basis. Information on the calculated total
market value is provided daily to the Board of
Managing Directors, the Head of Treasury and the
Head of Bank Management. As a part of Essen
Hyp’s limit system, a floor for the market value
has been fixed, which is to ensure that the overall
market value never falls short of a predefined
minimum amount.

Net present value of the Pfandbrief cover. We calcu-
late the net present value of our Pfandbrief cover
on a daily basis. We are required by law to main-
tain a surplus cover of 2% at all times. Our internal
rule requires 2.5%. Pursuant to § 4 Sec. 2 PfandBG
this surplus cover is calculated on the basis of the
net present value of the cover pool while assuming
the required stress tests. These stress tests ensure
that the surplus cover of 2% is also met in the
event of interest rate movements, For its stress test
calculations Essen Hyp employs the dynamic method,
which uses the value at risk method based on the
interest rate movements over the previous 250
trading days. Under stress test conditions, average
surplus cover available at all times was 5.5% for

Net present value surplus cover of our public-sector Pfandbriefe in € bn

81

76

71

66

61

66

lan Feb Mar Apr May

Jun Jul Aug Sep Oct Nov Dec

O Net present value of our public-sector cover pool

0O Net present value of public-sector Pfandbriefe outstanding

Net present value surplus cover
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Net present value surptus cover of our mortgage Pfandbriefe in € bn

6.0

5.5
5.0 ﬁfl\.\/

4.5

4.0

3.5
Jan Feb Mar Apr May

Jun Jul Aug Sep Oct Nov Dec

B Net present value of our mortgage cover pool

O Net present value of mortgage Pfandbriefe outstanding

Net present value surplus cover

public-sector Pfandbriefe, and 10.6% for mortgage
Pfandbriefe. No replacement was arranged for a
large volume mortgage Pfandbrief which fell due
in October.

Liquidity risk

Strategy. The goal of liquidity risk management

is to ensure that Essen Hyp is selvent at all times
and not subject to any impairment. With this aim,
Essen Hyp pursues the concept of matching long-
term maturities, usually referred to as the “stable
funding concept”, This means that long-term loans
are predominantly funded on a long-term basis.

When evaluating the liquidity situation it is impor-
tant to bear in mind that the assets in the segments
public-sector loans, loans to banks and corporate
loans are highly liquid and can thus, within the
scope of nominal surplus cover, be sold and/or
placed on the repo market if necessary.

Organization. Ensuring constant payment ability at
all times is the job of the Treasury Department.
Measurement and monitoring of the liquidity risk
are the responsibilities of the Controlling and
Accounting and Tax Departments.
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Management. Liquidity risk management is based
on the Group’s available net liquidity (ANL)
concept, which was, to a large extent, introduced
during the reporting year and has already been
implemented into the pertinent processes and
procedures. In addition, liquidity risk is managed
in accordance with the regulatory liquidity ratio as
set out in Grundsatz II.

Risk measurement methods. The calculation of
the liquidity ratio according to Grundsatz 11 is
the responsibility of the Accounting and Tax
Department. According to this principle, a credit
institution’s liquidity is considered to be assured
when the weighted liquid assets available to it
within 30 days cover the weighted payment
obligations callable during this period. In the
reporting year the liquidity ratio was between 1.1 and
1.5 and thus at all times higher than the minimum
ratio of 1.0 required by the supervisory authorities.

In addition, the bank determines liquidity risk by
representing the level of mismatches in the form
of a cash flow gap analysis. The mismatches are
compared to existing short-term funding lines plus
the liquidity reserve, which enables an assessment
of the liquidity position.

Using the ANL concept, legal and economic cash
flows are calculated for both balance sheet and non-
balance sheet items. A compensation instrument,
called balance sheet liquidity, is being developed
for potential future liquidity gaps. This liquidity
reserve results from borrowing on or disposing of
liquid assets.

Reporting. The Treasury Department’s liquidity
forecast is submitted to the Board of Managing
Directors on a daily basis. The Board of Managing
Directors is regularly informed of Essen Hyp’s
liquidity situation as part of the quarterly risk
report.

Development of our liquidity ratio in accordance with Grundsatz Il

25

1.5

| — MU fatio required by law

05

- a e AW W T e R e—

Jan Feb Mar Apr May

Jun Jut Aug Sep Oct Nov Dec
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Operational risk

Strategy. One of Essen Hyp’s ongoing concerns is
to keep operational risk at the lowest level possible
in order to affect the economic capital as little as
possible. To achieve this, we are very demanding
in regard to process quality. In addition, we are
forcing introduction of an IT standard and continue
to develop employee sensitivity in regard to opera-
tional risk on an ongoing basis.

Organization. Essen Hyp has appointed an Op-Risk
Controller in the Controlling Department, who is
in constant contact with the Op-Risk Department
of Commerzbank AG. The managers of each indi-
vidual business unit and department are responsible
for managing operational risk within their unit or
department.

Management. Various different options are available
to the Heads of Essen Hyp’s business units and
departments. The essential issue is whether risks
are consciously incurred, or, rather, reduced
and/or entirely prevented, avoided or transferred
(for example via an insurance policy).

Risk measurement methods. Operational risk is
measured on the basis of internal and external loss
data and qualitative information concerning the
business environment and the process quality.
This information is gathered within the scope of a
Quality Self Assessment (QSA). Loss distribution
is determined by means of Monte-Carlo simulation
models.

Reporting. The Op-Risk Department regularly
produces reports on operational risk in the IT,
Personnel and Legal Departments. These reports
are reviewed in the Risk Committee meetings
and are regularly presented and discussed in the
meetings of the Board of Managing Directors. Any
operational losses including legal risk are reported
on a regular basis to the Board of Managing
Directors and/or to the Risk Committee.

Developments over the reporting year. Op-Risk
Controlling focused on the implementation of
the requirements for obtaining AMA (Advanced
Measurement Approach) certification within the
Group. This included the following points:

In cooperation with Commerzbank AG, a new
Qualitative Self Assessment was carried out in the
fourth quarter of 2006. With the aid of question-
naire modules, experts from selected business
units of Essen Hyp evaluated the quality of various
processes, €.g. in the personnel, compliance and

IT areas. The results will be assessed mn the first
guarter of 2007, following which any necessary
measures will be taken,

After drawing up the risk inventory, a dialogue with
staff helped identify and evaluate typical sources of
operational risk and the losses they could engender.
The result, in the form of a risk map, shows the
areas of the bank in which operational risks can
develop and ranks the risk potential in an evaluation
queue.
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Owing to the significant use of IT systems and
EDP applications, the cooperation between the
Op-Risk Department and the Corporate Division
Services has been further expanded. The goal of
this cooperation is to ensure the functionality of
the bank’s IT environment so as to reduce and/or
entirely avoid or prevent operational losses.

Summary and prospects

Over the reporting year, Essen Hyp has continued
to develop its risk management and controlling
system. The importance of risk management for a
risk and return oriented overall bank management
will continue to grow. Against this background, in
the future we will also continue to develop our

risk measurement and management processes and
procedures at a high level and on an ongoing basis
in concordance with forward-looking risk measure-
ment methods. This course of action aims at ensuring
optimum capital allocation. We have alrcady reported
on the risks that are of importance for an overall
assessment. No other risk criteria or portfolio
jeopardizing cvents became apparent over the
reporting year, From the current perspective, no
risks are apparent in the period covered by the
forecast that would endanger the continuation of
Essen Hyp as a going concern. We ensured that the
risk coverage potential would at all times be distinctly
above the level of risk incurred. The bank’s risk
taking capability was therefore assured at all times.
As far as recognizable risks are concerned, within
the scope of the annual financial statements we have
taken the appropriate measures by means of write-

offs, specific valuation allowances and provisions
for reserves.

Overall we pursue the goal of managing the total
market risk position in a manner such that by
assigning economic capital to the different business
segments the overall risk position is reduced without
compromising profitability.
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