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RISK REPORT

The ability to monitor and keep risks under control at all times is
essential for the successful management of business development
at MiinchenerHyp. For this reason, risk management plays a very
important role in the overall management of the Bank.

The business and risk strategy defines the parameters of the Bank's
business activities. MiinchenerHyp's entire Board of Management
is responsible for this strategy, which is regularly reviewed regard-
ing the attainment of goals and updated as necessary and then
submitted to the Supervisory Board no less than once a year.

As part of its supervisory duties, the Supervisory Board is advised
about the Bank's risk profile no less than on a quarterly basis and
additionally as required. This takes place using the reports con-
cerning the Bank's risk-taking capabilities and lending risks, the
OpRisk reports, as well as the risk report prepared in accordance with
the "Minimum Requirements for Risk Management" (MaRisk).

The basis of risk management consists of, on the one hand, the
analysis and presentation of existing risks, and, on the other,
comparing these risks with the risk cover potential (ability to
bear risk). Furthermore, a series of additional relevant analyses
are in place and only when they are viewed as a whole do they
permit the Bank to be managed appropriately. This objective is
achieved by employing appropriate monitoring processes involving
internal process-dependent supervision measures. Our internal
audit department, as a process-independent unit, plays an addi-
tional monitoring role within the Bank.

The analysis and presentation of existing risks primarily distin-
guishes between counterparty, market price, credit spread, liqui-
dity, investment, modelling and operational risks. Additional risks
such as placement risks, reputational risk, business risk etc., are
viewed as parts of the abovementioned risks and are taken into
consideration at the appropriate place in the individual calculations.

COUNTERPARTY RISK

Counterparty risk (credit risk) is of major importance for
MiinchenerHyp. Counterparty risk refers to the danger that coun-
terparties may delay their payment obligations to the Bank; only
make partial payments or even default.

The Credit Handbook presents the competencies and procedural
requirements of the units involved in lending, as well as the ap-
proved credit products. The business and risk strategy contains
additional explanations pertaining to sub-strategies regarding

target customers and target markets, as well as definitions for

measuring and controlling credit risks at the individual deal and
portfolio levels. A procedure based on the credit value-at-risk

(Credit-VaR) is used to determine lending limits. The individual
contribution of every borrower (aggregate debtor or limit group
as appropriate) - the Marginal Credit-VaR - to the Bank's total
credit risk is limited. Furthermore, limits are also set for each coun-
try to ensure adequate regional diversification.

We take care to ensure that the vast majority of our mortgage

business activities consist of top tier loans with moderate loan-
to-value ratios. The current breakdown based on loan-to-value
ratios is as follows:
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TOTAL PORTFOLIO OF MORTGAGE AND OTHER LOANS (INCLUDING OPEN COMMITMENTS)
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The regional breakdowns within Germany and abroad are as follows:
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TOTAL PORTFOLIO OF MORTGAGE AND OTHER LOANS (INCLUDING OPEN COMMITMENTS)
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The management of credit risks begins with the selection of the
target business when drafting the terms of the loan, using risk
cost functions that are regularly reviewed. A variety of rating or
scoring procedures are used depending on the type and risk con-
tent of the transaction.

In addition, a computer-based early warning system is used to
identify risks on a timely basis.

Property financing contains a broadly diversified portfolio of loans
with emphasis on residential property financing and a credit ap-
proval process that has proven its value over many years as re-
flected in a portfolio with a low level of credit risk. Our lending
business with public sector borrowers and banks is primarily fo-
cused on central and regional governments, regional and local
authorities, and west European banks (only covered bonds). Re-
gional emphasis is on Germany or Western Europe respectively.

Our objective for this portfolio is to further reduce its volume due
to reasons such as the introduction of the leverage ratio. Highly
liquid sovereign bonds and other very creditworthy securities will,

however, continue to be needed in order to meet the new liquidity

requirements mandated by Basel Il.

Depending on their ratings, mortgage loans are examined to deter-
mine any non-performance or other negative factors which could
trigger an individual adjustment to value. Furthermore, an additio-
nal system to monitor individual adjustment to value is used by

the Bank's work-out management department, especially for the

non-retail market business.

The Bank has created a general adjustment-to-value reserve as a
precautionary measure to cover latent lending risks. This general
adjustment to value is calculated per the terms contained in a
Federal Ministry of Finance notice dated January 10, 1994.

Individual adjustments to value taken remained at a low level for
our residential property financing business due to the great stabili-
ty of the residential property market. This also generally applies for
our commercial property financing business.

Business relationships with financial institutions are primarily based
on master agreements that permit settlement of claims and liabili-
ties (netting) vis-a-vis the other institution. In general, we also
enter into security agreements. We use a so-called Central Counter-
party (CCP) as the preferred basis for settling derivative trades.
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The individual and general adjustments to value developed as follows in 2017:

Opening
in € millions balance Addition
Individual adjust-
ments to value 66.0 6.0
General adjustments

Changes

related to

exchange rate
shifts and Closing
Reversals Utilisation other factors balance
-13.0 -8.5 -4.0 46.5

to value 13.0 0.0 I :

MARKET PRICE RISKS

Market price risks consist of the risks to the value of positions due
to changes in market parameters including interest rates, volatility
and exchange rates among others. These risks are quantified as po-
tential losses of present value using a present value model that
differentiates between risks related to interest rates, options and

currency rates.

Interest rate risks are divided into two categories: general and
specific interest rate risks. General interest rate risks refer to risks
arising from changes in the market value of investments or liabi-
lities that are dependent on the general level of interest rates, and
which will react negatively if interest rates change.

Specific interest rate risks are also referred to as (credit) spread risks,
and are included under market price risks. Credit Spread is the term
used to describe the difference between the yield generated by a
risk-less bond and a risky bond. Spread risks take into account the
danger that this difference in interest rates can change although
credit-worthiness ratings remain unchanged. The reasons for altered
yield premiums are:
= varying opinions of market participants regarding positions,
® the creditworthiness of the issuer actually changes although
the issuer's credit rating does not yet reflect this change,
B macro-economic factors that influence creditworthiness
categories.

The Bank's portfolio of bonds issued by euro area countries more
heavily affected by the sovereign debt crisis, or in bonds issued by
banks domiciled in these countries, remained at a moderate level.
The Bank has not made any new investments in countries located
on the periphery of the euro area since 2011. We do not believe
that our investments are in danger of default. We are of the opinion
that measures taken by individual countries, as well as protective
mechanisms enacted at EU levels, are sufficient to ensure the re-
payment of the affected liabilities. In the case of bank bonds issued
by banks domiciled in these countries, all of these bonds are covered
bonds so that in this instance we also anticipate that they will be
repaid as contractually agreed.

Among other risks, options involve the following risks: volatility
risk (Vega; risk that the value of a derivative instrument will change
due to increasing or decreasing volatility), time risk (Theta; is un-
derstood to the risk that measures how the passage of time im-
pacts on the value of a derivative instrument), Rho risk (risk associ-
ated with a change in the value of the option due to a change in a
riskless rate of interest), and Gamma risk (risk of a change in the
option's Delta due to a change in the price of the underlying secu-
rity; the option's Delta thereby describes the change in the price of
the option due to the change in the value of the underlying secu-
rity). The volume of risks assumed is moderate as options are gene-
rally not employed in the capital market business for speculative
purposes. Option positions are almost solely entered into on an im-
plied basis due to debtors' option rights (for example the right to
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give legal notice of termination per Art. 489 of the German Civil
Code - BGB) and are then hedged if needed. These risks are atten-
tively monitored in the daily risk report and are limited.

Currency risk defines the risk arising from changes in the market
value of investments or liabilities dependent on currency exchange
rates and which will react negatively due to changes in currency
exchange rates. MiinchenerHyp's transactions outside Germany are
hedged against currency risks to the greatest extent possible and
only margins involved in payment of interest are not hedged.

Stock risks play a minor role for MiinchenerHyp as our total invest-
ments in this asset class consist of investments in enterprises within
the Cooperative Financial Network. The Bank additionally invested in
a mixed fund (a special fund) in 2017. This fund can also invest in
equities. The calculation of the risk figure is thus transferred to the
company managing the investment fund. The results will be exa-
mined for their plausibility and then integrated into our own system.

Market price risks are managed by determining the present value
of all of MiinchenerHyp's transactions on a daily basis. The Bank
uses the "Summit" IT programme for these calculations. The back-
bone of our interest rate risk management is the "bpV-vector”,
which is calculated on a daily basis. This figure is determined by
the change in the present value incurred per range of maturities
when the mid-swap curve is shifted by one basis point. Furthermore,
sensitivities regarding the currency exchange rates, rotations of the
interest rate curve, as well as changes in the basis spreads and vo-
latility are also determined.

MiinchenerHyp uses the value-at-risk (VaR) figure to identify and
limit market risks. Linear as well as non-linear risks are taken into
consideration using a historical simulation when calculating VaR.
In addition, different stress scenarios are used here to measure the
effect of extreme shifts in risk factors and the effects of other risk
categories.

The current daily stress scenarios (others are conducted less fre-

quently) are:

® |egal supervisory requirements: The interest rate curve is com-
pletely parallel shifted up and down by 200 base points for
every separate currency. The worst result of the two shifts is
used for calculation purposes.

W Parallel shifts: The current interest rate curve is completely shift-
ed up and down by 50 base points across all currencies. The
worst result of the two shifts is used for calculation purposes.

u Steepening/flattening: The interest rate curve is rotated in both
directions pursuant to Guideline BCBS 368.

= Historical simulations:

* September 11, 2001 terror attack in New York: Changes seen
in market prices between September 10, 2001 and September
24,2001 - the immediate market reaction to the attack - are
played out using current levels.

e The 2008 crisis in the financial markets: Changes in interest
rates seen between September 12, 2008 (last banking day
before the collapse of Lehman Brothers) and October 10, 2008
are played out using current levels.

e Euro-crisis: the scenario replicates changes in interest rates
that took place during the Euro-crisis between 21 May 2012
and 4 June 2012. Interest rates fell sharply during this period.

The Value at Risk (VaR) of the banking book (interest, currencies
and volatilities) at a confidence level of 99 percent at a ten-day
holding period in 2017 amounted to a maximum of € 21 million.
The average figure was about € 14 million.

Although MiinchenerHyp is a trading book institution (only for
futures), as in the past the Bank did not enter into any futures
deals in 2017.

MinchenerHyp manages its credit spread risks by calculating the
present value of its asset-side capital market transactions on a

daily basis to determine credit spread risks. The Bank uses the
Summit valuation system to calculate the credit spread VaR, credit
spread sensitivities and various credit spread stress scenarios.

MinchenerHyp uses the VaR figure to identify and limit credit
spread risks. The VaR figure is calculated based on historical simu-
lation.

The current (daily) credit spread stress scenarios are:

m Parallel shifts: All credit spreads are shifted up and down by
100 base points. The worst result of the two shifts is used for
calculation purposes.

B Historical simulation of the collapse of the investment bank
Lehman Brothers: the scenario assumes an immediate change
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in spreads based on the changes that occurred one working
day before the collapse of the investment bank until four weeks
after this date.

® Fight into government bonds: The scenario simulates a signifi-
cantly visible aversion to risk that was previously seen in the
markets. Spreads for riskier classes of paper widen while spreads
for safer government bonds narrow.

® Euro-crisis: The scenario replicates the development of spreads
during the Euro-crisis that took place from October 1, 2010 and
November 8, 2011. During this period the spreads of less credit-
worthy government bonds, in particular, rose sharply.

The credit spread VaR for the entire portfolio using a 99.9 percent
level of confidence and holding period of one year stood at a
maximum of € 101 million in 2017, while the average figure was
about € 92 million.

LIQUIDITY RISKS

Liquidity risks consist of the following risks:

= Inability to fulfil payment obligations when they come due
(liquidity risk in the narrow sense),

B inability to procure sufficient liquidity when needed at anti-
cipated conditions (refinancing risk),

= inability to terminate, extend or close out a transaction, or
only be able to do so at a loss, due to insufficient market depth
or market turbulence (market liquidity risk).

MinchenerHyp differentiates between short-term assurance of
solvency and mid-term structural liquidity planning.

SHORT-TERM ASSURANCE OF SOLVENCY

The purpose of short-term assurance of solvency is to ensure that
the Bank is fully able to meet its required payment obligations
(payment willingness) as agreed on a daily basis, even during
stress situations. All of the currently applicable legal superviso-
ry requirements as defined by the terms of MaRisk and CRD IV,
regarding liquidity reserves that must be held by banks, are be-
ing fully implemented.

In doing so, MiinchenerHyp has categorised itself as a capital mar-
ket oriented institution per the terms of MaRisk, and therefore
also fulfils requirements pursuant to BTR 3.2.

MaRisk distinguishes between five different scenarios, which were

implemented accordingly:

1) Base Case: corresponds to the bank's control case.

2) Bank stress: the reputation of the institution deteriorates, for
example due to high balance sheet losses.

3) Market stress: Short-lived event that affects a segment of the
financial markets. Examples of this are the September 11, 2001
terror attack, or the financial market/sovereign debt crisis.

4) Combined stress: Simultaneous occurrence of bank and market

5) Combined stress without counter-measures: Scenario 5 assumes
that it is impossible to obtain any liquidity.

MaRisk demands that an institution must be able to meet its
liquidity requirements arising from scenarios 1-4 for at least 30
days. Scenario 5 represents the worst case situation for internal
management purposes.

Varying model assumptions for all important cash flows were
derived for each scenario; for example utilisation of our liquidity
lines or guarantees (Aval), utilisation of previously made lending
commitments, or the development of collateral. Beyond this, all
securities were divided into different liquidity categories. Based on
this, we determined the volume that would be sold, over which
time period, or could be used for a repo transaction, to generate
additional liquidity in each individual scenario. Legal restrictions,
like the Pfandbrief Act's 180 day rule, were always observed in all
cases. The result is a day-certain presentation of the available
liquidity for a three year horizon in three currencies: euro, US dol-
lar, and Swiss franc. Positions in other currencies are negligible.
Limitation in the stress scenarios takes place using various horizons
as early-warning indicators in each scenario.

In addition, the Liquidity Coverage Ratio (LCR), including a fore-
cast, pursuant to CRD IV is calculated at least once a week for all
currencies. Furthermore, it is also separately presented on a requ-
lar basis for all relevant currencies (currently, the euro and the
Swiss franc). The ratio was notably higher than 100 percent at all
times in 2017.

MID-TERM STRUCTURAL LIQUIDITY PLANNING

The purpose of structural liquidity planning is to ensure mid-term
liquidity. The legal basis consists of the MaRisk BTR 3 and CRD IV
for the Net Stable Funding Ratio (NSFR).
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Mid-term liquidity management in accordance to the terms of
MaRisk is based on short-term liquidity management pursuant to
the terms of MaRisk, which means that both procedures use the
same scenario definitions and modelling assumptions. However,

due to the longer observation period, additional modelling as-
sumptions are also taken into account which are not essential for
managing short-term liquidity - for example, new business plans
or current expenses such as salaries and taxes.

Mid-term liquidity planning involves the following key liquidity

figures as components for determining results across all due

dates:

B accumulated total cash flow requirements,

® available uncovered and covered potential funding including
planned new business and prolongations in line with the sur-
plus cover requirements set by the rating agency Moody's,

B additional detailed data for planning and control activities.

The limitation of liquidity risks takes place using the structured
liquidity forecast and the stress scenarios based on the available
liquidity within a year.

In addition, pursuant to CRD IV, the NSFR is calculated on a quar-
terly basis for all currencies. Furthermore, it is presented separately
for all relevant currencies (currently the euro and the Swiss franc).
As the supervisory authority has not yet issued any binding mini-
mum amounts for complying with NSFR requirements, and the

values are currently stable at just over 100 percent, this key figure
is not being actively managed at this time.

In order to reduce refinancing risks, MiinchenerHyp strives to re-
finance loans with matching maturities and continuously checks
if its relevant refinancing sources (primarily those within the
Cooperative Financial Network) still remain available. In order
to limit market liquidity risks in its lending business with public-
sector borrowers and banks, MiinchenerHyp primarily acquires
securities that are acceptable as collateral by the ECB, and which
can be used for open market transactions at any time.

MinchenerHyp does not have any less-liquid bonds, like Mort-
gage Backed Securities (MBS) or similar securities, in its portfolio.

INVESTMENT RISK

Investment risk is understood to mean the danger of financial loss
due to a decline in the value of a holding to less than its book value.
This refers to long-term investments MiinchenerHyp has made
in companies within the Cooperative Financial Network due to
strategic reasons.

OPERATIONAL RISKS

Operational risks refer to possible losses caused by personal mis-
conduct, weaknesses in process or project management, technical
failure or negative outside influences. Personal misconduct also
includes unlawful actions, improper sales practices, unauthorised
actions and transaction errors.

We minimise our operational risks by qualifying our employees,
using transparent processes, automating standard procedures, and
by having fixed working instructions in writing, comprehensive
functional testing of the IT-systems, as well as appropriate emer-
gency plans and preventive measures. Insurable risks are covered
by insurance to the normal extent required by banks.

Within the framework of a risk analysis, the materiality in
accordance with MaRisk standards of all of the services that
MinchenerHyp outsources related to banking transactions, fi-
nancial services or other services that are typical for an institu-
tion like MiinchenerHyp, is examined. All of the outsourced ser-
vices that are defined as being material are monitored pursuant
to MaRisk requirements and are integrated within the risk manage-
ment process.

ABILITY TO BEAR RISKS

The professional concepts and models used to calculate the
Bank's ability to bear risks are continuously further developed in
accordance with legal supervisory requirements. MiinchenerHyp
calculates its ability to bear risks based on the so-called Going-
Concern, as well as the Insolvency Case. However, the so-called
Going-Concern scenario is the relevant method used for control
purposes, which determines if the bank would still have an ade-
quate equity capital ratio exceeding legally required levels after
the occurrence of risks contained in all of the risk categories.
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The scenario deducts market risks, counterparty risks, operational
risks, spread and migration risks, investment risks, property risks,
as well as modelling risks containing other non-explicitly defined
risks. Risks on cover potential for risks are accounted for on a
conservative basis and without taking diversification effects be-

tween the risk categories into consideration.

The Bank's ability to bear risks was given at all times during the
year under review.

USE OF FINANCE INSTRUMENTS FOR HEDGING PURPOSES

We engage in hedging activities - interest rate and currency de-
rivatives — in order to further reduce our risks and to hedge our
business activities. Credit derivatives are not employed. We use
asset swaps as micro-hedges at the level of individual transac-
tions. Structured fundamental transactions such as callable se-
curities are hedged accordingly with structured asset swaps.
Matching currency funding is primarily sought to hedge for-
eign exchange risks arising from transactions involving foreign
currencies; the remaining deals are hedged using (interest rate)
currency swaps. The main hedging instruments we use at the
portfolio level are interest rate swaps and swaptions. In addi-
tion to linear instruments, Bermudan options on interest swaps
(swaptions) and interest options (caps and floors) are also used
as hedges for embedded legal termination rights or arrange-
ments to limit interest rates.

ACCOUNTING-BASED INTERNAL CONTROL
AND RISK MANAGEMENT PROCEDURES

The accounting-based internal control system is documented in or-

ganisational guidelines, descriptions of work processes, financial

reporting handbooks, and operating instructions. It contains organi-
sational security measures, as well as ongoing automatic measures
and controls that are integrated in the work processes. These are, in

particular, separation of functions, the double-check principle, access
limitations, payment guidelines, new product and new structure pro-
cess and balance confirmations. Process-independent measures are,
above all, carried out by the internal audit department.

The risk management methods described in the risk report provide
continuous qualitative and quantitative statements regarding

MinchenerHyp's economic situation, including, for example, the
development of performance. This evaluation involves aspects of
all risk categories.

A close coordination process exists between the risk controlling
and accounting departments at MiinchenerHyp. This coordination
process is supervised by the entire Board of Management.

The results from the risk management system form the basis for
the multi-year planning calculations, year-end projections, and
agreement procedures for approving the key figures generated by
the Bank's accounting process.

CORPORATE PLANNING

MiinchenerHyp continues to pursue a growth strategy focused on
its residential and commercial property financing activities built on
a solid refinancing foundation primarily based on Pfandbriefe and
other bonds. The Bank's overarching strategic goal will continue to
be the further strengthening of its earning power and thus its abi-
lity to retain profits. The Bank's strategic planning is focused on
measures to improve net interest income and net commission in-
come, increase cost efficiency, and keep risks under control.

The annual adjustment of our business and risk strategy required
by the MaRisk defines the formal planning framework for this. Our
integrated annual planning process plays a key role in the planning
and management of our operations. This process synchronises our
sales goals, management of the decentral and central components
of our administrative expenses - including our project portfolio -
with the outlook for the profit and loss account as it develops over
the course of the year. All of the income and expense elements, as
well as our ability to bear risks, are continually monitored, or addi-
tionally planned on a rolling basis, thereby allowing the Bank to
respond appropriately and in a timely manner to fluctuations in
earnings or costs.

Planning also includes issues regarding appropriate levels of equity
capital - especially in view of meeting supervisory requirements.
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OUTLOOK - OPPORTUNITIES AND RISKS

ECONOMIC DEVELOPMENT AND FINANCIAL MARKETS

The outlook for the global economy is clearly optimistic. Fore-
casts anticipate that the broad-based upswing will continue with
the IMF expecting global GDP to grow by 3.9 percent per year in
2018 and in 2019.

The upswing is mainly driven by strong growth in advanced econo-
mies where production is predicted to grow further. The ECB foresees
the euro area growing by 2.3 percent as it did in the year under review.
Growth is only anticipated to slow slightly to 2.0 percent in 2019
against a background of a possible diminishing monetary support.

The strong and wide growth of the German economy will con-
tinue in 2018. In line with this outlook the German Federal Govern-
ment's latest Annual Economic Report predicts that the country's
gross domestic product will expand by 2.4 percent. This growth is
still supported by the domestic economy, especially by private
consumer spending. A notable increase is also foreseen for in-
vestments in construction due primarily to unwavering attractive
financing conditions. However, the construction industry is al-
ready operating at the upper limits of its capacities. This is in-
creasingly leading to bottlenecks and higher prices. The good
global economy is also benefiting the export sector, which will
also contribute to the growing economy. It is estimated that the
rate of inflation will remain at the level recorded in 2017 and there-
fore still to be moderate. The labour market will continue to de-
velop favourably in light of the good economy as employment fi-
gures continue to increase and jobless numbers decrease. The Kiel
Institute for the World Economy (IfW) estimates that the average
unemployment figure for the year will be 5.4 percent.

In the interim, the normalisation of monetary policies is viewed
as the primary risk facing the German and the global economy, and
could lead to uncertainty in the capital markets. At the beginning
of 2018 economic experts also mentioned political risks, such as

the outcome of the Brexit negotiations, or protectionist tendencies,
especially in the USA, as possible factors that could burden the
global economy, although they were not as strongly weighted as
they were in the previous year.

The central banks' monetary policies will still vary in 2018 as, at
least, two interest rate hikes are expected in the USA where the
Fed is likely to continue shrinking its balance sheet. In contrast,

the ECB and the Bank of Japan are expected to leave their key

interest rates at their respective low levels and continue buying
bonds on the market. At the beginning of 2018 the ECB already
announced that it was reducing its monthly volume of purchases
from € 60 billion to € 30 billion. This is interpreted to mean that
the ECB could raise interest rates for the first time in 2019 - if
the rate of inflation moves toward 2 percent. In this environment
we anticipate slightly rising interest rates. Yields on 10-year bunds
could rise from the 0.43 percent noted at the start of 2018 to a
level around 1.0 percent within the remainder of the year.

The euro strengthened in the currency markets in past months.
In the interim the euro has largely achieved its purchasing power
parity level of USD 1.25 to the US dollar and to a great extent has
ended its prevailing under-valuation. We do not expect to see a
further rise in the near future. The value of the euro also gained
vis-a-vis the Swiss franc and in the interim almost reached CHF
1.20, a level that the Swiss National Bank previously defined as its
minimum exchange rate.

The ECB's continuing purchases of bonds within the framework
of CBPP 3 should also result in favourable financing conditions
for Pfandbrief issuers in 2018. Experts expect that issuing acti-
vities will be concentrated in the first months of 2018 as spreads
could widen again as the ECB reduces its volume of newly pur-
chased bonds. The total volume of new benchmark covered bond
issues is expected to decline further to about € 100 billion. This
decrease is mainly due to issuers' notably lower refinancing re-
quirements compared to 2017. All in all, Pfandbriefe and other
covered bonds will, however, remain important refinancing
instruments. This especially applies to special institutions like
MinchenerHyp.

PROPERTY AND PROPERTY FINANCING MARKETS

Property markets will benefit from the favourable economic out-
look for another year and expand again. This means that the

35



MUNCHENER HYPOTHEKENBANK eG | ANNUAL REPORT 2017
MANAGEMENT REPORT

markets where MiinchenerHyp is active will be affected as fol-
lows:

The German housing market will again be characterised by excess
demand in 2018. This will apply equally to the user market - in
other words, demand for owner-occupied housing and rental
housing - and institutional and private property investor mar-
kets. Demand will continue to be driven by both low interest rates
as well as demographic developments. The increase in the number
of single-person households, in particular, will lead to a further
increase in the number of households, as will population numbers
which are growing again. In addition, demand on the part of
owner-occupiers and capital investors will remain at a high level
because the tight supply of properties noted in recent years was
unable to satisfy existing demand.

In view of the high capacity utilisation rates noted for the construc-
tion industry, and the declining number of building permits re-
corded during the year under review, the supply of housing

cannot be expected to increase noticeably in the future. Further-
more, the vacancy rates posted over many years in cities is sub-
stantially below the required fluctuation reserve. As a result, the
accelerated pace of price increases will also continue in 2018.

The outlook for the German commercial property market is also
favourable. Heavy demand for commercial properties, and especially
office properties, will continue to be shown by national and
international investors. The number and volume of transactions
will be generally determined by the limited supply of available
properties, especially in the seven biggest markets. Thus, experts
anticipate the volume of transactions to stabilise at the high
level seen in 2017.

Market conditions in the user market in 2018 will be driven by
unbroken high demand for office space, which will remain in

very tight supply - especially in the preferred office locations.
Newly built office space will also remain scarce in view of the
high rate of pre-completion leases signed. This situation is likely

to lead to a renewed increase in rents in the seven biggest markets.
Coupled with great pressure on institutional investors, which will

lead anew to slightly declining yields, prices paid for commercial
properties will initially rise further. It is felt that only a notable
increase in interest rates in the capital market can halt the de-
cline in initial yields and stop prices from rising even further.

Further developments in the UK property market will continue to
be influenced by the potential economic effects of Brexit. How-
ever, as forecasts for 2018 only anticipate a slight weakening in
economic growth, international investors are again showing in-
terest, and especially in the London property market. This indi-
cates that Great Britain is likely to hold its top-ranked status in
the European investment market in 2018. However, as the office
user market is in a very advanced phase of growth, is appears
likely that the trend towards more stable rents that surfaced in
the second quarter of 2017 will continue. Development of the re-
sidential property market depends to some extent on the number
of companies that will move their head offices, and the atten-
dant jobs, to other European cities because of Brexit. This is parti-
cularly true for the greater London area where prices for houses
are expected to rise at a slower pace than in the rest of Great
Britain. This development is likely to be far more visible in the
rental housing market. While rents are forecast to decline in
London, they are predicted to rise by 2 percent in Great Britain
in 2018.

The economic upswing is making French property even more at-
tractive for international investors. In addition, favourable fiscal
conditions are also contributing to France's appeal. Thus, based
on the assumption that there will be a sufficient supply of pro-
perties, the volume of investments is expected to increase. In
view of the unchanged low level of interest rates, the French prop-
erty market is predicted to continue on its upward trajectory
among users and investors. It is also foreseen that the market will
be marked by a further rise in prices paid, and higher rents.

The Dutch investment market is also experiencing overall favour-
able conditions in 2018. Demand for property will increase again,
especially among foreign investors. The market is expected to
grow in view of limited supply and investors' willingness to make
riskier investments beyond prime locations. Investors will remain
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focused on office properties as high demand for office space in the
user market promises higher property valuations due to rising rents.
The tight availability of properties in the institutional housing
market is likely to continue and lead to declining residential prop-
erty yields in portfolios. At the same time, a noticeable revival
of new construction activity is expected and will benefit the de-
velopment of projects and buildings under construction.

The segments within the Swiss housing market will increasingly
develop differently. The decline in rents will continue in the ren-
tal housing segment as the share of new rental housing as a per-
centage of total new housing under construction is expected to
remain high. In contrast, prices paid for private homes and con-
dominiums will continue to rise further. This development is sup-
ported, on the one hand, by the unchanged low level of interest
rates and, on the other, by notable excess demand.

Although forecasts for the American commercial property market
are mixed, they do anticipate that the phase of growth will slow. It
is expected that the vacancy rate in the office properties market
will rise slightly despite declining levels of new construction.
Rents are also expected to continue growing at a slower pace in
certain regions. This development may lead to a renewed reduction
in the volume of investments made in commercial properties. The
housing market is experiencing brisk new construction of multi-
family houses, thereby offering numerous purchase options to the
investment market. In contrast, the pace of rental increases is ex-
pected to weaken further in the rental housing market.

DEVELOPMENT OF BUSINESS AT
MUNCHENER HYPOTHEKENBANK

Our new business planning for 2018 is based on overall condi-
tions that do not significantly differ from those noted in the year
under review. High demand for property financing is expected to
continue in view of the favourable economic conditions and low
interest rates. Our planning anticipates a moderate increase in
interest rates that will still leave them very attractive. Competi-
tion will intensify as the number of finance providers will increase
thereby putting further pressure on margins. This situation applies
to both private residential and commercial property financing.
Against this background we plan to slightly expand our new busi-
ness compared to figures posted for the year under review. This is

because the prevailing competitive conditions and the level reached
in the interim do not permit a dynamic increase.

The emphasis of our new business planning remains on financing
residential property in Germany. The banks within the Coopera-
tive Financial Network are our key partners in this area of busi-
ness as they have pronounced sales power and close customer
relationships. These attributes have enabled them to steadily ex-
pand their share of market over the past years. We anticipate

that they will also grow stronger than the market in the residen-
tial property financing sector in 2018.

In January 2018 we introduced a new loan product to expand
our combined market position: the MiinchenerHyp Family Loan.
The product offers a sustainable financing solution to families
with children and is an innovative offer that favourably distin-
guishes our Bank from other providers of financial services. In
addition, we take a major step toward digitalising the entire lend-
ing process by upgrading the Bank's system for disbursements
and other portfolio processes. The objective of our efforts in this
area is to strengthen perception of our partner banks as modern
and very capable property financers thereby expanding the bro-
kered business.

We plan to moderately expand our new business in collaboration
with independent providers of financial services. The negative in-
terest rates in Switzerland will lead to a further intensification of
competition in the private property financing business. Working
together with PostFinance we therefore anticipate that the vol-
ume of new business will be at the previous year's level.

We also expect that our new commercial property financing
business will be at the 2017 level. Germany will be the focus of
our new business activities. In addition we want to step up our
business with foreign investors and accompany their investment
activities in Germany with attractive financing offers.

Plans for our international business foresee moderate growth in
all of the markets served by the Bank. In this context we will
accompany domestic customers outside of Germany as well as
foreign clients in their respective target markets. Our activities
in the USA will continue to be limited to participating in other
banks US financing arrangements.
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We anticipate that syndication markets will see lively growth in
2018 as there is a clear trend towards ever larger financing deals.
Only few banks, however, are willing to completely carry larger
lending volumes of € 100 million or more on their balance sheet.
For this reason, we expect that the number of club deals will
expand in 2018 along with growing volumes in the secondary
market. This is why we are planning to intensify our syndication
business. On the one hand we will significantly participate in
third-party financing deals, and on the other we will again pass
on bigger volumes of loans we generated to other banks. The
objective of these efforts is to attain a good diversification of risk.
In achieving this we will also expand our successful syndication
programme with the Cooperative Financial Network.

Qur lending business with the public-sector and banks will remain
unchanged and primarily serve to control liquidity and cover pools.
For this reason, we will strive to further reduce our capital market
business portfolio in 2018, which is anticipated to be smaller than
in the previous years.

Our refinancing needs in 2018 are planned to be between € 6 billion
and € 7 billion, of which we expect to obtain € 5.5 billion from the
capital market, with the remaining volume sourced via the money
market. As in the previous year, we anticipate that we will float
two large volume issues and have additional potential to tap

existing bonds. MiinchenerHyp will continue to need Swiss francs
due to its collaboration with Swiss PostFinance. Beyond these
activities we will take advantage of attractive opportunities offered
by other foreign currencies to further diversify our investor base.

We developed a deposit product for private customers in 2017
to broaden our refinancing mix. This product meets the require-
ments of the Cooperative Financial Network and will be sold by
cooperative partner banks. The product's procedures and market-
ability were successfully tested during pilot phases. As a result,
we plan to offer this deposit product on a permanent basis in the
future.

We will also expand our sustainability activities in 2018. As part
of these efforts we are pursuing the goal of successfully launch-
ing the MiinchenerHyp Family Loan into the market, thereby

expanding our portfolio of sustainable financing. Furthermore,

we are working on obtaining the required volume of mortgages
eligible to serve as cover to enable us to issue another Sustain-
able Pfandbrief.

We are striving to achieve a moderate increase in net interest in-
come from business operations in 2018. The stable development
in our core markets continues to offer us opportunities to once
again expand our new business and thus our portfolio of mort-
gage loans.

This will continue to have an increasingly favourable impact on
the Bank's performance. As a result, we anticipate that our earn-
ings will improve again in 2018.

We anticipate that our administrative expenses will increase
anew in 2018. Nevertheless, we currently expect that our cost-
income ratio will decline slightly.

Based on the currently available information, we expect that
provisions for lending risks will develop stably.

In view of the anticipated favourable market conditions, we are
confident that we will achieve our targets for the 2018 business
year and further expand our market position. We expect that our
net income will exceed the previous year's level.

DISCLAIMER REGARDING FORWARD-LOOKING STATEMENTS

This Annual Report contains statements concerning future ex-
pectations and forecasts. These forward-looking statements, es-
pecially those pertaining to the development of MiinchenerHyp's
business and income, are based on our planned assumptions and
estimates and are subject to risks and uncertainties. There are a
number of factors that could affect our business and which are
mainly beyond our sphere of influence. These include, above all,
economic developments, the state and further development of
the financial and capital markets in general and our refinancing
conditions in particular, as well as unexpected defaults on the
part of our borrowers. Therefore, the actual results and deve-
lopments may vary from the assumptions that have been made
today. For this reason, they are only valid at the time this report
was prepared.
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