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1. Business conditions and basic parameters

The significant factor for the IKB in the financial year
2007/08 was the international capital and credit
markets crisis which resulted in the Portfolio Invest-
ment segment suffering heavy losses and led to the
IKB’s crisis. The most important environmental condi-
tions relevant to IKB’s core business are the overall
health of the economy, in particular the medium-
sized industrial businesses, the German commercial
real estate markets, and trends in private equity

markets.

Conditions for Portfolio Investments

Until the early summer of 2007 the international
capital and credit markets were stable. Problems,
however, began to appear in the residential mortgage
market in the USA. Increases in interest rates led
to freezing and then falling real estate prices, the
number of forced sales and repossessions increased.
In addition growing doubts surfaced about the
lending practices in the USA in the residential mort-
gage market, particularly to sub-prime borrowers.
A rapid increase in defaults was expected, and with it

significantly more losses than had been anticipated.

As the practice of securitising residential mortgages
in the USA and selling them worldwide had grown
rapidly in recent years, the risks were spread through-
out the financial community worldwide. The long
term residential mortgages were in some cases
financed by short term financing using asset backed

commercial papers.

By the middle of July 2007 the rating agencies began
to regard credit portfolios with sub-prime risk as
critical (“CreditWatch Negative”). As a result investors
rapidly lost confidence in asset backed commercial
papers (ABCP).

By the end of July 2007 the market for this type of
commercial paper was almost at a standstill. As a
result the credit lines issued by the banks to the
issuers of the commercial papers were then fully
utilised on a long term basis. Due to the utilisation of
these lines of credit, and to spreading uncertainty as
to the potential extent of sub-prime risks, a massive
liquidity shortage for highly structured products

arose, which then spread to related markets.

In the second half of 2007, and the first quarter of
2008, highly structured credit products lost signifi-
cant value. This was also true for securities which
were assumed to have good and very good ratings.
Although the loss of value initially affected paper
with exposure to real estate risks in the USA, almost
all structured and unstructured securities suffered

some significant increase in credit spreads.
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Particularly affected were securities with complex risk
profiles. After July 2007 the market for collateralized
debt obligations (CDOs) backed by asset backed
security (ABS) and corporate debt was almost non-
existent. Market participants reacted by applying
significant risk-discounts when valuing these securi-

ties, which effectively ended trading.

Conditions in the IKB’s core business

General conditions applying to the Bank’s domestic
and foreign lending business were positive during

the financial year.

The German economy achieved 2.5% GDP growth
in 2007 and this trend showed no sign of weakening
by the spring of 2008. Driver of this growth was
an 8.2% growth of the companies’ capital investment,
which is particularly important to IKB’s core business.
But also exports — despite the continued strength of

the Euro —again increased significantly.

However growing uncertainty in the future of the
economy took hold during the past financial year
which also affected the German property market
and to a much larger extent the property markets in
Spain, Great Britain, and in particular the USA. This
uncertainty began to burden the economies of those

countries as a whole.

West European and Central European economies,
which are important for the IKB’s lending business,
were generally in a healthy state. Growth in invest-
ment and particularly private consumption growth
helped the EU to 2.6% and Central Europe to 7% GDP
growth in 2007.

The private equity boom weakened noticeably from
mid 2007, with the effect that it was no longer
possible to syndicate large acquisition transactions.
The mid-cap market, which is the segment most
relevant to the IKB, was also affected, but not to

the same extent.

Strategic direction of the IKB

IKB is a leading German specialist bank in long-term
finance for medium-sized corporate clients, estate
investors, and project partners. In terms of granting
long-term corporate loans to the manufacturing
industry, the Bank is the market leader with a market
share of just under 10%. IKB’s main rivals in Germany
are the major universal banks, as well as selected
larger credit institutions from the public banking sec-
tor. In addition, we are increasingly serving European
customers from outside Germany. In the European
markets we maintain our focus on the mid-cap

sector.

IKB’s strengths are to be found in its specialisation, in
its skill and expertise in this area of specialisation,
and in the high level of trust placed in the Bank by its
clients. For this reason our customers have stood by
the IKB during its crisis, and continued to do business
with the Bank.



The foundation for the activities is provided by the
IKB’s exceptionally well trained and highly dedicated
team of employees. What is important is that the
employees strongly identify with the Bank. This is
shown in the level of staff turnover, which although it
has increased since the beginning of the crisis in July

2007, is still relatively low considering the situation.

Following the onset of the crisis, the new Board of
Managing Directors has reviewed and realigned the
Bank’s business model. IKB’s future business model
will be focused more strongly on the Bank’s three
core business segments: Corporate Clients, Structured
Finance and Real Estate Finance. Innovative financing
solutions for customers and own securitsation issues
will remain an integral component of this business

model.

Corporate Clients

The Corporate Clients segment encompasses domes-

tic corporate lending, leasing and private equity.

In terms of issuing long-term investment loans to
German medium-sized companies within the manu-
factoring sector, IKB is Germany’s market leader. In
addition to the high quality of the advisory services
on offer, clients value the Bank’s clear commitment to
Germany’s medium-sized businesses —all the more so
during difficult economic times. The Bank has particu-
lar competence in promoting state support pro-

grammes.

Via the Bank’s leasing subsidiaries, the IKB is engaged
in equipment leasing both in the domestic market
and internationally. In Germany for example, the Bank

is a market leader in plant and machinery leasing.

Internationally the IKB Leasing Group is engaged in
Central and Eastern Europe (Poland, Romania, Russia,
Slovakia, the Czech Republic and Hungary) as well as

in France and Austria.

The IKB Private Equity Group is one of the leading
German full-service providers for medium-sized busi-
ness growth finance. In this business we provide
medium sized companies with direct shareholdings
as well as various forms of mezzanine capital. In addi-
tion to the so-called Standard-Mezzanine-Programs,

individual solutions are increasingly important.

Through the IKB’s sales network, the Bank is able to
offer its customers a complete portfolio of structured

and real estate finance.

Real Estate Clients

The Real Estate Clients segment offers IKB’s cus-
tomers a wide spectrum of real estate services as
well as bespoke financing. Further, the IKB offers real
estate leasing through the Movesta Lease and Finance
GmbH —a joint venture with the KfW IPEX Bank.

The IKB is further engaged in real estate financing
internationally, particularly in Great Britain, the

Benelux countries, France, Italy and Spain.
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Structured Finance

The Structured Finance segment offers acquisition
services and project financing throughout Europe. In
Germany as well as in France, Italy and Spain, the
Bank has achieved recognition as a leading arranger,
with a particular focus on the mid-cap market, and
the IKB participates in similar transactions in Great
Britain and the USA.

In acquisition finance IKB uses its transaction-specific
competence and sector know-how, with particular
emphasis on the industrial mid-cap companies. Of
crucial importance is IKB’s local presence in all of the
key Western European markets enabling the Bank to
take due account of regional characteristics on the

ground.

As part of the Bank’s project finance activities, IKB
arranges and structures the financing of national
and international projects. Using its sales network
the bank is able to provide its complete portfolio of
financial products to German customers operating
throughout Europe, and at the same time offer

financing for cross-border transactions.

Securitisations

Since the late 1990’s, IKB has been engaged in risk-
based external placement of loans and advances
made to customers. Until 31 March 2008 the Bank
had securitised assets with a total volume of
€ 24 billion, placed largely synthetically on national
and international capital markets. This process has no
effect on the Bank’s relationship to its customers.
The transactions enable IKB to reduce its credit risk

and to free up equity.

IKB has enjoyed attractive issuing conditions due to
the high granularity of the individual risks, the con-
vincing performance of previous placement trans-
actions and the friendly market conditions. Europe-
wide lending, sales networks and securitisation
combine to form an integrated overall strategy.
The current turbulent market conditions have how-
ever affected the securitisations market generally,
so that investors are only willing to accept risks in
return for a higher risk premium. The IKB expects
that the markets will return to normal, if not to the
levels seen prior to the sub-prime crisis, so that the
strategy of placing credit risks can be continued.
In March 2008 the Bank synthetically placed a mid-
cap portfolio amounting to € 1.5 billion (Promise |
Mobility 2008-1).

For the IKB this meant achieving access to capital
markets for its medium-sized customers, and a reduc-

tion of its own credit portfolio risk.



Portfolio Investments

In 2001, IKB started to invest increasingly in securities
that were collateralised by specific credit portfolios
of different asset classes (mainly asset-backed secu-
rities — ABS and collateralised debt obligations —
CDOs) which contained significant sub-prime risks.
Such financial instruments are collectively reported

within Portfolio Investments.

Further, in 2002, the Rhineland Funding conduit was
launched (Rhineland Funding), which also invested
in credit backed securities and was financed by the
revolving issue of commercial papers. The IKB and
other banks extended considerable lines of credit
as security for these commercial paper issues. The
investments in long-term securities and their refi-
nancing using commercial papers required maturity
arbitrage, through which the conduit earned addi-
tional income.

The objective was to improve the Bank’s income-risk
structure. These portfolio investments improved
the IKB’s income stream significantly. A strategy
involving such portfolio investments and special
purpose entities will in future no longer be followed
by the IKB.

Although the transactions with Rhineland Funding
were restructured in connection with the crisis and
the rescue package put together by the KfW and the
Banking Associations, as described below, € 4.9 billion
of structured securities remain in the IKB AG balance
sheet at 31 March 2008 (nominal €5.7 billion in
the Group balance sheet at 31 March 2008) and
are written down commensurate with their loss of
value. The IKB plans to sell a portion of these securi-
ties, possibly in small packages. First transactions of

this type were realised in June 2008.
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2. Important events in the reporting period

On 27 July 2007, IKB faced a crisis that threatened
its very existence, caused by the developments on
the US sub-prime mortgage market. It took a compre-
hensive rescue package put together by the KfW
Bankengruppe supported by three German banking
associations (BdB, BVR, DSGV) to secure the Bank’s

future.

Background to the crisis

The IKB had invested to a significant extent in struc-
tured securities with high levels of risk exposure
to credit risk in the real estate mortgage market in
the USA. At 31 July 2007 these activities comprised
the following:

® The Conduit “Rhineland Funding” (comprising
the refinancing entity Rhineland Funding Capital
Corporation and a number of special purpose
vehicles) with a nominal investment volume of
€ 13.2 billion. The IKB has provided the Conduit
with a credit facility of € 8.1 billion.

Other banks also had committed lines of credit to
Rhineland Funding. The special purpose vehicles
Havenrock | Ltd and Havenrock II Ltd provided
security for 25% of the liquidity risk and the credit
default risk of individual Banks. The IKB and the
IKB International S.A. provided Havenrock | Ltd
and Havenrock Il Ltd with credit lines and
thereby assumed credit default risks of a nominal
€ 1.2 billion.

® Portfolio investments of the IKB AG and IKB
International S.A., Luxemburg, of nominal € 5.0
billion and € 1.3 billion, and

® The special purpose vehicle Rhinebridge plc with
a nominal investment volume of € 1.8 billion, in
which IKB itself had invested € 109 million in
capital notes.

Despite the originally high proportion of investment
grade assets — 100% of Rhineland Funding and
99.2% of Rhinebridge investments — the risks in these
investments exceeded, in retrospect, the risk taking
capacity of the bank considerably.

In particular there was an increasing risk that the
high sub-prime element in the Rhineland Funding
portfolio could not meet its asset backed commercial
paper refinancing commitments indefinitely. The
capital market and banking sector assumed that
the IKB’s liquidity commitments would be utilised
over an extended period of time and would therefore
be exposed to significant sub-prime credit risks.
As a result, several banks questioned the credit-
worthiness of the IKB, and the IKB was no longer able

to obtain sufficient sources of liquidity.

Rescue package

To avoid a moratorium of IKB, a rescue package
(risk shield) was put together during the weekend
of 27-29 July 2007 by KfW Bankengruppe (Kfw)
together with the BaFin, the Bundesbank, the Federal
Finance Ministry and three associations of the
German banking industry (BdB, BVR and DSGV).
These rescue measures were expanded repeatedly-
during the course of the financial year 2007/08 and
by the end of March 2008 comprised the following

elements:



Rhineland Funding and Havenrock

In an initial step, on 30 July 2007 the KfW took over
the IKB’s € 8.1 billion liquidity facility committed to
Rhineland Funding. Further, initial risks of € 0.8 billion
arising from the IKB’s obligations to the Havenrock
entities were assumed. In November 2007, signs
emerged that the shield covering the threat of losses
from Havenrock was probably insufficient. Conse-
quently, KfW and the banking pool approved a shield
covering all risks related to Havenrock — totalling
a nominal € 1.2 billion — except for an amount of
€ 54 million. The corresponding agreements were

concluded in January 2008.

On 7 January 2008 a convertible bond with an
obligatory conversion was issued with a volume of
€ 54.3 million which was fully subscribed for by the
KfW, whereby pre-emptive rights were excluded. The
bonds were converted in February 2008. As a result,
the subscribed capital of the IBG AG was increased
to € 247.8 million (previously € 225.3 million) and
the number of notional no-par value shares to € 96.8
million (€ 88.0 million) on 28 February 2008. The
share of KfW Bankengruppe of the IKB AG’s share
capital increased accordingly to 43.4% (37.8%).

By the end of March 2008 the KfW'’s share in the IKB
had increased to 45.5%.

Portfolio investments

At the outbreak of the crisis, the IKB AG and IKB
International S.A., Luxemburg had invested a nominal
€ 5.0 billion and € 1.3 billion in structured securities.
These portfolio investments were split into two parts

as part of the rescue package as follows:

® A “higher-risk sub-portfolio”, containing securities
with higher default risks, notably CDOs and
ABS with sub-prime shares and so-called first-loss
pieces, with a nominal volume of € 3.3 billion at
the end of July 2007 (AG: € 2.4 billion). For this
sub-portfolio, the KfW, with the support of the
three banking associations committed itself to

covering initial losses of up to € 1 billion.

¢ A second portfolio, the “unshielded sub-portfolio”,
with a nominal volume of € 3.0 billion for the
Group (AG: € 2.6 billion) at the end of July 2007
includes primarily CDOs based on Corporate Loans

and ABS transactions.

The nominal volumes of both sub-portfolios changed
over time, as a result of repayments and changes
in the €/US $ exchange rate, and have decreased
over the course of the crisis and over the period to

the end of the financial year.

To compensate for the high amounts of losses on both
portfolios and the resulting reduced liable capital, the
KfW increased the IKB’s liable capital on 19 February
2008 by € 600 million and on 19 March 2008 by a
further € 450 million. This was effected by means of
a loan with immediate debt waiver and recorded
in these financial statements as addition to the capi-
tal reserve in the sense of section 272 (2) (4) HGB.
These loan agreements include provisions for com-
pensation out of future profits with the following

principal terms:

® The measures amounted to funding of € 1.05
billion (plus expenses and interest). Rights to repay-
ment in a financial year arise only to the extent that
as a result of the compensation payments the IKB
does not incur a loss in its financial statements
under German GAAP (HGB) and the IKB retains a
regulatory liable capital ratio of at least 9%.

17



18

® Interest payments are due only in years in which,
and to the extent that, such interest payments or
partial settlement of interest payments do not
result in the IKB reporting a loss in its financial
statements under German GAAP (HGB). Should
payment by the borrower result in the Bank, at the
time of making payment, having a regulatory liable
capital ratio of less than 9%, the IKB is permitted to
defer payment until payment can be made without

lowering the capital ratio below 9%.

® Compensation payments out of future profits will
always precede profit-participation certificates and

the IKB’s silent participations.

® The IKB AG is obliged, as far as legally permitted, to
ensure a maximum dividend distribution is made

by subsidiaries directly owned by the IKB AG.

Rhinebridge

Through the purchase of securities, the special pur-
pose vehicle Rhinebridge invested in credit portfolios
towards the end of June 2007. The London branch of
IKB Credit Asset Management GmbH (IKB CAM) acted
as Portfolio Manager. Rhinebridge was financed by
capital notes and by means of short term commercial
papers (CP). From August 2007 the latter could
no longer be placed as a result of the turbulence
in the worldwide CP markets. In August 2007 the
IKB invested in capital notes and CPs to stabilise
Rhinebridge. As a result of further deterioration in
the markets, Rhinebridge no longer fulfilled various
portfolio ratio obligations and was placed in receiver-
ship in October 2007. The Receiver was appointed
on 22 October 2007. As a consequence, Rhinebridge
management is the responsibility of the Receiver.
At that time, the Bank was engaged with € 183
million in capital notes and € 222 million in CPs. In
the meantime CP repayments have been received

amounting to € 35 million.

The IKB AG is exposed to default risk in respect of
the Rhinebridge structured investment vehicles as a
result of the Bank’s own investments. These are
recorded as assets within “Portfolio investments”
and are, to the extent that they are not covered by

the risk shield written down by € 74 million.
Capital increase

On 27 March 2008, shareholders in General Meeting
approved a capital increase in return for new liquid
funds of up to € 1.49 billion (offered to existing share-
holders at a ratio of 1:6). The KfW has committed
to the BaFin it will subscribe for sufficient shares
that the IKB will raise at least € 1.25 billion additional
capital (before issue costs) from this issue. This com-
mitment has been made under the reservation that
the BaFin grants the buyer of the shares certain
exemptions from the Securities Trading Act and
Takeover legislation. The Board, based on all the
available facts and circumstances, continue to expect
that the capital increase in August 2008 will take
place despite some legal challenges being raised
thereto, and that in addition to other shareholders,
the KfW and/or a purchaser of KfW’s shares will
subscribe for shares in connection with the capital

increase.

Findings of the PwC agreed upon procedures

On 1 August 2007, auditors PricewaterhouseCoopers
(PwC) were engaged to conduct comprehensive
agreed upon procedures. The findings of the agreed
upon procedures were submitted on 15 October
2007.



As a consequence of the findings of the auditors, the
Board of Managing Directors adopted an immediate
package of measures which has already been largely
implemented. This package comprises, in particular,
the following key points:

® No further new business in portfolio investments;

® Implementation of a comprehensive evaluation of
existing assets and implementation of a signifi-
cantly improved asset management (including an

update of valuation models);

® Re-Integration of the subsidiary IKB Credit Asset
Management GmbH, which was responsible for
advising the special purpose vehicles and for the
management of the IKB’s portfolio investments
and transfer of functions and human resources to
IKB AG;

e Strengthening the function of the Chief Risk Officer
(CRO), specifically by merging responsibility for risk
controlling and credit risk management

® Establishing a risk committee to be headed by
the CRO, for the overall valuation and control of all
risk items;

® Improving reporting to the Supervisory Board,
particularly with respect to the portfolio invest-

ments remaining;

® Reviewing the conception of risk-bearing capacity;
and

e Restatement of the Annual Report as well as
Financial Statements and Management Report of
IKB AG as of 31 March 2007.

Personnel Changes

The Supervisory Board of the IKB AG has, to combat
the Bank’s existence-threatening crisis, and on the
basis of the agreed-upon procedures performed by
PwC, made major personnel changes: The speaker of
the Board of Managing Directors, Stefan Ortseifen,
and the Chief Financial Officer, Dr Volker Doberanzke,
are with effect from 29 July 2007 resp. 7 August 2007
no longer members of the Board of Managing
Directors. The Board of Managing Directors mandates
of Dr Markus Guthoff and Frank Braunsfeld were
terminated with effect from 15 October 2007.

The Supervisory Board have appointed Dr Glinther
Braunig, Member of the Board of Managing Directors
at the KfW, as Chairman of the IKB AG Board of
Managing Directors, and Dr Dieter Gliider, until then
Director at the KfW, as a Member of the Board of
Managing Directors of the IKB AG with effect from
29 July 2007. During his appointment at the IKB AG,
Dr Giinther Brdunig’s position as Member of the
KfW Board of Managing Directors will be suspended.
Dr Reinhard Grzesik was appointed as the new CFO
with effect from 15 October 2007. On 26 March
2008, with effect from 1 April 2008, the Supervisory
Board appointed Dr Andreas Leimbach to the IKB’s
Board of Managing Directors.

At the shareholders meeting on 17 March 2008 Ulrich
Grillo, Werner Oerter, Dieter Pfundt and Dr Alfred
Tacke were appointed to the Supervisory Board.
The Supervisory Board mandates of Dr Jirgen
Behrend, Dr h.c. Ulrich Hartmann, Dr-Ing. Mathias
Kammiiller and Dr Alexander v. Tippelskirch ended
on 27 March 2008. From 29 March 2008, Werner

Oerter is Chairman of the Supervisory Board.
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Shareholder’s meeting and dividends

The shareholder’s meeting, originally planned for
30 August 2007, was held on 27 March 2008. All
motions proposed by management were approved
by a large majority, including the approval of the
capital increase described above. Pricewaterhouse-
Coopers Aktiengesellschaft Wirtschaftspriifungs-
gesellschaft were appointed as auditors of the
Annual Financial Statements of the IKB AG and as
auditors of the Bank’s Consolidated Financial State-
ments for the year ended 31 March 2008. Voting
results on the individual motions can be found

under www.ikb.de.

Further motions proposed by the German Share-
holders Association (Deutsche Schutzvereinigung

fur Wertpapierbesitz eV. (DSW)) to request agreed-

upon procedures to investigate the responsibility of
former members of the Board of Managing Directors
and Supervisory Board were approved. The results of

these procedures are currently outstanding.

As no net profits were reported in the Restated Annual
Financial Statements of the IKB AG to 31 March 2008,
no dividend is declared. Originally a dividend of

€ 0.85 per share was planned for the year 2006/07.

Current rating situation

The rating agencies Moody’s and Fitch have amended
their rating for the IKB on a number of occasions
during the 2007/08 financial year. The results are

shown in the table below:

Financial strength/

IKB ratings Long-term Short-term Individual rating Outlook
Moody’s Aa3 (from 15 Sep 03) P-1 B (negative) Stable
31Jul 2007 Aa3 P-1 C (negative) Negative
4 Sep 2007 A2 P-1 D— (negative) Negative
22 Jan 2008 A3 P-2 E+ (developing) Negative
1 Apr 2008 Baa3 P-3 E (stable) Negative
Fitch A+ (from 5 Oct 98) F1 | B/C (from 15 Dec 05) Stable
2 Aug 2007 A+ F1 C (negative) Stable
21 Dec 2007 A+ F1 E Stable




Liquidity situation

Refinancing the IKB’s business in the financial year
2007/08 was very difficult after the crisis in July 2007,
and was achieved primarily using borrowings against
collateral. Since the onset of the crisis in summer
2007 the capital markets were difficult for most
banks, and the level of normal business between
financial institutions was declined significantly.
Instead, collateralised borrowings and depositing
securities with the European Central Bank has
become an important source of finance for the IKB

and for all banks.

Sale process

On 18 January 2008, KfW launched the process
whereby its shares in IKB will be sold. The Stiftung
Industrieforschung, IKB’s second largest shareholder,
also intends to sell its shares in the IKB as part of

this process.

IKB has given selected bidders an opportunity to
conduct a due diligence. On the basis of this exercise,
bidders could make indicative offers.

The IKB welcomes this process. The IKB’s business
model, which comprises the Corporate Clients, Real
Estate Clients and Structured Finance segments will
gain added impetus from working with a new partner
and the sale will enable the Bank to open up new
potential. IKB’s refinancing opportunities can also
be improved by a strategic buyer. For these reasons,
the Board of Managing Directors has decided to
support the sale process. The Supervisory Board of
IKB is monitoring the process and has set up its

own committee for this purpose.

The process continues after the balance sheet date
and is discussed in more detail in the supplementary

report.
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3. Earnings, financial, and asset position

Business developments

As the activities of the IKB AG and its subsidiaries
are closely related, the following information on the
development of the IKB‘s business is provided on a
consolidated basis for the IKB Group as a whole

unless otherwise stated.

The volume of new loan and other business amoun-
ted to € 11.8 billion (2006/07: € 12.8 billion), although
the IKB significantly reduced the volume of new
business since August 2007 particularly for liquidity
and capital adequacy reasons. No new portfolio
investment engagements have been entered into

since the crisis began.

Overall, IKB disbursed € 9.8 billion in the three core
business segments Corporate Clients, Real Estate
Clients, and Structured Finance (2006/07: € 11.1
billion). Significant business developments in the

segments were as follows:
Corporate Clients

In the business segment Corporate Clients the IKB
has disbursed € 4.6 billion (2006/07: € 4.6 billion), of
which € 3.6 billion (€3.7 billion) represented new
domestic loan business. 171 new customers were
recorded (2006/07: 285). This is comparable with the
levels seen in the 2005/06 financial year (190 new
customers). The margin on new domestic lending
business, calculated against the Bank's average

refinancing cost, has fallen to 1.02% as a result of

the high level of competition before the capital
markets crisis and the increased refinancing costs
following the onset of the crisis (2006/07: 1.12%).
A slight improvement in the average credit rating

attached to new business could again be achieved.

The largest proportion of new business (61%)
was with customers with a turnover of between € 25
million and € 1 billion. 34% of new disbursements
was to customers with a turnover of over € 1 billion.
5% went to customers with a turnover of less than
€ 25 million.

The overwhelming majority of disbursements were
for long term loans. At the same time the IKB was
able to improve its position as specialist for placing
and brokering long term loans from public funding
programmes. Public development loans made up 47%
of the new domestic lending business in the financial
year 2007/08. In the past two years these represented
43% (2006/07) and 28% (2005/06) of new domestic
lending business.

Increasingly the IKB was also able to arrange promis-
sory loan notes for smaller customers. In 2007/08
11 promissory loan notes with a total volume of

€ 150 million were arranged.

The IKB Leasing Group, which is engaged in equip-
ment leasing in both domestic and international
markets, achieved just over € 1 billion of new busi-
ness for the first time, representing a 23% increase
compared to 2006/07 (€ 0.8 billion).



Approximately three quarters of this new business
was in Germany, where IKB Leasing is building on
its established market presence. At the same time
the international aspect of this business continues
to be developed. The IKB Leasing Group's spread has
now grown to 13 leasing companies in nine countries
(Germany, France, Austria, Poland, Romania, Russia,
Slovakia, The Czech Republic, and Hungary). After
successfully establishing itself in Romania and Russia
the IKB Leasing now covers almost all the Central
and Eastern European area.

The IKB Private Equity Group achieved disbursements
of € 51 million in the year. Two new direct participa-
tions were entered into, and two sold successfully.
A total of five new mezzanine financing arrange-
ments were placed. In addition IKB Private Equity
participated as investor in the equiNotes II-Trans-
action. equiNotes Il is a securitised portfolio of
mezzanine capital invested in mid-cap companies.
IKB Private Equity now manages approximately
€ 850 million in assets.

Real Estate Clients

New business of € 1.4 billion (2006/07: € 1.3 billion)
was achieved in the Real Estate Clients segment in
2007/08, whereby the Bank deliberately limited itself
to business with its existing customers. International
financing (€ 0.3 billion), was at a similar level to last
year, the IKB limited the scope of this business in
the light of the Bank’s problems and did not pursue
the original plan of forcing growth. The margin on
new business fell to 1.07% (1.32%).

As in prior years, activities were concentrated on real
estate property projects with third party letting and
a good rating quality. As well as office properties,
urban shopping centres were in focus, which are
currently of interest to local government agencies
and project developers. Property developments for
use in the logistics industry are also showing dynamic
growth. The IKB is engaged in several ambitious

contract logistics and distribution centre projects.

In addition, as at year end, there are 18 Joint Ventures
in progress, in which the IKB is working on complex

projects together with mid-cap project developers.

Structured Finance

In 2007/08 a total of € 3.8 billion of new business
was written with Structured Finance products (acquisi-
tion and project financing, and export credit). The
comparative figure for 2006/07 was € 5.3 billion. The
reduced volume of new business reflects the weakness
— following a record year in 2006 — in the LBO markets.
The level of new business is however still higher than in
2005/06 (€ 3.5 billion), an achievement made possible
due to IKB‘s focus on mid-cap transactions which
were less affected by the downturn. In addition the new
business margin improved slightly to 2.09% (2006/07:
2.01%).
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Approximately half of new acquisitions financing
business was written by the offices (Frankfurt, London,
Madrid, Milan und Paris) and the subsidiary IKB Capital
Corporation in New York. The IKB was engaged as lead
arranger in a substantial number of mid-cap European

transactions.

The IKB organises its own original acquisition financing
and employs an active Portfolio Management, which
means that a systematic securitisation strategy is
employed. In April 2007 the IKB placed ,Bacchus
2007-1“ with a volume of € 450 million. This transaction,
comprising of over 80 mid-cap acquisition finance
assets, attracted much interest from investors due to

its high level of diversification.

As part of the Bank’s project finance activities, IKB
arranged and structured the financing of national and
international projects. This business amounted to
approximately half of new Structured Finance business.
In addition the Bank financed export transactions (loans
with guarantees from the Export Credit Agency (ECA))
and supported mid-cap businesses seeking to
develop new or additional production capacity in other

countries.

Income

The IKB AG's profit and loss account is significantly
affected by the Bank's crisis. The direct effect of the
crisis is reported in the profit and loss account in the
position ,Depreciation and write-downs on invest-
ments, interests in affiliates, and long term invest-
ment securities“ (hereafter referred to, together
with the other positions in this category, as ,trading
result”), the position ,,Amortisation/depreciation and
write-downs of receivables and specific securities,
as well as additions to loan loss provisions* (hereafter
Jrisk provisions“) and the income position ,,extraordi-
nary income® ,Extraordinary income“ represents
income received as a result of the rescue package. The
transactions and amounts included in these positions

are presented in the following table:
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Net income from
investment securities
Depreciation
and write- Change
downs on Extra- from
Luxembourg Risk ordinary Total Total previous

in € million investments Other  |provisioning| income 2007/08 2006/07 year
Havenrock -54 -54 -
Higher risk sub-portfolio —-433 —408 -1059 779 -1121 -
Unshielded sub-portfolio -121 —45 -1 -167 -
Rhinebridge -164 74 164 =74 -
Losses on portfolio investments,
sub-total -608 —616 -1134 943 -1416 - -1416
Depreciation and losses on sale of
other securities in the investment
portfolio -80 -80 -2 -78
Write-downs on investments in
affiliated companies -36 -36 -36
Gains on sale of affiliates and of
investment securities 14 14 180 -166
Other securities in liquidity reserve =70 =70 =74 4
Net risk provisions in core lending
business —-288 —-288 -230 -58
Other 46 46 46
Sub-total -562 -719 -1493 943 -1832 -126 -1706
Net interest income 294 381 -87
Net commission income 90 164 -74
Net result from financial operations —4 -10 6

Personnel expenses 155 146 9

Other administrative costs 166 113 53
Administrative expenses 321 259 62
Net other operating
income/expenses -9 -16 7
Income from taxes
(previous year: tax expense) 21 —24 45
Result (after taxes) -1760 110 -1871
Share of losses attributable to holders
of profit participating certificates and
silent partners (Loss participation) 485 0 485
Additions to fund for general
banking risks (HGB section 340g) 0 -110 110
Net loss after participation of
hybrid instruments -1276 0 -1276

Rounding differences may occur
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The “Financial result” of € —1,281 million in total
includes, directly and indirectly write-downs on the
Company’s investment in IKB International S.A. of
€ 562 million. The primary reasons for the write-
downs are apparent from the first column of the
table: A substantial proportion of portfolio invest-
ments and part of the obligation to the Havenrock
entities were entered into by IKB International S.A.
The losses incurred by IKB International S.A. in
connection with the crisis had to be absorbed by
the IKB AG and financed by means of capital
increases, as IKB AG letters of comfort had been is-
sued with IKB International as beneficiary. The
amount of the write-down was determined on the
basis of a valuation on a cash-flow basis, of future ex-
pected surpluses, whereby the reasons for the need to
make the write-down are identified. The absorption
of € 125 million of losses by IKB International’s silent
partnership interests compensated for losses incurred
to a lesser extent, this is included, together with the
other elements of the valuation, in the position
“Other”.

Further information on the individual items in the

table is presented below:

Havenrock. No additional losses in respect of the
Havenrock entities over and above the € 54 million
of loss not covered by the rescue package are reported
as in the Bank’s single entity commercial law
accounts. The risk shield is treated in the same way as

collateral.

Higher risk sub-portfolio. Losses on the higher risk
sub-portfolio include € 433 million losses of the IKB
International S.A., € 408 million portfolio investment
losses recorded by the IKB AG, and € 1,059 million of
losses on the IKB AG’s credit default swaps and sepa-
rable embedded derivatives. The latter position is an
element of risk provisions made for future losses. Al-
lowing for the € 779 million risk absorbed by the Kfw,
the higher-risk sub-portfolio has contributed directly
and indirectly € 1,121 million to losses.

Unshielded sub-portfolio. This sub-portfolio, contain-
ing primarily corporate risks, has required risk
provisions of € 167 million, most of which is recorded
by IKB International S.A. Some of this amount has
been recorded directly by the IKB AG.

Rhinebridge. Losses of € 164 million on capital notes
were covered by the rescue package. The Rhinebridge
capital notes write-downs contributed € 74 million

to the loss reported in the year.

The total losses on portfolio investments charged

against income amounted to € 1,416 million.

In addition significant charges were made against

current year income in the following positions:

Structured financial instruments reported within
the category long term investment securities were
sold at a € 66 million loss; in addition a valuation
loss on separate pension assets (Contractual Trust
Arrangement) was recorded so that a total loss of

€ 80 million was recorded.

Other write-downs on participations amounting to
€ 36 million were made against the investment in IKB
CC, New York, (€ 15 million), and against property
holding companies which own buildings used by
branches (€ 15 million), and against smaller participa-

tions.

Income from the sale and valuation of participations
amounting to € 14 million resulted primarily from
the merger, within the Group, of IKB Financiére France
S.A. with IKB Beteiligungen GmbH (see position Nr. 5
in the income statement). The prior year figure of
€ 180 million resulted primarily from the sale, within
the Group, of the participation in IKB International
S.A. Luxemburg to the holding company IKB Lux
Beteiligungen S.a.r.l..



Other securities held as liquidity reserve have suffered
a net loss of € 70 million due to widening credit
spreads and to a lesser extent due to changes in

market interest rates.

Net provisions for possible loan losses from normal
loan business increased from € 230 million to € 288
million. The loan portfolio has been reviewed by the
new Board of Managing Directors. Partial provisions
against first loss pieces in securitisation transactions
originated by the Bank have been made to reflect
their substantial loss of market value, although no

long term impairment is expected.

The other positions in the profit and loss account have

developed as follows:

The broad measure of net interest income (including
current income from participations) fell by 22.9% to
€ 294 million (2006/07: € 381 million). The decline
is primarily as a result of lower profit transfers from
Group companies, lower income from own deposits,
higher refinancing costs and defaults on interest

due on portfolio investments.

Net commission income fell by 45.0% to € 90 million
(€ 164 million). The fall was primarily a result of lower
advisory fee income from the Rhineland Funding

Conduit compared to the previous year.

The net result of financial operations was a loss of
€ —4 million (€ —10 million), in particular as a result
of the fall in market values of fixed income and

equity securities.

Administration expenses increased by 24.1% to
€ 321 million (€ 259 million), which can be attributed
primarily to the high project and consultancy costs
incurred related to resolving the IKB’s crisis. Although
personnel expenses increased moderately from
€ 146 million to € 155 million as a result of a higher
number of employees, other administrative expenses
increased by 47.2% to € 166 million (€ 113 million).

A net tax income of € 21 million is reported in the
current year, compared to the tax expense of € 24
million reported in the prior year. The IKB is liable to
no current period taxes in Germany, and could release
certain tax accruals from prior periods. Similarly,
outside Germany the Bank is liable to only small

amounts of tax due to the carry back of tax losses.

In the 2007/08 financial year the IKB’s hybrid
financial instruments participate in the reported
losses, absorbing € 485 million, leaving a net of
€ 1,276 million. Accordingly no dividend will be paid
for the year.
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Balance sheet

Total assets at 31 March 2008 amounted to € 50.0
billion, € 4.3 billion lower than at 31 March 2007
(€ 54.3 billion).

The total loan volume (before provisions) at 31 March
2008 was € 35.0 billion and thus slightly lower than
the previous year (€ 35.1 billion). The total loan
volume as at the reporting date comprises loans and
advances to banks, loans and advances to customers,
securitised lending (in the form of debt securities),

and guarantees.

Loans and advances to customers rose by € 1.2 billion
compared with 31 March 2007, to € 26.1 billion. The
increase is mainly a result of advances made to
the Havenrock entities, secured by the KfW and the
Banking associations, drawn down under credit lines
provided by the Bank, and is also a result of loans
made within the group.

Loans and advances to banks fell by € 4.3 billion to
€ 8.3 billion, as the IKB reduced inter-bank market

deposits significantly during the crisis.

Securitised lending and other fixed interest securities
amounted to € 12.3 billion (€ 14.5 billion) including
securitised loan business of € 4.3 billion (€ 5.0 billion).
The lower amount compared to 31 March 2007 is a
result of write-downs against portfolio investments,
scheduled repayments, and the effects of changes in

currency exchange rates.

Investments in affiliated companies remains constant
at € 1.0 billion. The Bank’s investment in IKB Inter-
national S.A. was increased following a capital in-
crease of € 385 million, and reduced by a write-
down of € 192 million. Further write-downs of € 370
million were made against the book value of IKB
Lux Beteiligungen S.a.rl. The book value of IKB
Beteiligungen GmbH was increased by € 171 million

following a capital increase.

Other assets amounted to € 1.7 billion (€ 1.1
billion), the increase representing primarily amounts
receivable from the KfW in connection with the

rescue package.

On the liabilities side of the balance sheet, liabilities
to banks increased by € 2.7 billion to € 18.9 billion.
Within this total, amounts payable on demand
(i.e. short term borrowings in the inter-bank market)
fell by € 2.4 billion to € 0.1 billion. The reduction
clearly reflects the liquidity crisis. Liabilities with an
agreed term or notice period increased to € 18.8
billion (€ 13.7 billion). The increase reflects a heavy
increase in collateralised borrowings drawn from
the EZB and other banks as well as higher individual
refinancing arrangements in connection with state
support schemes promoted by the KfW and other
state agencies.

Liabilities to customers increased by € 2.2 billion to
€ 6.9 billion, particularly as a result of higher levels

of promissory note loans (Schuldscheindarlehen).



Only limited quantities of bond issues were possible
in the light of the crisis, accordingly the level of
securitised liabilities fell by € 9.4 billion to € 18.4
billion. Emissions totalled € 1.8 billion, scheduled
repayments € 10.2 billion and early repayments

amounted to € 1.0 billion.

Provisions increased by € 1.1 billion to € 1.5 billion as

a result of provisions made for credit derivatives.

Subordinated liabilities fell by € 0.1 billion to € 1.8
billion. Profit-participation certificates fell by € 0.3 bil-
lionto€0.3 billion,and the silent partnership interests
by € 0.2 billion to € 0.2 billion, primarily as a result of
loss participation. Funds for general banking risks re-

mained constant at € 190 million.

Equity at 31 March 2008 is € 1.34 billion (€ 1.70
billion). Within this figure the conversion of con-
vertible bonds in February 2008 resulted in an in-
crease in subscribed capital to € 247.8 million (€ 225.3
billion). The annual net loss (Bilanzverlust) is
€ 1.28 billion (€ 0.0 billion). In order to strengthen the
Bank’s regulatory capital, the capital reserve was in-
creased by € 1.05 billion, primarily through two loans
provided by the KfW. The capital reserve amounts to €
1.6 billion at the balance sheet date (€ 0.6 billion).

The Bank’s regulatory capital in accordance with sec-
tion 10 of the German Banking Act (KWG) totalled
€ 2.5 billion.

The Bank has hidden encumbrances of € 0.9 billion at
the balance sheet date which are the result of the
effect of changes of interest rates and interest rate
volatility affecting interest positions on long-term
interest bearing securities refinanced with non-
matching maturities, derivates, non-matching matu-
rities of loan book refinancing arrangements and
changes in interest rate volatilities. This is a burden on
net interest income or, on the sale of securities or
derivates before their maturity, affect reported net

income from investment securities.

Financial position

IKB’s liquidity position at 31 March 2008 was tight.
Borrowing on the money and capital markets was
virtually possible only on a short term basis and in
collateralised form. For further details please refer to

the remarks made in the risk report below.

Overall view

Overall, the Bank’s business performance and its
position in 2007/08 were strongly impacted by the
crisis that it faced at the end of July 2007. Ultimately,
IKB’s survival could only be ensured by the comprehen-
sive rescue measures put together by KfW with

support from the banking pool.
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4. Risk report

Risk management organisation

Risk management tasks and responsibilities are
described and documented in the Bank’s risk
management rules and regulations, which document
the Bank’s specific organisational rules and the
principles of the IKB’s risk management system
taking due account of statutory and internal require-

ments as well as the business and risk strategy.

Supervisory Board. The Board of Managing Directors
regularly provides the Supervisory Board at its
meetings with detailed briefings on the risk situation,
on the business and risk strategy, and on the Bank’s

risk management.

Board of Managing Directors. The Board of Managing
Directors is responsible for IKB’s risk management.
Based on the business strategy and the Bank’s
overall risk-bearing capacity the Board determines
the principles of the Bank’s risk policy, which, together
with a structure of limits forms the basis of the
IKB’s risk strategy. In its decisions, the Board takes
account of the quality of the Bank’s risk processes

and controls.

The departmental responsibility for managing and
monitoring decisions in the lending business, in par-
ticular the monitoring of individual risks, workout,
restructuring and settlement cases, credit portfolio
management, market price controlling, management
of operating risks and compliance risk lies with the
Chief risk officer. The Chief financial officer is respon-
sible for earnings management risk and for capital
adequacy management. The Board of Managing
Directors as a whole is responsible for dealing
with risks related to the Bank’s business strategy,

reputation risks and the most important legal risks.

Risk committees. Specific committees established
to manage and supervise risk relevant operational
matters support the Board in its risk management
and decision making process. At the end of the finan-
cial year the most significant of these is the newly
created Risk and Capital Committee, which is respon-
sible for planning the Bank’s risk profile and capital
basis and for the supervision of the Bank’s risk ca-
pacity. The committee comprises the members of the
Board, as well as heads of the Economic Research
Department, and the Lending Risk Management and
Controlling, Market Price Controlling and Treasury
departments. The Chief Risk Officer is Chairman of
this committee; the Chief Financial Officer is deputy
chairman.

The Risk and Capital Committee is supported in spe-
cific tasks by sub-committees. These committees
comprise members of the Managing Board, as well as
representatives from operating segments and the

relevant head office departments.

Credit risk supervision. From the start of the 2008/09
financial year the tasks of supervising individual and
portfolio risks will be centralised in the Risk Manage-
ment and Controlling department in order to ensure
a coordinated risk analysis and reporting under
consideration of portfolio effects. The tasks of the
Risk Management and Controlling department in-
clude the design and management of independent
credit approval processes, as well as the development
and supervision of group standards for the lending
business. In addition the department is tasked with
assisting with loan portfolio management and the

managing and improving the Bank’s rating system.



Special management units operate within the Risk
Management and Controlling department to deal
with higher-risk exposures and workout cases.
Further special units are responsible for timely and
continuous supervision, analysis and reporting on
lending risks on a portfolio level as well as the valida-
tion of models critical for risk assessments used in

the rating system.

Market price risk and liquidity management. One of
the two principle tasks of the Credit Risk Controlling
and Operations is the daily calculation and analysis
of the securities and trading book, supervision of
limits set by the Board, and reporting on the market
price risk positions. In addition the department is
responsible for the continuous evaluation and im-
provement of the valuation models used to value
financial instruments and regular supervision and

reporting on liquidity risks.

Supervision of results and capital adequacy. Results
Controlling prepares monthly performance analyses
of existing and new business to identify and analyse
any divergence in income and assets from target
values. This ensures the timely monitoring and

reporting of business risk.

Capital Controlling is responsible for an integrated
capital planning process for the IKB Group, taking

into account regulatory and economic aspects.

Operational Risk Management. Operational Risk
Management is responsible for the monitoring of
operational risk throughout the IKB Group. This
includes identifying, analysing and reporting on
operational risk, plus responsibility for defining the
methodology used throughout the IKB Group to
measure operational risk. The central Operational Risk
Management unit is supported by a network of de-
centralised Operational Risk Managers in the business

divisions, subsidiaries and corporate centres.

Internal Audit. Group Audit is organised as an
independent part of the risk management system
and internal control process in accordance with the
Minimum Requirements for Risk Management
(MaRisk). It operates on behalf of the entire Board of
Managing Directors, with no duty to comply with
instructions, as an independent body that reports
directly to the Board of Managing Directors. Process
based audits are, as a general rule, used to examine
all activities and processes across the Group. The focus
is placed on particularly risk-sensitive qualitative
processes, quantitative methods and the IT processes
used in the lending and trading businesses. Group
Audit is also responsible for conducting credit and
business checks on individual exposures. The Board
are informed on the results of the audits on a
continuous basis. Internal Audit submits an annual
summary report to the Board of Managing Directors
on significant and serious audit results and the
progress in rectifying deficiencies. In turn, the
member of the Board of Managing Directors respon-
sible for audit regularly briefs the Supervisory Board

on current results and developments.
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Risk bearing capacity and regulatory capital

Risk bearing capacity. IKB’s risk management process
is based on the Bank’s risk-bearing capacity; the
use of its capital resources is assessed in terms of
achieving an adequate risk/return ratio. In addition to
managing regulatory minimum capital and targeted
ratios set by the authorities; also the available
economic risk cover in relation to total risk on a
Group basis are monitored within the scope of risk ca-
pacity management. Aggregate risk cover comprises
mainly equity components including silent partner-
ship contributions, profit-participation certificates
and subordinated liabilities, unrealised assets, and

the operating result before income taxes.
One significant consequence of the crisis has been

the revision of the existing risk capacity concept.

The risk quantification has been extended to include

Group (section 10 a KWG)

macro-economic stress scenarios to test the effects
on the Bank of different possible economic situations
which might occur. The limits set until now,
which were determined from the point of view of a
non-subordinated creditor, are amended to include
analyses of long term security under narrower limits
set in view of the available cover for economic risk

capital requirements purposes.

Regulatory capital. The Bank determines the regu-
latory capital for credit risk using the credit risk
standard approach, for operational risk using the
basis indicator approach and for the market price risk
using standard methods (interest risk: Maturity
method, Option risks: Delta Plus Method).

The following table provides an overview of the

regulatory risk items, equity base and equity ratios:

31 Mar 2008 31 Mar 2007 31 Mar 2006
Regulatory Risk Capital in € million in € million in € million
Risk weighted assets 30269 32747 30634
Market risk equivalent? 795 750 463
Operational risk 1330 0 0
Risk position 32394 33497 31097
Tier | capital 1941 2435 2421
Tier Il capital 1191 1726 1793
Tier Il capital 45 9 0
Deductions? -18 —88 71
Equity capital 3159 4082 4143
Tier I ratio in % 6.0 7.1 7.7
Capital ratio (Principle 1) in % 9.8 12.2 133

9 The increase from 2006 to 2007 is due to the increase in open currency positions of foreign subsidies
2 The deductions at 31 March 2007 included first loss pieces from securitisation transactions, which under the new Solvency
Regulations (SolvV) are included in risk weighted asset with a risk weighting of 1,250%.



Individual entity (section 10 KWG)

31 Mar 2008 31 Mar 2007 31 Mar 2006
Regulatory Risk Capital in € million in € million in € million
Risk weighted assets 27 243 31138 29 366
Market risk equivalent 94 433 190
Operational risk 976 0 0
Risk position 28 313 31571 29 556
Tier | Capital 1510 1869 1772
Tier Il capital 1003 1458 1510
Tier Il capital 5 25 11
Deductions? 0 -68 —-48
Equity capital 2518 3284 3245
Tier I ratioin % 5.3 5.8 5.9
Capital ratio (Principle 1) in % 8.9 10.4 11.0

% The deductions at 31 March 2007 included first loss pieces from securitisation transactions, which under the new Solvency
Regulations (SolvV) are included in risk weighted asset with a risk weighting of 1,250%.

At 5.3% the IKB AG at the individual entity level,
and at 6.0%, the IKB Group at consolidated level, the
Bank has a core capital quote above the regulatory
minimum of 4.0%. The reported total capital ratio of
9.8% at Group level and 8.7% at the AG level are also
above the regulatory minimum total capital ratio of
8%. Given the capital injections made by KfW and
the approved capital increase, the Board of Managing
Directors anticipates that minimum regulatory
requirements will continue to be achieved in the

future.

Economic capital. The Group’s credit risk, market
price risk and general business risk economic capital
requirement are determined using the Bank’s own
models. Operational risk is calculated using the basic
indicator approach stipulated by the supervisory
authority. Liquidity and strategic risks are also
monitored and checked continuously, but are not
managed through risk capital as such risks (for
example insufficient liquidity) cannot be solved by
a higher level of capital. Liquidity risks are managed
by separate limits on the net maturity of balances.
This shows the Bank’s expected liquidity require-
ments on maturity of the Bank’s holdings and the

level of intervention required.

Economic capital tied up by the individual types
of risk is determined within the scope of an annual
planning process, and in the course of the ongoing
monitoring and reporting to the Board of Managing

Directors and the Supervisory Board.

As a result of the loss of value of the portfolio invest-
ments after 30 September 2007 and the associated
fall in the Bank’s risk cover, the Bank’s risk bearing ca-
pacity was lost, and restored by means of the capital

increase.

Counterparty and credit risk

The IKB distinguishes default risk between credit
risk and counterparty risk. The concept of credit risk
defines the risk that a loan cannot be repaid at all, or
can only be partially repaid (in line with contractual
agreement), due to default by a contractual partner.
The IKB is exposed to counterparty risk as a conse-
quence of potential replacement risks related to
interest rate and currency derivatives, which may
be incurred in the event of counterparty default.
Issuer risk and settlement risk are further variations
of counterparty risk. Issuer risk is defined as potential
loss resulting from the default of the issuer of

securities held by IKB, whilst the concept of settle-
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ment risk refers to the risk of non-performance of
a counterparty within the framework of a settle-
ment process, after IKB has already made payment
or delivery. Given the central importance of the lend-
ing business as the Bank’s core activity, credit risk is a

priority.

The starting point for risk management in the
lending business is in the planning process. On the
basis of the Bank’s risk-bearing capacity, and growth
and earnings targets, risk is explicitly integrated
in the planning process. Targets derived from the
strategy include not only the targeted volume of
new business, interest, commission income, and
personnel costs, but also include risk and capital
costs. The Bank’s guidelines for managing individual
credit exposures and portfolio risks ensure lasting
influence on the quality of new business and asset
management and thereby on the portfolio structure.
These include limits and benchmarks for business
and product lines, branches and foreign participations

as well as individual and consolidated group risks.

Credit risk strategy. The credit risk strategy defines
the framework for the medium-term direction of
IKB’s credit business. Particular attention is paid to
growth in various target groups and products, to
limiting risk concentrations, with a strong focus on
credit portfolio management. The objectives stipu-
lated by the credit risk strategy are implemented
in the Bank’s operative business through guidelines
for managing individual credit exposures and port-
folio risks.

Credit approval process and monitoring of individual
exposures. The primary task in the credit approval
process (credit analysis, approval, workout, restruc-
turing and settlement) are performed by the Credit
risk management and controlling department, and
therefore — as required by regulators — separately
from the market facing sales and business develop-

ment teams.

With the exception of minor decisions concerning
existing exposures, the credit approval process is
conducted either centrally, by duly authorised
persons in the Risk Management unit, or by the Board
of Managing Directors, in accordance with approval
limits; the necessary approval depends on the size of
the Group’s existing credit exposure, the borrower’s
credit quality, the collateral provided, the term, and
the existing and planned structure of the portfolio.
In this way the principle of dual control is always
observed. Llegal and contract back office staff
conduct the contract implementation and follow up
independently of the front office staff directly

involved in the market.

Every credit approval is based on a detailed credit
analysis which outlines and assesses all information
pertaining to the decision, the details of which
are documented clearly and straightforwardly in a
decision proposal. Use is made of a further tool
that IKB has developed itself —known as the Portfolio
Adviser — to support decision processes regarding
our portfolio at the level of individual transactions
and at the engagement level. This tool calculates risk
factors on the basis of the client’s credit quality, trans-
action-specific features such as term and collateral
and portfolio-related indicators. This enables us to
contribute to portfolio management even at the
acquisition stage. At the same time, the Bank strongly
emphasises the mobility of loans — defined as their
eligibility for placement with third parties. This
reflects the importance of synthetic securitisation

for the portfolio management process.



Existing credit exposures are treated similarly to
new credit approvals; the associated processes and
approval procedures are applied every twelve months
and decisions are reviewed. In addition, individual
sub-portfolios (including major individual exposures)
are subject to annual discussion, analysis and strategy
review during annual meetings held by Risk Manage-

ment with the respective divisions.

No new investments in portfolio investments have
been made since the beginning of the crisis. Existing
investments are closely supervised by the Credit

Risk Management and Controlling department.

Rating process and procedures. Assessing the credit
quality of clients and investments is a key element of
the entire credit process. Partners and investments
are required to meet the Bank’s credit quality and

collateral standards.

IKB employs a computerised rating system for
assessing credit quality specifically designed for the
relevant customer sector or specific type of financing
as appropriate. The relevant model-specific risk
parameters are grouped in each procedure and each
customer is assigned a rating class within an 11-level
internal scale ranging from 1.0 (best rating) to 6.0 in
increments of 0.5. This rating scale is based on the
probability of default, on the basis of a statistical
analysis of historical default rates and expected

economic trends.

Corporate finance. In the Corporate Clients division,
IKB uses its concept of rating medium-sized enter-
prises — known as IKB Mittelstandsrating — which
simulates the borrower’s business model using
business ratios and statistic methods. The specific
qualitative characteristics of the individual client and

sector are then examined using an expert system.

Project and special financing. A special rating
procedure takes into account the particular features
of project and special finance. In such financing
arrangements the rating methods place emphasis
on the extent and sustainability of available cash
flow to meet the interest and principal payments
arising during the lifetime of the project under
various possible scenarios and project simulations.
The results are complemented by qualitative criteria
on sponsors, operators, sales and procurement
markets and the specifications of the transactions
concerned. A special rating procedure developed
on the basis of the “IKB Mittelstandsrating” concept
is used for acquisition finance.

Real Estate Finance. The real estate ratings used as
part of the commercial real estate finance business
assess credit quality using a variety of specific
property data and investor information. This not
only includes detailed information on each property’s
location and condition, but also details about the
tenant structure and quality, an assessment of the
individual investors’ assets, liquidity, and credit
quality and the likelihood that cash flows generated
from the property can cover interest and principal

payments due.

Country risk. Country rating is determined using
economic data and indicators on the country’s
economic performance and its liquidity situation in
conjunction with a qualitative assessment of the
country’s political and social situation. We obtain our
information from international databases, country

reports and other external sources.
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Quantification of credit risk. To quantify credit risk in
traditional lending business we use a proprietary
model that, taking into account statistical variances,
calculates a distribution of possible credit losses.
This model takes into account individual aspects of
each loan or investment (amount, collateralisation,
term, sector, group affiliation, rating) as well as a
large number of other variables, for example default
probability, likely collateral realisation quotas, sector/
asset correlations based on the Bank’s experience

or on external reference sources.

Using validation and benchmarking techniques
the internal rating system as well as the approval,
supervision and management processes used in the

lending business are regularly tested.

Portfolio monitoring and management. For existing
business the emphasis is placed on monitoring the

loan portfolio as a whole.

IKB’s Economics department is responsible for the
timely monitoring of sectors and market changes. Its
comprehensive sector know-how, is an important
element of management of risk concentration within

overall risk management. The objective is to identify

and contain sector risks in lending business as early as

possible.

Regular portfolio monitoring by the Limit Committee
(comprising representatives of Risk Management, the
Economics department, Credit Risk Management and
Controlling, and the business divisions) is the starting
point for determining concentration limits, which are
oriented on the target figures set by our business
strategy, as well as by risk policy guidelines. Volume
and risk limits are set under consideration of identi-
fied sector-specific risks and business cycle expecta-
tions. Additional limits for individual loans or loans to
corporate groups are defined to prevent concentra-
tion risk.

Country risk limits are set for all countries to limit
the total exposure in any one country. The limits are
stipulated by the Limit Committee and apply to all
transactions in the country concerned. Utilisation of

these limits is monitored and reported regularly.

Credit risk structure. The Bank’s internal reporting
of credit volumes at 31 March 2008 compared to
31 March 2007 showed the following:

31 Mar 2008 31 Mar 2007 Change

in € million in € million in € million

Loans to banks 259 194 65

Loans to customers 26 065 24933 1132
Portfolio investments, corporate

and government bonds 4509 4956 —447

Contingent liabilities, CDSs and guarantees 3006 4017 -1011

Net lending 33839 34100 -261

Risik provisions? 1169 1032 137

Gross lending 35009 35132 -123

Rounding differences may occur

Y excluding risk provisions made for embedded credit derivatives of € 821 million



Analysis by size. An analysis of core business and portfolio investments by size of investment is

presented below:

Analysis of loans by volume of transaction

31 Mar 2008 31 Mar 2007

Analysis by size? Lending volume* in € million Number Lending volume™* in € million

Under € 5 million 3547 10% 4093 4517 13%

Over € 5 million and

less than € 10 million 2750 8% 379 2819 8%

Over € 10 million and

less than € 20 million 4388 13% 318 4681 13%

Over € 20 million and

less than € 50 million 4270 12% 148 4776 14%

Over € 50 million 2446 7% 29 2713 8%
Core segments 17 401 50% 4967 19505 56%

Risk transferred to third parties? 9022 26% 7015 20%
Core business total 26423 75% 26520 75%

Under € 50 million 1925 5% 2309 7%

Over € 50 million and

less than € 100 million 873 2% 1084 3%

Over € 100 million 1562 4% 1925 5%
Segment Portfolio Investments 4360 12% 5319 15%
Internal business 4226 12% 3293 9%
AG Total 35009 100% 35132 100%

Y Borrower groups in accordance with KWG, section 19
2 Hermes guarantees, indemnifications, risks transferred
* Rounding differences may occur

Transferred risks in the amount of € 9.0 billion include  Internal business amounting to € 4,058 million
loans for which the default risk has been accepted by  represent loans and contingent liabilities to affiliated
banks or public authorities as well as synthetic companies included in the IKB Group’s IFRS consoli-

placing of lending risks. dated financial statements.

The average size of engagements in the category

€ 50 million and above is € 84.3 million.
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Collateral, risk placing and securitisation. For the
traditional, long-term lending business, the IKB
continues to place a high priority on classic forms

of security such as property mortgage charges,

assignments, and comfort letters. Independent of
the need to make immediate decisions, the value of

security is regularly reviewed and updated.

31 Mar 2008 31 Mar 2007

Collateral (in € million) Loan volume* Loan volume*
Property liens and charges 7326 21% 9053 26%
Ownership assignment rights 503 1% 512 1%
Other collateralV 5739 16% 6044 17%
Without collateral 3832 11% 3896 11%
Core segments 17 400 50% 19505 56%
Risk transferred to third parties? 9022 26% 7015 20%
Core business total 26423 75% 26 520 75%
Segment Portfolio Investments 4360 12% 5319 15%
Internal business 4226 12% 3293 9%
AG Total 35 009 100% 35132 100%

Y e.g. assignment of receivables, participtation rights, ownership statement, subordination clause, fixed and floating charges,

mortgage over shares
2 Hermes guarantees, indemnifications, risks transferred
* Rounding differences may occur

This form of risk mitigation is supported by portfolio
orientated placement of risks from individual expo-
sures to third parties, by syndicating loans to other
banks, or by placing individual risks by consortium
arrangements. Lending exposures are generally placed
in the capital market synthetically; which means that
whilst these remain in the IKB balance sheet, the
counterparty risk exposure has been neutralised. We
have used securitisation to place a total of € 22 billion

using synthetic securitisation to date. The total vol-

ume of loans and advances placed through securitisa-
tion totalled € 7 billion at the reporting date. The IKB
has purchased securitisation products with a nominal
value of € 15.3 million which include participation in

the first losses in the underlying engagements.

Geographical analysis of lending. In the following
table the Bank’s lending analysed by geographical
region is presented (31 March 2008):

31 Mar 2008 31 Mar 2007
Regions (in € million) Loan volume* Loan volume*

Germany 11934 34% 14556 41%
Western Germany 9 855 28% 11849 34%
Eastern Germany 2079 6% 2707 8%

Foreign 5466 16% 4949 14%
West European 4732 14% 4390 12%
North America 203 1% 152 0%
Other 531 2% 407 1%

Core segments 17 400 50% 19505 56%
Risk transferred to third parties? 9022 26% 7015 20%
Core business total 26 423 75% 26 520 75%
Segment Portfolio Investments 4360 12% 5319 15%
Internal business 4226 12% 3293 9%
AG Total 35009 100% 35132 100%

Y Hermes guarantees, indemnifications, risks transferred
* Rounding differences may occur



Foreign lending amounted to € 5.5 billion of the total
at 31 March 2008. 94% of this amount was lent in
countries with the highest country risk classes (1/1.5).
In addition € 1.0 of risks transferred to third parties
(for example Hermes Insurance) related to foreign

business.

An analysis of lending obligations by country at
31 March 2008 is presented below:

Country credit ratings®
Loan portfolio 31 Mar 2008
in € million Total 1-1.5 2-2.5 3-3.5 4-4.5 5-6
Foreign 5466 5126 230 55 51 4
West European 4732 4732 0 0 0 0
North America 203 203 0 0 0 0
Other 531 191 230 55 51 4

Y Excluding risks transferred to third parties; higher rating categories reflect higher risk

€ 3.6 million of the lending obligation drawn down

under the country risk class 5.0 to 6.0 relates to Iran.

The figures presented exclude amounts covered
by export credit guarantees; other adjustments for

collateral are not made.

Country risk is considered in the Bank’s rating system
and in the calculation of allowances for significant
receivables. Separate provisions on the basis of

obligations by country are not made.
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Structure by sector. In calculating risk by industry tional macroeconomic conditions as well as inter-
sector the IKB evaluates approximately 370 sectorsas  rated industry trends. Industry specialists working in

part of the rating process. This is based on econo- the economics department are involved in this

metric models, which reflects national and interna- process.

31 Mar 2008 31 Mar 2007
Sectors (in € million) Loan volume* Loan volume*

Industry sector 12 349 35% 13768 39%
Energy and energy supply 1022 3% 922 3%
Mechanical engineering 859 2% 897 3%
Retail 760 2% 827 2%
Transport support services 687 2% 755 2%
Services 679 2% 767 2%
Other (under € 0.7 billion) 8342 24% 9601 27%

Real Estate 3133 9% 3275 9%

Financial sector 837 2% 1216 3%

Public sector/Banks 1082 3% 1246 4%

Core segments 17 400 50% 19 505 56%
Risk transferred to third parties 9022 26% 7015 20%
Core business total 26 423 75% 26 520 75%
Segment Portfolio Investments 4360 12% 5319 15%
Internal business 4226 12% 3293 9%
AG Total 35 009 100% 35132 100%

Y Hermes guarantees, indemnifications, risks transferred
* Rounding differences may occur

The Bank’s high level of diversity is maintained, no  Credit rating structure in core lending business.
single industry sector represents more than 3% of the  Total lending business (excluding internal transac-
total lending portfolio. The real estate sector is split  tions), structured securities and non-performing
into office properties (3%), mixed use properties (2%), loans is analysed by rating structure in the table
retail property (2%), and other property (2%). below:

Credit rating structure — Core segments? 31 Mar 2008 31 Mar 2007
in € million Loan volume* Loan volume*
1-1,5 4008 16% 4552 18%
2-2,5 6012 24% 6974 28%
3-3,5 4230 17% 4038 16%
Sub-total | 14 250 57% 15564 63%
4-4.5 1208 5% 1357 5%
5 and above 647 3% 902 4%
Sub-total Il 16 105 64% 17 823 72%
Risk transferred to third parties? 9022 36% 7015 28%
AG Total 25128 100% 24 838 100%

9 Excluding Structured Securities (€ 143 million at 31 March 2008), Non Performers (Impaired) and internal business/

lower credit ratings reflect lower risk levels

2 Hermes guarantees, indemnifications, risks transferred

* Rounding differences may occur




The proportion of total volume of transferred risk has
again increased to 36% (31 March 2007: 28%). The
proportion of not transferred business in the respec-
tive rating categories is consistent with the previous

year.

Identification and specific handling of exposures in
danger of default. All exposures subject to credit
risk are monitored on a permanent basis. Specialist
management units are responsible for managing
exposures in danger of default. By implementing
acceptable solutions at an early stage, this special
management facility aims to preserve the company’s
ability to continue trading, or — should these efforts

fail — substantially reduce the financial fallout.

Particular focus is placed on so-called non-performing
loans. A loan is defined as being non-performing if (i)
insolvency proceedings have been instigated, (ii) if
interest or principal payments are more than
90 consecutive days in arrears, or (iii) in the event of
other clear signs that the debtor is unable to meet
the contractual obligations in the absence of any
objective indications of that subsequent payment
or the realisation of collateral is likely. In such cases
account is taken of the liquidation value of the avail-

able collateral.

The following table provides an overview of the loans

and advances that are classified as non-performing;:

31 Mar 2008 31 Mar 2007
Lending volume | Lending volume Change

Non Performing Loans — Core segments in € million in € million in € million in %
Germany 1072 1461 -390 =27

Western Germany 558 778 —220 —28

Eastern Germany 514 683 -169 —25
Foreign 80 82 -2 -2
Impaired (Non Performer) Loans 1152 1543 -391 -25

Structured Securities

(impaired financial assets) 111 15 96 641
Non Performing Loans — Total 1263 1558 -295 -19
As a percentage of
core segments lending volume 4.8% 59%

Non-performing loans in Germany have fallen both in
the “old” federal states (former West Germany/
Federal Republic) and the new states (former East
Germany/German Democratic  Republic). Non-
performing loans in foreign lending are little changed
compared to the previous year. In addition to the Non
Performing Loans as traditionally defined, an
additional € 111 million of structured securities in the
loan portfolio connected to the external placing of
the Bank’s own financing transactions is under close
scrutiny due to impairments resulting from the

current uncertainties prevailing in capital markets.

Risk provisioning. Provisions for risks in the lending
business is made in the form of write-downs. Provi-
sions for contingent liabilities are made by recording
accruals when the contingent liability threatens to
materialise. Provisions are also recorded for long
term value impairments of CDSs and for embedded

derivatives in CLNs.
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In determining the amounts of write-downs and pro-
visions required the IKB takes into account both
expected future cash flow and the potential dis-
counted value which can be derived from the
collateral available. The Credit Risk Management
and Controlling department is responsible for deter-
mining the amounts of write-downs, and for evalu-
ating each case individually, assessing the workout
strategy and estimating the future expected cash

flow receipts.

In addition receivables from financial institutions
and customers, as well as contingent receivables
are analysed for potential credit risks. To the extent
considered necessary, general allowances for risk
are made. In the previous years the calculation of
general risk provisions was based on past trends and
weightings derived from the Bank’s own past ex-
perience. The calculation method was changed in the
current reporting period. From the current period the
general provisions are calculated based on tax rules
as detailed in the paper issued by the Ministry of
Finance on 10 January 1994. The general provision
amounted to € 113 million compared to € 42 million

in the previous year.

Net loan loss provisions in the lending business
amounted to € 1,348 million at 31 March 2008,
significantly higher than at 31 March 2007 (€ 230
million). The increase was primarily due to provisions
of € 1,060 million made in respect of credit deriva-
tives, of which € 821 million were in respect of credit
derivatives embedded in securities and € 239 million
in respect of CDSs. In addition, in the previous year

the reserve for general banking risks of € 175 million

made in accordance with section 340 f HGB was
released. Of the total loss provision of € 1,990 million
(31.3.2007: € 1,032 million), € 860 million (€ 1,013
million) relates to the traditional lending business
(individual loan loss write-downs, general loan loss
provisions and provisions for the lending business)
and € 1,130 million relates to CDSs and embedded

credit derivates.

Write-downs cover 54% of Non Performing Loans,
unchanged to March 2007.

Investments in structured credit products. The IKB
AG’s investments in structured securities at 31 March
2008 comprised the following:

® Investments made by IKB AG of a nominal € 4.9
billion, including € 164 million of Capital Notes
issued by the special purpose vehicle Rhinebridge
plc and € 168 million of commercial papers (“inter-

nal” transactions) ;

® Secured first loss pieces in the Havenrock entities
of € 0.8 billion (“internal” transactions), fully trans-
ferred to the Kfw.

Unlike traditional business, management before the
crisis of the portfolio investments was conducted on
the basis of the ratings issued by the rating agencies;
with hindsight it is clear that this approach did not
ensure that the significant risks and concentrations
of risks were adequately managed. More information
on the losses incurred on these transactions is

detailed in the “Income” section.



The IKB AG's portfolio investments

Credit rating structure of IKB portfolio investments
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31 Mar 2008* 31 Mar 2007*
Nominal amount | Nominal amount
in € billion in € billion
Aaa 13 1.8
Aa 1.6 2.4
A 0.9 0.7
Baa 0.3 0.4
Ba/B 0.2 0.0
Sub B 0.5 0.2
4.9 5.5
Rounding differences may occur
* Moody's ratings. Where two or more ratings are available, the less favourable rating is presented.
Underlying asset structure of IKB portfolio investments
31 Mar 2008 31 Mar 2007
Nominal Nominal
Underlying — Portfolios in € billion in % in € billion in %
Corporates 2.6 53 3.0 54
ABS 1.6 32 1.5 29
Thereof with sub-prime content 15 31 13 24
ABS/Corporates mixed 0.7 15 1.0 17
Thereof with sub-prime content 0.2 5 0.2 4
4.9 100 5.5 100

Of the € 4.9 billion nominal investment in structured by the KfW with support of the Banking Associations.
securities at 31 March 2008, a sub-portfolio of Of this protection, € 0.9 billion remains available at
nominal € 2.2 billion (higher risk portfolio) remains 31 March 2008.

subject to risk protection of up to € 1 billion provided

IKB portfolio investments underlying asset structure at 31 March 2008, analysed between higher risk and unshielded

sub-portfolios

31 Mar 2008
Nominal Nominal Nominal
in € billion in € billion Higher risk |in € billion Unshielded
Total sub-portfolio* sub-portfolio*

Corporates 2.6 53% 0.5 23% 21 78%
ABSY 1.6 32% 13 61% 0.2 8%
Thereof with sub-prime content 15 31% 13 61% 0.2 7%
ABS/Corporates mixed 0.7 15% 0.4 17% 0.4 14%
Thereof with sub-prime content 0.2 5% - - 0.2 9%
4.9 100% 2.2 100% 2.7 100%

Y e.g. Residential Mortgage Backed Securities (RMBS); Commercial Mortgage Backed Securities (CMBS); Small Business Loans (SBL)
* Rounding differences may occur



Of the corporate investments not covered by the The following table shows the external rating

rescue package totalling € 2.1 billion about 55% relate  structure of the corporate CDO investments, ABS

to corporations located in North America. investments and the investments with mixed
underlying assets, analysed between higher risk
investments and investments not covered under the
terms of the rescue package.

31 Mar 2008
Nominal Nominal
Nominal in € billion in € billion
Corporate CDO investments in € billion Higher risk Unshielded
Rating structure? Total sub-portfolio sub-portfolio
Aaa 0.7 0.1 0.6
Aa 13 0.2 11
A 0.5 0.2 0.3
Baa 0.1 - 0.1
Ba/B - - -
Sub B 0.0 0.0 0.0
2.6 0.5 2.1

Y Moody's ratings. Where two or more ratings are available, the less favourable rating is presented.

31 Mar 2008
Nominal Nominal
Nominal in € billion in € billion
ABS investments in € billion Higher risk Unshielded
Rating structure Total* sub-portfolio* sub-portfolio*
Aaa 0.3 0.2 0.1
Aa 0.1 0.1 -
A 0.2 0.2 -
Baa 0.2 0.2 0.0
Ba/B 0.2 0.2 -
Sub B 0.5 0.3 0.2
1.6 1.3 0.3

Y Moody's ratings. Where two or more ratings are available, the less favourable rating is presented.
* Rounding differences may occur



31 Mar 2008
Nominal Nominal
Nominal in € billion in € billion
ABS/ Corporates mixed in € billion Higher risk Unshielded
Rating structure? Total sub-portfolio sub-portfolio
Aaa 0.4 0.2 0.2
Aa 0.1 - 0.1
A 0.2 0.1 0.1
Baa - - -
Ba/B - - -
SubB - - -
0.7 0.3 0.4

Y Moody's ratings. Where two or more ratings are available, the less favourable rating is presented.

Of the mixed underlying assets included in the
unshielded sub-portfolio amounting to € 0.4 billion,
41% relate to North America. The external rating at
31 March 2008 was still Aaa to A.

Risk reporting and risk communication. All relevant
information collected in the lending business is
analysed, explained and presented by the Credit Risk
Management and Controlling department to the
Board of Managing Directors and to the segment
management teams. In addition the Supervisory
Board and the regulatory authorities receive a com-
prehensive quarterly risk report detailing the Bank’s
credit risks, this report being replaced from 31
December 2007 by a new report — the “Dash Board“
report. The Dash Board includes the most important

information on the Bank’s overall risk position.

Liquidity and market price risk
Liquidity risk

The liquidity and refinancing risk is the risk that
the IKB is unable to meet its payment obligations
in a timely manner (liquidity risk) or to obtain refi-
nancing in the market under reasonable conditions
(refinancing risk).

Until the crisis in the asset backed commercial
paper markets in late July 2007, the Bank’s liquidity
was secured by the use of short and long term
financial instruments as well as the use of an appro-
priate volume of securities collateralisable with the
European Central Bank. In this way the Bank regularly
participated in the Central Bank’s so-called tender
facilities which provide the banking system with

liquidity.

In estimating the requirements for the Rhineland
Funding liquidity commitments, the Bank assumed
that prolonged market shocks, including shocks re-
sulting in a complete cessation of market activities,
would continue for a maximum of a two week period.
Liquid funds for such eventualities were retained, for
example Pfandbriefe, whereby other assets capable

of being liquidated were not taken into account.

Early in 2007, not least in view of the liquidity com-
mitments granted to the Rhineland Funding Conduit,
the Bank began to increase liquidity reserves.
Accordingly the volume of securities capable of being
used for refinancing with the ECB increased from
1 January 2007 from € 5.2 billion to € 7.2 billion by
31 July 2007. In June 2007, a third party had acceded
to take over IKB commitments amounting to US-$ 2.5

billion.
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Following the outbreak of the crisis, the Bank exten-
sively revised and refined its liquidity planning
and management system. As a result the Bank can
generate detailed forecasts of the daily liquidity
requirements in each of the following three
months as well as a sufficiently reliable forecast for a

12-month period.

The Bank’s liquidity requirements are covered
through secured and unsecured borrowing on the
money market (cash and term deposits), by partici-
pating in ECB repos, selling liquid securities invest-
ments and promissory note loans as well as accepting
customer deposits on the basis of promissory note

loans.

In January 2008 the KfW granted the IKB AG a
secured refinancing facility of € 1.5 billion. In addi-
tion, in February and March 2008 the KfW provided
the IKB with additional capital amounting to € 1.05
billion by means of loans with immediate debt waiver
and compensation out of future profits, this new
capital being treated in the financial statements
as additional paid in capital. The IKB AG is in addition
in negotiations with other banks for the provision
of further liquidity. The IKB AG receives further funds
from public assistance programmes initiated by
the KfW and State regional assistance authorities
which the IKB AG use to provide financing to its

mid-cap customers.

These instruments are the basis for the Bank’s refi-
nancing until the ability to obtain mid-and long-term
refinancing via the capital market is re-established,
to which the completion of the Bank’s approved

capital increase will make a decisive contribution.

In addition the Bank plans to use a portion of its
portfolio investments to generate liquidity in the
financial year 2008/09. Around € 1.0 billion will be
raised from the higher risk portion of the portfolio
investments and associated compensation from the
loss protection cover generated under the rescue

package.

The Bank estimates, depending on new business
generated, a liquidity requirement of between € 13
and € 16 billion spread over the next twelve months.
The financing requirements necessary to achieve
this are to some extent already complete or are

under preparation.

Market price risk

Market price risk describes the risk of changes in
value resulting from changes in market variables (risk
factors). The risk factors relevant for the IKB include
currency, interest rate and credit spreads, volatility

(option prices), and share prices.

Risk of interest rate changes. Interest rate changes
are associated with potential changes in the value of
asset and liability positions resulting from shifts in
therisk free interest rate curve. The IKB uses a number
of instruments to manage and reduce the risk arising
from changes in interest rates which are used in both
the Bank’s trading and asset books. Risks in the Bank’s
trading and asset books are managed and measured
using similar methods. More information on interest
rate positions and potential loss is reported in section

3 under “financial position”.

The risk of changes in interest rates is particularly
relevant to the Bank’s investment portfolio, which
amongst others represents the Bank’s own invested
equity.



Spread risks. Spread risks result from changes in the
pricing of security and derivate default and liquidity

premiums over risk free rates.

The spread risks are of particular significance for
the portfolio investments. For these investments the
IKB’s risk assessments are based on historical spreads.
Following the widening of spreads as a result of
the financial crisis in 2007/08, the IKB has decided to
model the market price risk of portfolio investments

using appropriate scenario analysis.

Currency risks. Currency risks arise from changes in
foreign currency exchanges rates measured in Euros.
The IKB has significant foreign currency positions
only in USD, GBP, JPY and CHF. Loans in foreign
currencies, including the future income receipt
streams, are almost completely hedged. Limits are

in place in respect of the remaining open positions.

Quantification of market price risk. IKB employs
various mathematical models to quantify interest
rate, volatility, share price and currency exchange rate
risk. These models use historical simulation in order
to determine the risk exposure in the Bank’s positions.
To ensure that the characteristics of each product
are properly taken into account, this historical simula-
tion also incorporates a revaluation of structured
instruments, using observed interest rate curves,
volatility and exchange rate changes under consid-
eration of correlation effects. For non-structured
products, the market value effects are estimated
on the basis of interest rate curves and the effects of
exchange rate change using the sensitivity of the
instruments. The exposure to currency risks in the
total portfolio is insignificant. Currency risks are
limited by means of restrictions with regard to the
volume of open currency positions. The regular value
at risk (VaR) historical simulations are based on 500
observation periods and therefore represent 2 year
historical information. The value at risk statistics used
in internal risk reporting are based on a confidence

level of 99.8% and a holding period of ten days. For

the risk bearing capacity purposes the value at risk is
determined based on the target rating of the Bank
with a confidence level of 99.96%.

In determining the currency and interest rate risk
inherent in the Bank’s loan refinancing the Bank uses
the interest overhang analysis in the interest rate
ladder, on the basis of which the risk is determined
using historical simulations. The Bank’s future net
interest results on the basis of the balance sheet
are analysed by matching expected future receipts
and payments from the assets and liabilities in the

refinancing portfolio.

Backtesting is regularly carried out in order to verify
the accuracy of projections obtained using our
models. The results are included in the monthly
MaRisk reports submitted to the Board of Managing
Directors. This backtesting has shown to date that
our value at risk projections accurately forecast
the daily profit fluctuations in proprietary trading,

proprietary investment, and lending refinancing.

Limit system. Cornerstone of the Bank’s management
of market price risk is the daily reporting to the Board
of Managing Directors backed by a differentiated
limit system that is geared primarily towards a
market value-oriented limitation of interest rate,
options, equity and exchange rate risks, calculated
using value at risk. Based on the risk capacity of
the Bank, which is set by the Board of Managing
Directors, limits are set for the treasury department
which is mandated by the Board of Managing
Directors with the management of market price
risks. Based on this limit system, the Treasury imple-
ments its market strategy and investment and

refinancing decisions.
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IKB differentiates between the portfolios of proprie-
tary trading, proprietary investment (proprietary
investments and liquidity reserve) and refinancing of
lending operations. The liquidity reserve represents
assets which can be used at short notice to provide
liquid funds in case of a liquidity bottleneck at
the Central Bank or in the inter-bank markets. The
refinancing of the Bank’s assets and investments
is performed by the lending refinancing portfolio
department. The lending and alternative lending
business of the Bank (for example portfolio invest-
ments, corporate bond and promissory loan notes
are compared to the Bank’s unsubordinated financing
instruments. These portfolios are valued daily. Their
risk content is measured using a value at risk (VaR)
system based on present values, which forms the
basis for limiting market risks. Here the risk content
in proprietary trading and in the investment portfolio
is determined under consideration of all relevant
market price factors, whereas in the refinancing port-
folio only interest rate risks are considered. The limit
system combines performance and Value-at-Risk

limits using a 99.8% confidence level and an assumed

holding period of ten days. The limits laid down in
the limit system are based on limits established by
the risk bearing capacity of the Bank.

Risk reporting and risk communication. In addition
to daily monitoring of and reporting on limits, Risk
Controlling prepares a daily risk report for the respon-
sible members of the Board of Managing Directors,
Treasury and other units involved on the market
values of positions and the cumulated and risk-free
interest result from refinancing operations and on
proprietary investments. This report also includes a
statement of the present value exposure under stress
scenarios, the utilisation of various market price
risk limits, and comments on specific developments.
The Chief Risk Officer reports to the full board each
month on market developments, results and the risk

situation arising from such positions.

Development of the market price risk profile. The
IKB Group’s consolidated interest rate driven market
price risks were substantially reduced during 2007/08,
as shown in the table below.

IKB Group interest, volatility, and Value at risk

foreign currency risks at 31 March 2008

in € million 31 Mar 2008 31 Mar 2007
Currency risks -14 0
Interest rate risks* —129 —235
Other 0 0
VaR Total -143 -235

* Interest rate and volatility risks



The reduction in value at risk is primarily the result
of entering into several interest rate hedging trans-
actions from June 2007 onwards using Payer-Swaps,
and from the sale of two notes included in the
structured proprietary investment book. As a result
the economic market risk position has remained

stable since September 2007.

Despite various measures taken to reduce interest
rate risk, a relatively high exposure to increases in
the volatility of interest rates remains due to the
optional elements (option issuer) positions entered
into within the proprietary investment portfolio,
which could only be reduced by one third during the
year. This risk is included in the value at risk total pre-

sented above.

Operational risks

Operational risks reflect the risk of a loss being
incurred due to a shortcoming or failure of internal
processes, individuals and systems, or due to external

events outside of the Bank’s control.

The management of operational risk is coordinated
and monitored by Operational Risk Management
(ORM), which reports directly to the Chief Risk
Officer. ORM is also responsible for analysing the loss
potential throughout the Group, and for developing
Group-wide operational risk management training
concepts. Each business division, corporate centre
and subsidiary is responsible for managing risk at
an operational level, within their respective area of

control.

In this context, the emphasis is not only on regular
analysis and identification of deficiencies, and on
approaches for optimising all business procedures
and processes, but also on the development of
the Bank’s security organisation and on adapting
the underlying processes. For this purpose, ORM
arranges annual business impact analyses, the

purpose of which is not only to reflect specific risk

profiles of individual divisions or departments, but

also to highlight potential risk areas.

Every quarter, together with management of the
respective business units, a risk evaluation of the
personnel, processes, infrastructure, legal risks and
project operational risk fields is carried out. The

results are included in the risk report.

All business units must report all losses that have
occurred — as well as any “near misses” — to Opera-
tional Risk Management, which maintains a central
loss database. All losses are examined to establish
their causes and the impact on IKB’s control princi-
ples. In this way, valuable recommendations for
improvement are obtained and can subsequently

be implemented.

Operational Risk Management is also responsible
for business continuity planning throughout the IKB
Group. This planning is kept up to date by means
of regular business impact analyses. To guarantee
transparency throughout the Group, all emergency
plans are detailed in the Bank’s intranet, and in
printed form in the Business Continuity Planning

manuals.

Regular drills conducted throughout all divisions and
subsidiaries ensure the quality of these emergency

plans.

Risk reporting and risk communication. The Board of
Managing Directors is informed about operating
risks, individual losses and the distribution of losses
by business unit on a quarterly basis by the ORM
department. In case of significant risks or significant
losses occurring, an ad-hoc report is submitted to
the Chief Risk Officer, and if appropriate, to the board

member responsible for the business unit affected.
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Legal risks

Also included as a form of operational risk is legal
risk, in other words the risk of losses being incurred as
a result of new statutory regulations and as a result
of amendments to or interpretations of existing
statutory provisions (such as supreme court judge-
ments) that are detrimental to the Bank. The respon-
sibility for limiting legal risks lies with IKB’s Legal
department, which in turn relies on the support of
external legal advisors where necessary. All standard
contracts are continuously monitored to determine
whether adjustments are required on the basis of

changes to the statutory provisions or to case law.

Over the last few months, a series of law suits have
been filed against the IKB by investors. These claims
relate in particular to the press release issued by
the Bank on 20 July 2007. The investor plaintiffs base
their claims for compensation mainly on the charge
that IKB’s press release as at 20 July 2007 was inten-
tionally erroneous. It is IKB’s view that these claims
are unfounded. At that time, IKB did not identify
any material risks in relation to the liquidity facility
extended to Rhineland Funding Conduit, because it
did not believe it possible that the entire asset backed
commercial paper (ABCP) market would collapse, thus
no longer facilitating refinancing in the long term. In
its press release of 20 July 2007, IKB there-
fore concentrated on the risks at that time in its own
balance sheet. The preliminary value of investor’s
claims totalled € 2.5 million at the end of June 2008.
The individual claim amounts are in a range of
between € 4 thousand and € 600 thousand.

The Dusseldorf County Court, on 11 June 2008,
dismissed two claims in the first instance from
shareholders who purchased shares on the basis of
the press release of 20 July 2007.

In addition to the above claims, there are further
shareholders as well as investors in other IKB
securities which have approached the IKB with out

of court damage loss claims.

The United States’ securities Financial Guaranty
Insurance Company (FGIC) and its British subsidiary
filed claims, among others, against the IKB AG and its
subsidiary IKB CAM on 10 March 2008 with the courts
in New York. In the first instance the plaintiffs apply
for release from contractual obligations in respect of
Rhineland Funding towards another liquidity provider
totalling USD 1.875 billion. In addition, claims for
damages, the amount of which have not been stated,
against the IKB have been made. The IKB holds
the view that the accusations made in the court
submission are unfounded. The risk cannot be
excluded that the IKB AG may receive claims for
damages as a result of its activities and business
transactions or from other participants in the Rhine-
land Funding and/or Rhinebridge arrangements as
a result of activities and transactions of IKB Credit
Asset Management GmbH in connection with those

transactions.

In addition, on 10 August 2007, Diisseldorf’s Depart-
ment of Public Prosecution also began investigating
managers of the Bank on suspicion of dishonest
dealings and violation of the German Joint Stock
Corporations Act (Aktiengesetz). The Bank is the
potentially aggrieved party. The Board of Managing
Directors is supporting the Department of Public
Prosecution in its work, and cooperating in all regards,
in order to ensure that the matters concerned are

resolved in full as soon as possible.

The German Federal Government has informed the
European Commission of the details of the rescue
package put together by the KfW, supported by the
German Banking Associations already described
above. The first two support packages were reported
to the Commission as a precautionary measure by
letter on 15 January 2008, the third was notified to
the Commission on 14 March 2008.



On 27 February 2008, the European Commission, in
accordance with European Union state support legis-
lation, started an investigation to determine whether
the measures represent state assistance and whether
they are contrary to European regulations on state as-

sistance.

In the opinion of the Federal Government the
measures taken to date do not represent state aid

or state aid requiring approval.

Should the European Commission determine that
the measures constitute state assistance, it may
approve the assistance, in particular when the
assistance is in compliance with legislation providing
for the rescue and restructuring of business in
financial difficulty. The Commission will investigate
whether the planned restructuring re-establishes
the long term rentability of the Bank, whether the
measures are limited to the minimum amount
necessary to meet their objectives, and whether
further measures are necessary to limit any resulting
distortion of competition. Should the Commission
determine that the rescue package represents
government support which may not be approved
under legislation the support received must be
repaid.

The Board of Managing Directors are of the opinion,
based on the process to date, that the measures do
not represent government support or government

support which may be approved.

A number of challenges to the resolutions passed
at the Shareholder’s meeting on 27 March 2008
have been received; amongst others these include
challenges to the approved capital increase. The IKB
had applied for release under the provisions of section
246a (1) AktG .

IT risks

IT risks focus on the measures required to develop
our business continuity planning, as well as on the
security of the Bank’s IT systems and of its data
inventory. Measures taken in this context have
included the implementation of a uniform safety
standard (ISO 17799 “Code of practice for information
security management” and ISO 27001 “Information
technology — Security techniques — Information
security management systems — Requirements”);
the roll-out of new technologies to avert external
threats in order to enhance the Bank’s network
security and to comply with increasing requirements
regarding the mobility and availability of IT systems.
Further, this includes the continuous development
of backup systems which allow the further reduction
of operational risk exposure for the Bank’s communi-
cations, IT and settlement systems. At the same
time, the Bank’s IT employees undergo continuous
training so to ensure that these objectives and new
challenges can be met. These arrangements are
backed up by regular audits and simulation of
emergency exercises. The IKB’s IT information security
system was certified by TUV Rhineland during the
past financial year.

Compliance risks

The IKB is subject to the specific legal regulation
applicable to the financial sector. These include in
particular legislation to prevent conflicts of interest,
manipulation of markets, insider dealing and money
laundering. The rules applicable to money laundering
within the Group are set out in employee manuals
(“The IKB Group’s controls to prevent money launder-
ing” and “Prevention of money laundering”) as well as
in specific manuals issued in the respective foreign

branches and subsidiaries.
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In addition the IKB AG has implemented a securities
Code of Conduct which all employees are required
to follow. This is in addition to and compliments the
“Group rules on conflicts of interest”. For branches
and subsidiaries in London, Luxemburg and New York

specific compliance rules are in place.

Together with the IKB’s Code of Conduct, principles
were laid down which reflect IKB’s values and beliefs.
The principles laid down in the IKB Code of Conduct
represent the standards of conduct which apply to
all members of staff throughout the IKB Group.
These rules form a binding framework, guiding the

Bank’s employees in their day-to-day business.

The latest analysis of specific money laundering risks
(including terrorist financing) was performed in
March 2008. This analysis included all of the Group’s
subsidiaries and branches, in and outside Germany.
The starting point for this risk analysis was the
Group’s structure, its organisation and sale structure,
customer structure and product type, the type of
transactions entered into and use of experts and ex-
ternal information sources. Based on this, customer,
product and specific transaction risks were identified
and categorised. From the risks identified, indicators
were derived which are used as search criteria and
variables in the supervision process. Overall it can
be concluded that the IKB Group has a much lower
risk exposure than financial institutions with transac-
tions conducted via bank counter and institutions

with current account payment transaction flows.

Currently a potential damage analysis is being
prepared which will provide an analysis of the risk of
fraud from internal or external sources. In addition,
in the coming financial year an additional position
will be created in the compliance department

specifically to work on fraud prevention.

Personnel risks

The individual central departments and market
facing departments —in cooperation with Human Re-
sources — are responsible for managing personnel
risks. Besides making sure that adequate personnel
cover is available to fulfil operational and strategic
requirements, this also includes ensuring that staff
have the skills and experience that they need to
perform their duties and fulfil their responsibilities.
To maintain the high level of staff qualification,
IKB employs an extensive, continuous system of
further education and training to ensure the level of
employees’ qualifications is maintained at a high
level. The risk of a sustained disruption of operations
caused by absence of employees, or staff leaving
the company, is contained by IKB through clearly-
defined substitution regulations and guidelines to
preserve functional availability. These are reviewed

on a regular basis, and amended if necessary.



Since the begin of the crisis, the IKB AG has recorded
an increase in the number of personnel leaving
the Bank in all business units; as a result of the
current situation it has not in all cases been possible
to replace these employees with qualified new re-
cruits. The deficiencies arising from this situation are
currently being compensated by the use of internal
transfers and by the intensive deployment of external

consultants.

Strategic risks and reputation risk

Strategic risks are defined as potential threats to
the Bank’s long-term profitability. These can be
triggered not only by changes in the legal or social
environment but also by forces originating in the
market or in the competitive environment of IKB’s

customers, or those of its refinancing partners.

Since there is no regularity to strategic risks, they are
difficult to quantify as special risks in an integrated
system. They are therefore specially monitored by
the Board of Managing Directors and the Corporate
Development department, and are subject to
constant analysis. This includes regular checking of
business strategies within the framework of the stra-
tegic planning process, and of the resulting strategic

initiatives and investments.

Reputation risks are the risks of losses, falling
revenues, rising costs or loss in value due to deteriora-
tion in the Bank’s public reputation and particularly
in its reputation amongst clients, shareholders,
rating agencies, and employees. Risks to reputation
frequently arise from other risk types, reinforcing
the original risk through the related publicity.

The IKB will take every measure necessary to win
back the reputation lost as a result of the crisis as

soon as possible.

Business risk

The Bank understands business risk as the risk of
unexpected negative deviations from target levels of
income (comprising commissions and interest) and
expenses as a result of changing market conditions,
changes in the competitive situation or customer
behaviour, as well as changes in the legal framework

in which the Bank operates.

Each business division, corporate centre and sub-
sidiary is responsible for managing general business
risk — defined as the threat of deteriorating profita-
bility within the framework defined by the business
strategies agreed upon with the Board of Managing
Directors — on an operative level, within their respec-
tive area of control. The Results Controlling unit,
part of the Financial Controlling team, monitors
earnings and cost developments during the course
of a financial year, via on-going target/actual com-
parison, and reports its results to the Board of
Managing Directors and to the divisions on a monthly

basis.

General business risk is quantified for risk capacity
purposes by way of statistical analysis, using
empirical volatility data for earnings and costs. The
model employed calculates the extent by which
actual net commission income and net interest
income, and costs, have deviated historically from
the corresponding targets. The economic capital tied
up as a result is taken into account for the regular

analysis of the Bank’s risk-bearing capacity.
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Risk reporting and risk communication. Deviances
from planning and targets are reported monthly
to the Board of Managing Directors and to the heads
of the respective central and operative units to enable
promt remedial action to be taken. In this way all
business segments and central departments have the

information required on a timely basis.

Core content of the risk situation

Much uncertainty remains regarding the future
development of securitised credit risks. Accordingly
the Bank cannot exclude the possibility that the
continuing financial crisis results in further losses
on structured securities and accordingly to further

losses being reported in the profit and loss account.

With this in view, the risk bearing capacity of the
Bank is only guaranteed under consideration of the
approved capital increase and the receipt of at least

€ 1.25 billion from this measure.

IKB’s survival will depend on whether the Bank can
regain expanded access to the capital market in
the 2008/09 financial year, also for unsecured,
longer-term refinancing. For this to happen, the

following factors are particularly important:

e The approved capital increase is registered,
promptly implemented, and results in additional
capital of at least € 1.25 billion;

® The proposed measures for liquidity procurement
using secured money-market refinancing are im-
plemented, especially new, short term, and the

prolongation of existing, refinancing;

® The sale of a significant portion of the portfolio

investments at adequate prices is undertaken;

® No legal restrictions are applied in respect of
the above measures and in respect of the rescue

package, in particular EU proceedings;

® No significant risks arise from the legal dispute

with a credit insurer.

The Board of Managing Directors anticipates that
in the medium term the proposed measures for
capital and liquidity procurement will be imple-
mented as expected, and that the Bank will again
be able to achieve extensive access to the capital
market, also for unsecured, longer-term refinancing.
The Board of Managing Directors also believes that
the state aid enquiry will be resolved in IKB’s favour
in the coming months, and that the lawsuit brought
by the US bond insurer FGIC is unfounded.



5. Events after 31 March 2008

(Supplemantary report)

Since 31 March 2008 the following events have

occurred:
Collateralisation and sale of portfolio investments

The IKB commenced the process of selling securities
from the higher risk investments sub-portfolio in
June 2008. By 2 July 2008, the date of issue of these
financial statements, securities with a nominal € 450
million were sold at or slightly above their 31 March
2008 book value.

Further, in May 2008 an agreement was made be-
tween the IKB and the KfW whereby certain securities
can be settled. This affects securities which are to
all intents and purposes in permanent default and
which are recorded in the financial statements
with no book value. First loss positions based on
securitised IKB corporate and real estate loan trans-
actions have been transferred out of the rescue
package risk cover, as these transactions relate to

the IKB’s core business.

Personnel changes

Mr Jorg Asmussen resigned from the Supervisory
Board on 27 May 2008.

Changes in the Group

After the balance sheet date, IKB Credit Asset
Management GmbH has been transformed into a
limited partnership, and, in a second step involving
the withdrawal of the limited partner, effectively
merged with effect from 1 April 2008 with the
IKB AG.

Sale process

In May 2008, IKB held management discussions
with nine bidders which are to be expanded through

discussions with experts.

Following this the KfW received a number of concrete
proposals. The KfW has reduced the number of
bidders to three, with whom further negotiations
since June 2008 and more intensive Due Diligence

procedures are being carried out.
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6. Outlook

Future economic framework

The Board of Managing Directors expects that the
economic environment for the Bank’s core business
will be more difficult in 2008 and 2009. For Germany,
the Bank’s most important market, the following

general economic climate is expected:

® Germany recorded GDP growth in 2007 of 2.5%.
The drivers of this growth were the country’s strong
exporters who, thanks to their excellent product
offerings, were able to profit from the generally
positive world economic climate. Global growth
has slowed since then, so that leading experts
expect GDP growth in Germany of around 2%
in 2008. In view of the continuing turbulence on
capital markets, these estimates however must be

regarded as uncertain.

® In 2009 the effect of the economic difficulties
resulting from the real estate crisis in the USA
will spread more powerfully through the world
economy than is the case to date. Germany can
only expect GDP growth of around 1.5%.

® To a lesser extent the national economy will benefit
from private consumption, after several years of
restraint. The increased employment and improve-
ments in household incomes should ensure a
benefit to the economy in 2008 and 2009. On the
other hand, higher energy and foodstuff prices over
a sustained period could fuel inflation and again

hold back private consumption.

e It is likely that export growth will not be as strong
as in recent years as a result of a cooling in the
global economy. Leading economic researchers
expect increases of 6 to 7%, after almost 8% in
2007. The levels of capacity utilisation and order
backlogs reported by IKB customers, who are
overwhelmingly strong export orientated medium-
sized companies, will therefore remain at a high

level for some time to come.

® The investment in new capacity, which is the most
important of the general economic indicators as
determinant for the Bank’s lending business, should
grow in 2008 and 2009 by 4 to 5% — after 8% growth
in 2007. It is to be expected that the Bank’s domes-
tic lending business will continue to profit from this
growth.

For the export markets which are particular relevant
for the IKB, leading economic research experts expect

the following:

® In Europe (EU 27) GDP growth of 2.9% in 2007 will
slow to around 2% in 2008 and 20009.

® For the USA a rapid slowdown of growth to 1% in
2008 after 2.2% in 2007 is expected.

® The Central and Eastern European countries remain
buoyant, and should achieve GDP growth rates in
2008 and 2009 of between 4% and 5%.



Opportunities in future developments

The IKB will continue to further extend its role
as a leading specialist German Bank for long term
financing of medium-sized companies, real estate in-

vestors, project partners and institutional investors.

This is based on the Bank’s specialist approach, which
combines competence and a high level of trust
that the Bank’s customers have in its expertise. The
majority of customers have a relationship with
the Bank going back ten years or more. As a result —
especially because of the crisis — customers have
stood by the Bank. Despite the crisis disbursements
in domestic mid-cap business (Corporate Clients
segment) over the whole year 2007/08 (1 April 2007
to 31 March 2008) were € 4.6 billion as in the previous
year (2007/08: € 4.6 billion), although IKB has cut

back on new commitments in recent months.

The Bank’s future business model will concentrate
more on the three core business segments Corporate
Clients (domestic corporate customers, leasing and
private equity), Structured Financing (acquisitions,
project and export financing) and Real Estate
Customers. The objective is to ensure that these
core business segments achieve further market
penetration (increased new customer business and
more business with existing customers), introduce
new products and achieve more business with
existing products through cross selling within the
Group as well as with additional business with

cooperation partners.

The provision of innovative financial solutions for
the Bank’s customers will remain an integral part of
the business model. Assets under Management
will be increased by securitisation as will important
management contributions, for example by means of
more targeted use of equity and the generation of

liquidity and liquidity reserves.

In the Corporate Clients segment, Germany will
remain the core market. The intensity of our sales
effort will be increased. This will also involve offering
long-term investment credits to businesses already
with an annual turnover of € 7.5 million and more.
The reliable partnership between IKB and its long-
standing corporate clients will remain the basis for
this effort. The Equipment Leasing unit proposes
to improve its market position not only in Germany,
but also in Central and Eastern Europe. In so doing,
the Bank is responding to the fact that many German
and West European companies have now opened
branches in these countries where they are financing
parts of their production capacities on a leasing

basis.

In the Real Estate Clients segment, the volume of new
business is set to grow organically over the next three
years, generally in business with shorter maturity
terms, so that credit volumes will develop on a more
stable basis. The Bank’s European real estate activities
established in the 2006/07 financial year will not
only include syndicated financing arrangements but
also be expanded so that the Bank acts as arranger

in real estate lending transactions.
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In Structured Financing the IKB will build on its
success as European mid-cap financing house. This
applies to the mid-cap-LBO area as well as to selected
project financing fields. The LBO market, however,
has also shrunk considerably over the last few months
in the mid-cap segment as a result of the crisis on
the financial markets. The Bank assumes that the
Structured Finance segment will continue to earn
around 70% of its income in European sub-markets

in the coming two years.

The Bank will continue its securitisation activities in
future. The securitisation of the Bank’s own lending
remains an integral part of the Bank’s business
as European mid-cap finance house. The placing
of a Mobility Transaction (Securitisation of a mid-cap
loan portfolio) in March 2008 gives cause for
optimism that the securitisation markets are easing
and that the market is ready again to accept the
placing of new transactions as long as the risks are
transparent and the transactions are appropriately
priced.

Developments in Portfolio Investments will be very
much dependent on the state of the markets. Recent-
ly there has been a renewal of liquidity and turnover
in structured securities, even for those with sub-prime
content. Following the first successful sales the IKB
plans further disposals of its higher risk portfolio —
possibly in smaller packets. Should the financial crisis
continue over an extended period and should markets
deteriorate, further losses in the Portfolio Invest-

ments segment cannot be ruled out.

Balance sheet

As a result of the rescue package put together by the
KfW and the Banking Associations the IKB’s balance
sheet has been stabilised. Once the capital increase
has been registered and completed, the Bank’s
solvency ratios will be improved on a long term basis.
In addition, further measures will be taken to ease
the burden on the Bank’s risk taking capacity. These
include further reductions in market price risk and
the reduction of risk-carrying assets in the lending

business.

Liquidity situation

The refinancing of the IKB’s assets will remain diffi-
cult and primarily will be achieved by collateralised
borrowing. Collateralised borrowing and the lending
of securities or loan assets with the Central Bank
have become important sources of refinancing for all
banks, and this applies also to the IKB. After comple-
tion of the planned capital increase, the Board of
Managing Directors expects to again be able to take
up refinancing transactions, including unsecured bor-
rowing —in the form of bonds — on national and inter-
national capital markets. A pre-requisite for this is
that the international capital markets return to nor-
mal. In addition the IKB will refinance a portion of its
lending business — as in the past — by refinancing
transactions with the state support banks.



Income

Once restructuring is complete, the Bank can be
expected to have a substantially different earnings
structure and lower earnings level, since the income
from portfolio investments up until the 2006/07
financial year will decline considerably. The 2008/09
financial year will still be substantially affected by the
knock-on effects of the crisis, especially the restriction
in new business since August 2007 and the substan-
tial increase in refinancing costs. The medium-term
objective is to achieve a reasonable return from

operating business on the capital deployed.

However, this will depend on the financial market
crisis not impacting on the real economy and hence

the business sector.

The continued development of the Bank is dependent
on the Bank’s ability to refinance itself adequately.
A prerequisite for this is — aside from the completion
of the approved capital increase — that the capital
markets and trust in the Banks in general return to
normal.

As a result of open interest positions from previous
years the Bank has unrealised losses of € 0.9 billion
as difference between market and book values.
These result in a lower net interest income or increase
the financial result on sale of the affected securities

or derivates where these are sold before maturity.

The need to service the agreements on compensation
out of future profits entered into in return for the
provision of € 1,050 million of regulatory core capital
by KfW Bankengruppe, and value recovery rights of
the hybrid investors is likely to result in the Group and
IKB AG not showing any, or only minimal profit, for

several years to come.
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7. Remuneration report

This Remuneration Report relates to the remu-
neration of the members of the Board of Managing
Directors and Supervisory Board in and for the
2007/08 financial year and describes the Bank’s
remuneration systems in and for this financial year.
It takes into account the regulations of the German
Commercial Code and the principles of the German

Corporate Governance Code.

The remuneration system of the Board of
Managing Directors

The composition of the Board of Managing Directors
changed significantly during the financial year
2007/08. The following were members of the Board
of Managing Directors during the period to which
this Remuneration Report relates:

® Dr Gilinther Braunig (Chairman and member of the
Board of Managing Directors from 29 July 2007)

® Frank Braunsfeld (until 15 October 2007)

e Dr Volker Doberanzke (until 07 August 2007)

e Dr Dieter Gliider (from 29 July 2007)

e Dr Reinhard Grzesik (from 15 October 2007)

e Dr Markus Guthoff (until 15 October 2007)

® Claus Momburg,

e Stefan Ortseifen (until 29 July 2007)

The total remuneration of the members of the Board
of Managing Directors consists of a fixed annual
basic remuneration, a performance-based variable
remuneration as well as non-performance related
additional benefits and pension commitments. There
are no stock option plans or similar schemes. A
member of the Board of Managing Directors receives,
in addition to his fixed annual salary, an additional
gross payment of € 10,000 in lieu of any agreed
pension provisions. The structure of the remuneration
system for the Board of Managing Directors is
subject to regular discussion and review by the
Supervisory Board, based on proposals by the

Executive Committee of the Supervisory Board.

Given the current situation facing the Bank and also
due to the fact that a new major shareholder could
have a key influence on the remuneration of the
Board, no work is currently being undertaken to
develop a new structure. The remuneration of the
Board of Managing Directors is determined on an

individual basis by the Executive Committee.

The criteria used in determining remuneration levels
are, in particular, the tasks of the respective member
of the Board of Managing Directors, his personal
performance, the performance of the Board of
Managing Directors as a whole, as well as the parti-
cular situation in which the Bank finds itself since
the onset of the crisis. The appropriateness of the
respective total remuneration is also reviewed
regularly by the Executive Committee of the Supervi-
sory Board. Any remuneration from other offices or
positions held within the Group is taken into

account for this purpose.



Non-performance-related remuneration components.
The non-performance-related basic annual remu-
neration is paid monthly in form of a salary. In
addition, the Board members receive additional
benefits in kind which mainly consist of insurance
premiums and the use of a company car. The remu-
neration of Stefan Ortseifen, until leaving the Board,
included the rental value of a property provided by
the Bank for his use, the amount being calculated
as the difference between a typical local rent in that
location and rent paid by him. Additional benefits
are part of overall remuneration and are taxed on the
individual Board member. The actual amount of these
benefits varies according to the individual circum-
stances of each Board member. Loans and advances
were not granted to the Board members in the year

under review.

Performance-based remuneration components. In
accordance with the recommendations of the
German Corporate Governance Code, the monetary
components of the total remuneration comprise
fixed and variable components. Except fora minimum
target bonus, the variable remuneration component
is risk-based, as it does not constitute guaranteed
remuneration. The minimum target bonus is in some
cases 30%, in one case 60% of the total. As a rule it is
not possible to change the agreed performance

targets retroactively.

The variable remuneration for active board members
is dependent on the achievement of the written
objectives as agreed with the respective board
member at the beginning of the year. The bonuses
earned are then determined according to the extent
to which the targets have been reached. The maxi-
mum bonus payable amounts to 200% of the target
bonus, the minimum bonus is 30% (in one case 60%).
In addition, in determining variable remuneration
the Executive Committee of the Supervisory Board
may take other factors into account at its own
discretion, and accordingly award a higher or lower
bonus within the limits fixed. The Supervisory Board
has not agreed targets with the Board of Managing
Directors for 2007/08. The variable remuneration for
2007/08 for the Board members Dr Giinther Braunig,
Dr Dieter Gliider, Herr Dr Reinhard Grzesik und Claus
Momburg were fixed in the meeting of the Executive
Committee of the Supervisory Board on 17 April 2008
for those members in office at that time. The variable
remuneration of Claus Momburg for the financial
year 2007/08 was deducted in full in repayment of
his 2006/07 bonus.

In the event of a change of control Dr Reinhard Grzesik
receives a minimum bonus of 150%. A change of
control is deemed to have occurred in the event that
a third party, either alone or through the voting
rights attributable to that third party in accordance
with Section 22 of the German Securities Trading
Act (Wertpapierhandelsgesetz — WpHG), acquires a
share of voting rights that, at an ordinary General
Meeting of the Company, would have led to that third
party holding a share of voting rights in the amount
of at least half of the share capital present at the

meeting and entitled to vote.
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Change of Control. The Board members serving at
31 March 2008 have no clauses in their contracts
providing for additional bonuses should a change of
control occur. To the extent that such clauses were
originally agreed, the ser