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1. Description of the business model and the macroeconomic and industry‐specific framework conditions

1.1 Organizational structure of the Institution

The Bank is one of the smallest banks in Germany with a total of 26 employees (including the Management Board). The governing bodies of the Bank comprise the annual general meeting, a three-member Supervisory Board and the Management Board (Board Chairman and one other member). There are no further committees in these boards. The Bank was established as a stock corporation in December 1992 and since then has been wholly owned by KEB Hana Bank located in Seoul, Korea. KEB Hana Bank, Seoul, Korea, is also a non‐listed institution and since 2013 has been wholly owned by Hana Financial Group Inc., Seoul, Korea, which itself is listed on the Seoul stock exchange.

1.2 Locations of the Bank
As in the prior year, the Bank does not maintain locations or branches apart from its headquarters in Frankfurt am Main. Only within the scope of our cross‐border service transactions did the Bank establish an office in Ostrava, Czech Republic, in October 2008 to serve existing customers in the Czech Republic. Since then, this office has been maintained unchanged and is currently staffed by two people.
1.3 Products and services

The Bank is authorized to perform all banking transactions within the meaning of the German Banking Act [“Kreditwesengesetz”: KWG]. The Bank is particularly active in the area of import and export financing and supporting Korean subsidiaries in Germany as well as in central and eastern Europe. There were no changes in this regard compared to the prior year. Private customer business is only conducted to a limited extent.

1.4 Business processes

The Bank’s business processes are described in the detailed organization manuals. Given the size of the Institution, the Management Board is already directly involved in the early initial stages of entering into large exposures. The Management Board is promptly informed of all changes in the Bank which are relevant to risk and is significantly and personally involved in the decision‐making processes.


1.5 Sales markets

As in the prior years, the Bank concentrates on services for the subsidiaries of Korean companies in Germany and in central and eastern Europe. 

1.6 External influential factors

Due to its focus on the support of Korean subsidiaries and its close involvement in the Hana Financial Group and KEB Hana Bank, both located in Seoul, Korea, the political and especially economic development in Korea is crucial for the Bank’s business success. This influential factor is moderated by the tendency of Korean industrial customers to relocate their production and sales activities from Korea to other countries, in particular Germany, central Europe and eastern Europe.


1.7 Changes to the business model

The Bank’s business model was maintained unchanged as in the prior year.


1.8 Macroeconomic and industry‐specific conditions
[bookmark: bookmark5][bookmark: bookmark6]1.8.1 Overall economic environment
Global economic growth accelerated appreciably in 2017. The global economy, which bottomed out in the course of 2016, continued to gain momentum in 2017. The expansion in global output in the summer half-year of 2017 (up by a little over 2%) was the most vigorous in a half-year period since 2010, with the economy pointing upwards in almost all major economies. For the advanced economies, the business confidence indicator of the Kiel Institute for the World Economy has now reached a historically high level. By contrast, economic sentiment remains relatively subdued in the emerging market economies, but has likewise improved considerably. Global trade has picked up significantly due to the considerably stronger expansion of foreign trade in the Asian region (especially China). The significant expansion in investment worldwide was crucial for the upturn in global trade.
1.8.2 Economic development in South Korea
Current economic situation
The Republic of Korea is a G‐20 country and has been a member of the OECD since 1996. With a gross domestic product of USD 1.530b (2017), it ranks 11th out of the world’s economies (IMF). The gross domestic product per capita was USD 29.730 in 2017. In terms of currency reserves, South Korea was ranked 8th worldwide at the end of April 2017, at USD 376.6b.

The inflation rate of consumer prices in November 2017 was 1.9% (2016: 1.0%). Since 30 November 2017, the key interest rate has been 1.50%. Total public debt stood at about 38.0% of GDP at the end of 2017, remaining at a comparatively low level. In 2017, Korea achieved economic growth of 3.0%. The unemployment rate was 3.8% in 2017; the youngest population group (15 to 29 years) is most affected by unemployment, at more than 10%.  
[bookmark: doc380218bodyText2]Foreign trade
In addition to a general commitment to the multilateral world trade talks, the Korean government has systematically pursued the conclusion of bilateral free trade agreements in recent years. Free trade agreements with Singapore, the EFTA, Chile, the ASEAN countries, India, Peru, the EU, the US and Turkey are in force. The free trade agreements with New Zealand, China and Vietnam entered into force on 20 December 2016, the free trade agreement with Canada on 1 January 2015 and the free trade agreement with Colombia 15 July 2016. The free trade agreement with Central America (Panama, Costa Rica, Guatemala, Honduras, El Salvador, Nicaragua) was signed on 21 February 2018. Negotiations continue with Mexico, the Gulf Cooperation Council (GCC), Israel, Ecuador, Indonesia and Japan. A trilateral agreement between South Korea, Japan and China is also under negotiation.
Foreign trade turnover (imports and exports) totaled USD 1,052b in 2017, a year‐on‐year increase of 16.7%. China (excluding Hong Kong), the US, the EU and Japan are among the most important trading partners.
Exports rose by 15.8% in 2017 compared with the prior year. The main export goods were semiconductors, machinery, chemical products, cars, steel products, communications equipment, ships and oil products. The export of semiconductors increased significantly by 60.2% and exports of steel products rose by 17.4%. Imports also increased by 17.8% over the same period. The main import goods were petroleum (up 34.5%), machinery/precision equipment (up 31.9%), chemical products (up 12.7%), semiconductors (up 12.7%), communication equipment (up 13.3%), steel products (up 7.8%) and natural gas (up 28.3%).
Compared with the prior year, actual foreign direct investment in 2017 rose sharply by 20.9% to USD 12.8b. The total number of foreign companies operating in South Korea is around 7,500. The most important investors in the period were Malta (USD 2.0b), the UK (USD 1.9b), Netherlands (USD 1.5b), Japan (USD 1.2b), Hong Kong (USD 1.2b) and Singapore (USD 1.1b). 

1.8.3 Economic activity in Germany
The German economy recorded strong growth in 2017. According to the German Federal Statistical Office’s preliminary calculations, gross domestic product adjusted for inflation was 2.2% higher in 2017 than in the prior year. The German economy has thus grown for the eighth year in a row. The pace of growth increased again compared with the prior years. GDP had risen by a strong 1.9% in 2016 and expanded by 1.7% in 2015. Over a longer time horizon, German economic growth in 2017 was almost one percentage point above the average rate for the last 10 years (1.3%). GDP growth was higher in calendar-adjusted terms (2.5%) as there were three fewer working days in 2017 than in the prior year. 
In 2017, positive growth stimulus was primarily provided within Germany, with private consumer spending up 2.0% year on year (adjusted for inflation) and government spending rising at a slower pace, up 1.4%. In particular gross fixed asset formation rose by an above-average 3.0% year on year in 2017, with construction investment rising by 2.6%. Investment in machinery and equipment as well as vehicles was 3.5% higher (adjusted for inflation) than in the prior year. Other investments, which also include expenditure on research and development, were likewise 3.5% higher year on year. Overall, gross capital formation, which includes gross fixed asset formation as well as net changes in inventories, was 3.6% higher (adjusted for inflation) than in 2016. On the production side of GDP, nearly all sectors made a positive contribution to economic growth in 2017. Overall, the price-adjusted gross value added was 2.2% higher in 2017 than in the prior year. 
The economic output in Germany in 2017 was achieved by an average of almost 44.3 million people in work in Germany, which marks a record high since German reunification. According to initial calculations, in 2017 the number of people in gainful employment increased by around 638,000 or 1.5% year on year, the highest increase since 2007. This increase resulted from a rise in the number of people in insurable employment. Higher labor force participation and the influx of workers from abroad offset age-related demographic effects. 
[bookmark: bookmark13]1.8.4 Financial markets
Neither Dieselgate, the Catalonia conflict, the withdrawal of the US from the Paris Climate Agreement nor the rising protectionist and right-wing populist movements were able to halt the positive development of the global economy. On the contrary, the most important stock exchange barometers reached new record highs, once again confirming that the influence of politics on the economic and financial markets is limited: “Politicians make laws, companies create growth.”

However, the positive stock market performance did not reach all segments. With volatility low overall, food and pharmaceutical companies were particularly disappointing. The uncertainty over Obamacare’s future adversely affected the sector. Telecommunication stocks were also among the underperformers in 2017. Among the winners, technology stocks were at the forefront. Whether it be e-commerce, social media, industry 4.0 or cloud computing, massive digitalization is the hallmark of the transformation of the global economy. It will also remain relevant in the coming years. Commodity and energy stocks, which benefit from global economic growth and the expansion of infrastructures, also developed positively.
It is also worth mentioning that interest rates remained at a low level despite slightly rising inflation. German Bunds with residual maturities of less than seven years had negative yields throughout the fiscal year. In the short-term maturity segment, one-year German Bunds had a negative yield of -0.95% over the year, and some banks charge negative interest rates of up to -0.6% p.a. on cash parked on accounts.
The strength of the euro also turned out to be a negative factor in 2017. A factor which sounds positive at first and can be interpreted as a sign of confidence in our common currency led, in turn, to a negative contribution to results on custody accounts. The US dollar lost 14% against the euro, which had a temporary negative impact on the performance of global investment strategies (MSCI World 2017/euro: up 6%) in reporting year 2017.

2. Assets, liabilities, financial position and financial performance

Total assets increased significantly by EUR 7.9m from EUR 656.2m to EUR 664.1m. The increase is due to an increase in the cash reserve and a simultaneous decline in loans and advances to customers. At EUR 212.9m, the cash reserve is well above its level at the end of the prior year (EUR 198.7m). Loans and advances to banks decreased from EUR 250.4m to EUR 224.0m. At EUR 131.8m, loans and advances to customers are slightly above the prior-year level (EUR 130.3m). The portfolio of fixed-income securities increased from EUR 76.5m to EUR 95.2m. This includes Dutch and French government bonds as well as a Dutch corporate bond. These fixed-income securities are all assigned to the banking book (current assets) as a liquidity reserve. As in the prior year, all other securities held are floating rate notes (FRN), issued by first-class companies with a Korean background. They are allocated to the non-trading book. The investment in these papers serves as an alternative to participation in syndicated loans. One of the four FRNs matured and two new FRNs were issued in 2017. Most of our customers are domestic and European subsidiaries of large Korean companies. This development reflects our continued cautious business policy.

The liabilities side showed considerably lower customer deposits of EUR 248.5m compared to EUR 341.9m in the prior year. By contrast, liabilities to banks increased significantly by EUR 97.4m from EUR 245.9m to EUR 343.3m. As of the balance sheet date, subscribed capital amounted to 23.0m (prior year: 23.0m). As in the prior year, the capital reserves amounted to EUR 2.6m. The number of issued shares has been 45,000 since 1 January 2015. As in prior years, the Management Board will propose to the annual general meeting that the entire net retained profit be transferred to revenue reserves. If the annual general meeting follows this proposal, the Bank’s own funds will amount to EUR 71.5m (prior year: EUR 67.6m) after the resolution adopted by the annual general meeting. 

Net interest income fell from EUR 3.6m year on year to EUR 3.3m due to continued low interest rates and negative interest rates on money market transactions of EUR 0.75m (prior year: EUR 0.5m). 
 
Net commission income rose significantly to EUR 6.9m compared to the prior year (EUR 5.6m) and is particularly benefiting from the group-wide function as a euro clearing house.

Personnel expenses rose slightly to EUR 2.5m (prior year: EUR 2.4m).
The income from net risk provisions amounted to EUR 145k in the reporting period compared to EUR 256k in the prior year. The decrease is primarily due to a reversal of prudential reserves in accordance with Sec. 340f HGB [“Handelsgesetzbuch”: German Commercial Code] of EUR 279k. General bad debt allowances contributed EUR 60k to the result (prior year: EUR 422k). This was offset by releases of EUR 9k (prior year: EUR 11k) for provisions for guarantees. Allowances on securities amounted to EUR 562k (prior year: EUR 485k) and resulted in an increase in the cost of net risk provisions compared to the prior year. As in the prior year, general bad debt allowances of 0.75% of unsecured loans and advances to customers were recognized. The amount of 0.75% was calculated by risk management and is based on the PDs and LGDs of the respective borrowers.
	Risk provisions (in EUR k):
	2017
	2016
	

	Specific bad debt allowance
	236.8
	236.8
	

	
	
	
	

	Allowance on securities
	561.6
	479.6
	

	General bad debt allowance on loans and advances to customers
	773.1
	713.4
	

	Provisions for guarantees
	7.2
	15.7
	

	Prudential reserve pursuant to Sec. 340f HGB
	101.3
	379.8
	

	Total: 
	1,680.2
	1,825.3
	

	
	


Due to the small size, the low level of complexity of the operations and the manageable business volume, internal management using financial performance indicators, as is common in major companies, is only feasible to a limited degree in the Bank. A comparison with prior-year figures and quantitative guidelines from the parent company is performed on a monthly, quarterly and annual basis. The Bank’s return on equity in relation to the prior year’s subscribed capital was 17.2% as of 31 December 2017 (prior year: 12.3%). 

The return on assets to be reported in accordance with Sec. 26a (1) KWG, calculated as the net income divided by total assets, was 0.0060 on the balance sheet date (prior year: 0.0043).

A meaningful presentation of non-financial performance indicators is likewise not possible for a niche bank such as KEB Hana Bank (D) AG. Because of the limited number of customers, there is always direct contact between customers and management.

All in all, we are satisfied with the economic development in the reporting year.


3. Comparison of the forecast made in the prior period and the actual business development

In summary, in the management report for fiscal year 2016, the Management Board of the Bank already assumed that its development would be positive in the medium term, even though the persistently high regulatory and margin pressure would continue to impact earnings in the short term.

Despite the predicted continuation of regulatory and margin pressure in the past fiscal year, the Bank’s net income for the year rose by almost one third against the prior year and against the projected net income, and the Bank’s business model, which has been in place for many years, thus provided a stable commercial basis in 2017 as well.

Explanation of the capital structure

As in the prior year, the Bank’s subscribed capital of EUR 23.0m comprised 45,000 no-par registered shares. This guarantees a transparent equity structure for the Bank in the future in compliance with the CRR provisions on common equity tier 1.

A statutory reserve pursuant to Sec. 150 (2) AktG [“Aktiengesetz”: German Stock Corporation Act] did not have to be recognized as of the balance sheet date, since the capital reserves amount to more than 10% of the capital stock.

As in the prior year, the basis for refinancing was customer deposits of EUR 267.3m (prior year: EUR 303.2m) and liabilities to banks of an average of EUR 279.4m (prior year: EUR 243.7m), with an average of EUR 237.8m (prior year: EUR 164.7m) representing liabilities to the Bank’s parent company.

The Bank’s off-balance sheet liabilities of EUR 7.9k (prior year: EUR 8.8k) did not change significantly in terms of their structure, volume and risk compared to the prior year after deduction of the compensating balance and provisions for indemnification claims. Thus they do not have a relevant impact on the Bank’s risk situation. 


4. Breakdown of operating income according to products, regions and currencies

Interest income rose slightly by EUR 5.5m (prior year: EUR 5.2m). 
As in the prior year, Asia accounted for the largest share of interest income, up from 79% against 66% in the prior year. Europe’s share rose to 31% compared to 30% in 2016 and Germany’s share fell by 11% compared to 2% in the prior year. 

Total commission income increased slightly against the prior year from EUR 5.8m to EUR 7.1m. As in the prior year, the largest items here were payment transactions and documentary collections of EUR 5.0m (prior year: EUR 3.6m), followed by non-recourse receivables sales of EUR 0.3m (prior year: EUR 0.8m), foreign exchange business of EUR 0.6m (prior year: EUR 0.6m) and letter of credit business of EUR 0.6m (prior year: EUR 0.6m). 
As in the prior year, Germany accounted for the largest share of commission income (70%; prior year: 74%), followed by Europe at 17% (prior year: 15%) and Asia at 12% (11% in the prior year).

 

5. Liquidity, unutilized irrevocable credit lines

The Bank was solvent at all times. The liquidity regulations of BaFin [“Bundesanstalt für Finanzdienstleistungsaufsicht”: German Federal Financial Supervisory Authority] were complied with at all times.
IT systems which are used to prepare forecast calculations are available for ongoing liquidity monitoring. The functional department determines the liquidity status on a daily basis and informs the Management Board in the context of risk reporting. All contractually agreed and possible cash and cash equivalents and payment obligations are taken into account. In the case of cash and cash equivalents and payment obligations with an indefinite term, certain assumptions are made and factored into liquidity management. Liquidity management is performed separately for each currency.
Funding matrices prepared for short-term, medium-term and long-term liquidity to illustrate the forward liquidity exposure facilitate the monitoring and management of liquidity. Liquidity is managed on the basis of a 10-day matrix in such a way that the liquidity ratio under the LiqV [“Liquiditätsverordnung”: German Liquidity Ordinance] can be adhered to daily. In 2017, the liquidity ratio was adhered to daily as in the prior year. The observation ratios under the LiqV are calculated daily and are also used for liquidity management. As of the balance sheet date, the liquidity ratio was 1.92 (prior year: 2.10).
As of 31 December 2017, there were no unutilized irrevocable credit lines, as was the case at the same reporting date of the prior year.


6. Analysis of relationships with related parties
There were no loans to managers, etc., in the reporting period. There are loan commitments in place to the Hana Bank Group, Seoul, and KEB Hana Bank, Seoul. These intrabank loans were within the permissible range pursuant to the GroMiKV [“Grosskredit- und menkreditverordnung”: German Regulation Governing Large Exposures and Loans of EUR 1.0m or More]. The terms of the loans were always in line with market conditions.
Overall the Bank’s assets, liabilities, financial position and financial performance continued to be in order. 

7. Outlook, opportunities and risks
Economic development in 2018
According to the Kiel Institute for the World Economy, the rise in global output, calculated on the basis of purchasing power parities, will increase from 3.8% in 2017 to 3.9% in 2018 and weaken slightly to 3.6% in 2019. In the advanced economies, output will continue to grow strongly in 2018 and 2019. Given the only gradual tightening of expansive monetary policy, increasing fiscal policy stimuli and a strong rise in demand in the developing and emerging economies, the Kiel Institute expects the increase in output in the advanced economies to lose very little momentum in the next two years.
After a 2.4% increase in the past year, the Kiel Institute for the World Economy expects an overall increase in production in this group of countries of 2.3% for 2018. In 2019, the economy will probably lose a little momentum, but economic expansion (1.9%) is expected to remain somewhat higher than the growth rate of potential output. 
According to the International Monetary Fund (IMF), the tax reform of US President Donald Trump is improving growth prospects for the US, Germany and the global economy as a whole. In its published updated outlook, the IMF raised its growth forecast for the global economy to 3.9% for this year and next year, up 0.2 percentage points on its previous forecast. It raised its forecasts for the US by 0.4 points to 2.7% for 2018 and by 0.6 points to 2.5% for 2019. The IMF raised its forecasts for Germany significantly by 0.5 points to 2.3% for this year and 2.0% for next year.

The forecast for the Bank’s economic performance in 2018 was based on the following assumptions:
· The economic development of the Republic of Korea will at least remain stable.
· The political conditions on the Korean peninsula and in relation to the People’s Republic of China will remain orderly.
· Stable to positive development of economic conditions in the eurozone.
Assuming that interest margins stabilize as expected and lending expands slowly, we expect that the earnings trend will be at least stable. With further increases in expenses due to the strong regulatory pressure, slightly higher earnings before taxes of approximately 2.3% (2017 forecast: 5.4%) are expected. The Bank has chosen the current fiscal year 2018 as a forecast period.
[bookmark: AktuelleAuswahl]Due to the continuation of tight interest rates, the still high equity ratio and fierce competition in commission business, it can be assumed that, as in the prior year, only very slight growth in earnings will be generated by the core customer segment. To counter this, the Bank will continue to endeavor to build new business relationships with Korean companies, especially in the eastern EU countries. This possibility of expanding the customer base is considered realistic by the Bank, as Korean subsidiaries are likely to still be established in eastern Europe. This region offers an environment that makes this shift interesting in economic terms and allows companies to react more quickly to changes in the European market.
In this context, the Bank also expects a further expansion in the foreign exchange business, as customers in eastern Europe are also expected to have demand for other currencies alongside the euro and the US dollar. In this area, there is still the opportunity in the medium term to generate interesting contributions to margin and commission income. In addition, there are additional income opportunities through the brokerage of banking transactions in this geographical region directly to the parent company or other entities within the Hana Financial Group.  
In summary, the Bank assumes that the measures implemented during the reporting period will ensure a positive development in the medium term, even though the persistently high regulatory and margin pressure will continue to impact earnings.
Risk-relevant framework conditions
The objective of the Bank’s business strategy is generating earnings by consciously taking controlled risks, while limiting and avoiding potential losses.
In order to limit unavoidable risks specific to banking, the Bank captures, manages and limits these risks. To this end, the Management Board has implemented special risk limitation processes that are based on the Bank’s risk strategy and comply with legal and supervisory requirements. The risk strategy is designed to both ensure that the supervisory requirements are met and that the risks which may arise through the business strategy are limited.
The full Management Board carries responsibility for defining the risk strategy and for properly organizing and monitoring business transactions subject to risk.
The Bank’s overall risk exposure is contained by the Management Board determining the Bank’s internal capital adequacy and imposing limits for risk categories (counterparty credit risk, market risk, liquidity risk, operational risk and other risks). Compliance with these limits is reviewed regularly. In addition, stress scenarios are defined by management and the results of these scenarios are in turn compared to the overall risk coverage potential. 
The risks are quantified when calculating internal capital adequacy. The opportunities are not quantified because the Bank’s internal management is based on significant risks only, rather than opportunities determined to be significant.
In the case of new products or new markets, a checklist is used to review which statutory regulations must be observed and in particular what risks could arise in this context.
There is a risk management committee in the Bank in which all risk-relevant business divisions and the Management Board are represented. The committee analyzes the current risk situation each quarter and evaluates all the risk reports which are prepared. If necessary, meetings are called at short notice. The committee’s meeting minutes are submitted to the Supervisory Board shortly thereafter for its information and explained in a meeting.
Besides the local risk monitoring system in place, the Bank’s parent company uses control systems which limit and monitor risks at a group level.
No own risk models are used in the determination of capital requirements pursuant to the CRR.
Risk management system
All risks which may arise at the Bank have been recorded in an inventory, determined to be complete by the risk management committee and included in a risk manual. The risk inventory is carried out at least once a year and serves as the basis for the risk matrix.

The Bank uses a comprehensive risk control and management system comprising risk capture, risk measurement, risk analysis, risk assessment and ongoing risk monitoring, which is continuously enhanced. This system is the basis for risk management. All these processes are designed in such a way that all supervisory regulations, especially the MaRisk [“Mindestanforderungen an das Risikomanagement”: Minimum Requirements for Risk Management], can be met.
The responsibilities are laid out in job descriptions.
Through appropriate reports and analyses, the Management Board, the Supervisory Board and the parent company of the Bank are informed continually, at times on a daily basis, of the Bank’s risk situation.
A multi-year written audit plan of the internal audit department encompasses all business divisions. The plan includes all operational and business divisions, taking the volume of business activities and inherent risk into account. Aside from the business processes, the design and operating effectiveness of risk capture, risk measurement, risk analysis, risk assessment and risk monitoring are tested. The audit cycle for each area is defined based on risk aspects and is generally three years. Particularly risk-relevant fields are subject to an annual audit cycle. The audit plan is coordinated annually and approved by the Management Board.
Risk strategies

The risk strategy is aligned with the business strategy, and with the requirements of the KEB Hana Bank Group. In addition, the objective of risk management is compliance with all future supervisory requirements (particularly capital requirements). The risk strategy takes into account the objectives and plans of the Institution’s significant business activities as set forth in the business strategy and the risks of material outsourcing arrangements as well as the limitation of risk concentrations. The level of detail contained in the strategies depends on the scope and complexity as well as the inherent risk of the planned business activities. The risk strategy is broken down into the risk types set out in the risk inventory.
All working processes and business divisions were subject to a risk inventory with the goal of identifying significant risks. Taking the nature, scope and complexity of the operating activities into account, the Management Board has defined the following risks as significant:
· Counterparty credit risk (essentially credit risk and country risk)
· Liquidity risk
· Income risk
· Operational risk
· Market risk (including interest rate risk)

In order to limit the risks, the Bank has defined limits for the significant and some of the insignificant risks as part of the internal capital adequacy calculation. 
The Bank consistently considers risks on a gross basis, i.e., before countermeasures, recognized provisions or payments which have already been made.
Concentration risk is monitored and managed group-wide in consultation with KEB Hana Bank, Seoul.
The risk strategy is reviewed at least once a year by the Management Board to ensure that it is up to date and adapted if necessary. It is submitted to the responsible department heads and the Supervisory Board for their information.


Organization of risk management

The members of the Management Board are jointly responsible for risk management. The procedural regulations for risk management system are laid out in a dedicated organizational manual and supplementary work instructions.
Risk reporting is based on the quarterly risk report. Besides risk quantification, it includes comments on the current development of the individual risk types which are discussed in the risk management committee that meets quarterly. The risk report is addressed to the Bank’s Supervisory Board, along with the Management Board and the risk management committee. In addition, the Management Board is informed about the Bank’s current situation by various lists and analyses included in regular reporting. The Management Board is notified immediately of any unplanned and risk-relevant events in the form of ad hoc reports from the respective department head.
Internal capital adequacy calculation

The Bank’s internal capital adequacy calculation is based on profit and loss and the balance sheet. The Bank applies a going concern approach in managing its internal capital adequacy. The Bank determines risk coverage potential both for a normal scenario and a stress scenario at least quarterly and additionally as required.
In the normal scenario, the impact of the risks from ordinary business activities on financial performance is calculated. The impact on crisis situations is simulated in a stress scenario, also applying a going concern approach and assuming a deterioration of creditworthiness in relation to counterparty credit risk. For market risk, a parallel shift in the yield curve of 200 basis points in both directions is simulated for interest rates. In addition, other scenarios such as twists in the yield curve are simulated. In the case of liquidity, a decrease in loan repayment rates is assumed.
In addition, the Bank established, analyzed and documented reverse stress test scenarios in the reporting period. In the Bank’s opinion, the material stress scenario would be a military strike by North Korea against the Republic of Korea, which would severely impair the economic fundamentals of the country, among other aspects. In addition, the dependency on Chinese economic growth is also a factor that can be used as a stress scenario simulating a strong economic downturn in China. 
Internal capital adequacy is determined by comparing the risk coverage potential and the calculated risk potential. Offsetting diversification effects between the separate types of risk are not considered. The Bank distinguishes between available risk capital in the narrower sense and available risk capital in the broader sense. 
Available risk capital in the narrower sense comprises the adjusted average profit of the last three years, but no more than the budget figure for the current year, which is adjusted to reflect current developments throughout the year. 
For available risk capital in the broader sense, the Bank includes both own funds and the accumulated profit for the year, less the respective regulatory capital requirements pursuant to the CRR. 
The risk potential is calculated quarterly as part of the internal capital adequacy calculation (see above). Counterparty credit risks are calculated based on the respective ratings of the borrowers, the collateral and the corresponding probability of default. Market risk comprises interest rate risk and exchange rate risk. The changes in interest rates are measured using a term-based weighting and a parallel shift in the yield curve. For exchange rate risk, an approach involving the net open position of the currency balances with the regulatory factor from the CRR is used. For liquidity risk, scenario-based assumptions are made for payment flows and repayment rates in order to determine the current financing requirements using currently valid market data. Operational risk is calculated on the basis of the standardized approach. In addition, income risk is determined using a factor-based approach on the basis of the main risk arising from market and credit risk.
The calculation of risk potential for the individual risk types is based on the following calculation methods:
	Risk type
	Risk measurement method

	Counterparty credit risk
	Credit value-at-risk based on the Gordy model with parameters PD and LGD

	Market risk
	Interest rate risk: Alternative procedure
Exchange rate risk: Net open position*8%

	Liquidity risk
	Scenario-based approach

	Operational risk
	Standardized approach

	Income risk
	Factor-based approach



The Bank has set limits for the significant risk categories (market risk, counterparty credit risk, country risk, liquidity risk and operational risk). In the case of credit risk, only one limit is set and not for the subcategories (default risk, country risk, sector concentration). Similarly, a limit for market risk is defined, but not explicitly for interest rate risk and exchange rate risk. Insignificant risks are covered by a risk buffer. 

The insignificant risks are therefore directly factored into the calculation of internal capital adequacy by being deducted from the risk coverage potential. As in the prior year, EUR 1.50m was deducted for insignificant risks as of 31 December 2017.


Limit setting was aligned with the risk coverage potential and led to the retention of the limits.  The new limit allocation process was applied, which in the first step allocates the aggregate limit to the respective utilization and subsequently, in the second step, defines a fixed amount which is approved by the Management Board.

For the risk scenario, the risk limit is allocated to the following risk categories:


	

Risk category
	Reporting date
	Prior year

	
	Limit
	Maximum
risk scenario
	Limit
	Maximum
risk scenario

	
	EUR k
	EUR k
	EUR k
	EUR k

	Market risk
	5,000
	2,245
	5,000
	2,570

	Counterparty credit risk
	20,000
	2,364
	20,000
	2,091

	Operational risk
	2,500
	2,070
	2,500
	1,573

	Liquidity risk
	1,500
	137
	1,500
	95

	Income risk
	1,000
	320
	1,000
	326

	Total
	30,000
	7,136
	30,000
	6,655



The total risk coverage potential in the normal scenario amounted to EUR 44.6m as of 31 December 2017 (prior year: EUR 44.9m), with a total utilization of 24%. In the stress scenario, the total utilization is significantly higher at EUR 32.5m, which corresponds to a minimal aggregate limit excess, but the risk is fully covered by the available risk coverage potential of EUR 40.2m.
The result of the internal capital adequacy calculation is submitted on a quarterly basis to the risk management committee and subsequently to the Supervisory Board for its information.
Throughout the entire year, the calculated risks were in line with the risk coverage potential, apart from the exception described above.
Counterparty credit risk
[bookmark: _GoBack]
The Bank considers counterparty credit risk to be the potential default of a business partner (borrower, counterparty, issuer or other contractual partner) or the potential decline in the value of a transaction involving primary or derivative instruments which would result from the failure of the corresponding business partner to render the performance specified in the contract. The Bank includes credit risk, country risk and concentration risk in counterparty credit risk. 
The Bank’s counterparty credit risks arise primarily from the customer and bank loan business. Moreover, counterparty and issuer default risks arise from money market and currency trading, which are less important to the Bank’s overall risk exposure due to its business strategy and volume.

At customer level, the Bank’s credit risk is mitigated by setting limits. The basis for the limits is the relevant risk assessment by the front and back offices. Each limit is approved by the Management Board and, if above a certain amount, it is coordinated with the Bank’s parent company in the context of group-wide limit setting.
Counterparty risks are countered by the careful selection of business partners. Here, also, each limit is approved by the Management Board and, if above a certain amount, it is coordinated with the Bank’s parent company in the context of group-wide limit setting. All securities purchases are approved individually by the Management Board.
In addition to a credit assessment which is continuously monitored, adequate safeguards are used to avoid counterparty risks. The credit assessment is based on an internal evaluation system which classifies the counterparties into rating classes.
The ongoing monitoring of counterparty credit risk is the responsibility of the back office. The back office has software programs at its disposal which were specially designed for this purpose and provide comprehensive information for monitoring purposes. Moreover, this information and control system is designed to ensure that limits cannot be exceeded without authorization, not even during the day.
If, during the monitoring process, anything comes to the Bank’s attention which points to an elevated risk, the loan is transferred to intensified loan management.
Risk provisions in the form of appropriate bad debt allowances are recognized if an acute default risk is identified for a loan exposure and the realistic value of the collateral no longer covers the exposure.
General bad debt allowances and reserves under Sec. 340f HGB are recognized for general counterparty credit risks, taking the probability of default into account.
Consistent implementation of the MaRisk ensures that the counterparty credit risks are permanently monitored.
Country risk is also countered by appropriate limits.
Concentration risks related to certain countries, industries, loan types and certain borrower risk groups to which the Bank is inevitably exposed because of its position within the group structure are covered and managed at group level. The CRR liquidity ratios including the observation ratios pursuant to the LiqV and the tier 1 capital ratios pursuant to the CRR are used for management in the Bank on a daily basis. The Bank uses the registered office and industry of the parent company as an allocation criterion for counterparty credit risk.
In the absence of any defaults of our own, the probabilities of default to which KEB Hana Bank, Seoul, is exposed are used for the purpose of calculating internal capital adequacy for counterparty credit risks, since the Bank uses the same internal rating system for loan exposures as KEB Hana Bank, Seoul, and the majority of counterparty credit risks relate to the subsidiaries of Korean companies. In the stress scenarios we apply a reasonable premium to the probability of default used.
Liquidity risk

Liquidity risk is the risk that the Bank cannot meet its current and future payment obligations fully or in a timely manner. Refinancing risk is a material liquidity risk for the Bank.
Liquidity management is performed across departments at the Bank.
IT systems which are used to prepare forecast calculations are available for ongoing liquidity monitoring. The functional department determines the liquidity status on a daily basis and informs the Management Board in the context of risk reporting. All contractually agreed and possible cash and cash equivalents and payment obligations are taken into account. In the case of cash and cash equivalents and payment obligations with an indefinite term, certain assumptions are made and factored into liquidity management. Liquidity management is performed separately for each currency.
Funding matrices prepared for short-term, medium-term and long-term liquidity to illustrate the forward liquidity exposure facilitate the monitoring and management of liquidity. Liquidity is managed on the basis of a 10-day matrix in such a way that the liquidity ratio under the LiqV can be adhered to daily. The liquidity ratio was complied with daily in 2017. The liquidity reserves in the assets are always maintained so as to secure the Bank against unexpected liquidity outflows or bottlenecks. The Bank does not enter into transactions on “tight” markets. In managing liquidity, attention is also paid to ensuring that various market players are utilized for this purpose. Until further notice and as in prior years, the Bank has determined a liquidity ratio of 1.13 as the alert threshold for internal purposes. A further alert threshold was introduced for the LCR (liquidity coverage ratio) with an additional buffer of 5.0% above the currently applicable legal requirements. The LCR was not exceeded at any time in the current year.
For the internal capital adequacy calculation, a certain percentage of the deposits is deducted, which would then have to be covered at short notice at a certain premium on the money market. For this purpose, money market lines with customers and a USD 300m line from our parent company are available. In the calculation of the stress scenarios, the Bank applies higher percentages and higher premiums.
Market risk positions

For the Bank, market risk means potential losses due to unfavorable changes in interest rates and exchange rates.
In principle, the Bank does not enter into fixed interest agreements with a term of more than 12 months. Interest rate agreements over 360 days are only approved restrictively by the Management Board. Most interest rate agreements concluded mature in three months at the latest and are tied to the LIBOR interest rate.

In addition to always arranging the refinancing of assets on a back-to-back basis, IT systems are used to check the interest-bearing loans and advances and liabilities daily for interest rate risk. The Management Board is notified of existing interest rate risks daily. 
The imposition of tight limits on net foreign exchange positions reduces currency risks to a minimum. In particular, currency swaps in the sense of EMIR are used for this purpose. The net foreign exchange positions are continuously monitored using IT systems. The Management Board is informed daily concerning the utilization of the limits. As of the balance sheet date, the net foreign exchange position was EUR 263k (2016: EUR 1,800k). 
There are no commodity risk positions, net interest positions, trading book risk positions or other market risk positions.
To calculate internal capital adequacy, a certain change in the exchange rate is used for currency risk and an assumed change in the interest rate based on a fixed-interest schedule is used for interest rate risk. For the stress scenarios, a significant increase in the exchange rates and interest rates is assumed. As of the balance sheet date, the interest rate risk under the alternative procedure was EUR 4.5m (prior year: EUR 5.1m). The decrease is largely attributable to shorter terms of refinancing arrangements and improved matching of maturities on the assets and liabilities side of the balance sheet.
Provisions did not have to be recognized for potential losses resulting from transactions which were already contracted and pending as of the balance sheet date.
Operational risk (including operating and legal risk)

For the Bank, operational risk means the risk of loss resulting from inadequate or failed internal processes, people and systems or from external events. For the Bank, this mainly includes transaction risk, control risk, system risk, method-based risk, business risk, legal risk as well as risk arising from the loss of reputation.
In order to limit operational risk, an extensive set of written rules has been prepared and extensive controls implemented at various levels. Control risk is mitigated, among other procedures, by stipulating the application of the principle of dual control for certain transactions, the IT-supported monitoring of compliance with all prescribed limits as well as by access restrictions to the Bank’s IT systems.
The Bank also counters operating risks by outsourcing the activities of certain functions to qualified external service providers.
General risks are covered by back-up systems, contingency plans, disaster plans and insurance contracts which provide coverage at a level that is normal for the banking industry.
The Bank also addresses possible operational risks and defines necessary responses in the risk analysis which is prepared annually. When preparing the risk analysis, the effectiveness of existing responses is also reviewed.
A loss database is available for recording all loss cases at the group level of KEB Hana Bank, Seoul. Responses based on the loss cases recorded in the database are then implemented group-wide.
With respect to legal risks, the Bank distinguishes between
· Consultancy risks
· Risks arising from loan agreements and agreements for providing collateral
· Risks from the application of foreign law and foreign or international provisions
· Regulatory risks

The Bank counters consultancy risks through the specialized training of the responsible staff.
To avoid legal risks with respect to contracts, the Bank generally uses standardized contracts whose legal enforceability has been reviewed. Most loan agreements are individual contracts with individual passages or text modules whose legal enforceability has also been reviewed, using external lawyers where appropriate, in particular where foreign law applies.
The regulatory risks are countered by comprehensive organizational guidelines.
There are currently no litigation risks.
Other risks
There are no other material risks.

Summary

As regards the limitation of risks, the Management Board has largely taken the organizational measures required for risk management and risk monitoring. In particular, this includes a risk manual, the implementation of the MaRisk, a risk management committee and special regulations for risk classification and early risk detection.
Risks are covered by the available equity. Risk provisions are reflected in the balance sheet. The total capital ratio pursuant to the CRR was 36.40% on the balance sheet date (prior year: 26.92%). EUR 71.4m in equity was available to comply with the total capital ratio. We anticipate a slight reduction in the total capital ratio in 2018 because we are planning to expand the lending volume.
Bank supervisory regulations for risk mitigation are adhered largely to both in terms of quantity and quality and supplemented by additional internal requirements.
According to current evaluations, there are no risks which represent an impairment to the Bank’s operating activities. In the Bank’s assessment, there were no material changes to the risks compared to the prior year. For 2018, we expect earnings before taxes to be approximately 2.3% higher than in the past year.
8. Proposal for the appropriation of profit
We propose to the annual general meeting that the net retained profit of EUR 1,975k be transferred to revenue reserves.


9. Our employees

At the end of 2017, the Bank had 26 employees, including management. As in the prior years, we promoted the continuing education of our employees through internal and external training activities, the latter being held particularly as part of our membership in the Association of Foreign Banks. We wish to express our gratitude and appreciation to all employees for their dedication to serving the interests of our customers and the Bank.


10. Relationships with affiliates
In accordance with Sec. 312 AktG, the Bank has compiled a report on relationships with affiliates as of 31 December 2017 in which the Bank discloses all its legal transactions with affiliates and actions or omissions at the behest of or in the interest of affiliates.

The Management Board’s report on relationships with affiliates in accordance with Sec. 312 AktG concludes with the following statement:
The Institution received appropriate consideration for each of the legal transactions disclosed in the report on relationships with affiliates of which the Institution was aware at the time the transactions occurred. There were no actions or omissions in the reporting period.

Frankfurt am Main, 28 March 2018

KEB HANA BANK (D) AG

The Management Board
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