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MACROECONOMIC ENVIRONMENT OF WBK SA

In 2000 the macroeconomic situation in Poland was rather difficult – high interest rates and other measures aimed at cooling down domestic demand resulted with lower than expected borrowing by both households and businesses.

In order to set the scene for the bank’s performance discussed in the next chapter, below are presented the main macroeconomic developments in 2000.

Key indicators

In 2000 Poland recorded a significant weakening of domestic demand caused by restrictive monetary policy and increase in inflation. Due to high world economic growth in 2000, the foreign demand compensated for a fall in the domestic demand.


1997
1998
1999
2000E
2001P

Real GDP (Year-on-Year Pct Chg)
6.8
4.8
4.1
4.1
4.0

GDP (in US$ Billion)
143.1
157.7
154.1
158.8
172.6

GDP Per Capita (USD)
3  701
4 079
3 987
4 110
4 466

Current Account Balance (in US$ Billion)
-4.2
-6.6
-11.6
-9.9
-10.4

Inflation (Avg, Year-on-Year Pct Chg)
15.0
11.9
7.3
10.1
7.0

Inflection (Year-end, Year-on-Year Pct Chg)
13.2
8.6
9.8
8.5
6.6

Public Sector Borrowing Requirements (as a Pct of GDP)
-2.8
-2.7
-3.4
-3.2
-2.9

Total External Debt/GDP (%)
37.0
40.0
41.6
39.8
38.0

E – estimated figures, P - projection

Gross Domestic Product

GDP growth in 2000 amounted to 4.1% and it was at the same level as in 1999. In 2000 fiscal policy was as loose as in the previous year, keeping individual consumption growth in the first quarter 2000 at a high level. The tighter the monetary policy caused a significant fall in individual consumption growth and a decline in gross capital formation growth starting from the second quarter of 2000.  This resulted in the domestic demand growth in 2000 lower than GPD growth, which led to the stabilisation of the current account balance.
Inflation

In the first three quarters of 2000 the yearly inflation was at 10% or above, which resulted from supply shocks in fuel and food markets and from a weakening of the zloty. In the fourth quarter of 2000, given the fall in oil prices and end of supply shock in the food market, the inflation started to fall rapidly. In December 2000 the y/y inflation totalled 8.5%, exceeding once again the inflation target set by the Monetary Policy Council (5.4-6.8%). Average annual inflation in 2000 amounted to 10.1% against the average annual inflation in 1999 at 7.3%, and the average annual inflation of 5.7% targeted in the 2000 budget.

Monetary policy

In 2000 monetary policy was much more restrictive than in previous year. In response to lack of tighter fiscal policy and aiming at counteracting secondary effects of supply shocks, the Monetary Policy Council (MPC) increased interest rates twice – in February and in August 2000. To progress the exchange rate liberalisation, on 11 April 2000, the government, in agreement with the MPC, introduced full float of the zloty. At present the zloty exchange rate regime is at full float, although the NBP still has the right to intervene in the FX market. In December 2000, given the stabilisation in the macroeconomic situation – fall in inflation, improvement in the current account balance, strengthening of the zloty and passing budget-related bills, the Monetary Policy Council adopted a neutral stance in respect of monetary policy, which paved the way for interest rate cuts in 2001.

Interest rate changes

Increases in interest rates in 2000 were aimed at controlling domestic demand and counteracting the rise in high inflationary expectations. Excessive domestic demand coupled with a loose fiscal policy could lead to the external destabilisation of the economy. On the other hand, increase in inflationary expectations could make the curbing of inflation difficult in the medium term.

Date


Intervention rate

Lombard rate 

Rediscount rate

from  1.01.2000


20.50%

19.00%

16.50%

from 24.02.2000


21.50%

20.00%

17.50%

from 31.08.2000 


23.00%

21.50%

19.00%

As a result of tightening in monetary policy, market interest rates were rising until the mid October, when they reached maximum. Yield curve moved up by ca. 350 basis points. In the fourth quarter 2000, in connection with the recorded slowdown in the economic growth and the anticipated NBP interest rate cut, the yield curve moved down by ca. 200-250 basis points.

I. PERFORMANCE OF WBK SA IN 2000

1. Profit and Loss Account

Year 2000 was the best in WBK’s history with the profit after tax amounting to PLN 224 mln. This good result was achieved primarily from the growth in the bank’s business as well as the high interest rate environment which supported satisfactory margins on both assets and liabilities. As in the previous years, shareholders’ value was at the centre of our attention – the bank’s return on equity (ROE) amounted to 22% and earnings per share (EPS) PLN 3.26 (1999: PLN 2.69).

The summary of the bank’s performance is presented in the table below.

(PLN mln unless stated otherwise)


2000
1999
% change

Net interest income*
584.3
456.8
+27.9

Other income
334.5
363.1
-8.6

Total income
918.8
820.0
+12.1

Staff costs
260.3
220.8
+17.9

Other costs
241.3
200.1
+20.6

Depreciation and amortisation
73.0
63.2
+15.5

Total operating costs
574.6
584.1
+18.7

Net provisions
43.8
59.4


Profit before tax
300.5
276.4
+8.7

Taxation
76.4
91.4
-16.4

Profit after tax
224.1
185.0
+21.1

ROE
22.1%
21.8%
-

EPS
3.26 PLN
2.69 PLN
-

* after adjustments for SWAP points
1. Income

Total income of the bank was up by 12.1% on 1999. Net interest income grew by 27.9% - this consisted of net interest income presented in line III of the bank’s profit and loss account and net income on SWAP and FRA transactions (2000: PLN 191.5 mln, 1999: PLN 58 mln) which are included in line VIII „Income on financial operations”. Growth in the bank’s net interest income reflects 14% growth in lending and 42% growth in customer deposits achieved in a favourable interest rate environment. 

A number of core sources of non-interest income achieved good growth in 2000: foreign exchange gains grew by 46% on 1999, business accounts fees increased by 7,9%, loan arrangement fees grew by 15.6%, card fees were 128.2% up and personal current account fees increased by 202.6%. However, there was a number of one-off securites gains (PLN 40 mln) in 1999 which did not occure in 2000. This covered a very good performance in many of the key non-interest income generating areas.

2. Costs

Total costs grew by 18.7%. Employee numbers reduced marginally. Operating costs grew strongly, driven by growth in new retail outlets (30) developing e-banking services, increased volumes of business, significantly larger marketing costs and IT spend.

3. Risk reserves

Driven by a prudent lending policy the bank’s non-performing loans ratio (NPL) has remained static and net risk provisions for the year were 26% lower than in 1999.

2. Balance sheet structure

WBK is a liabilities driven bank and its robust balance sheet growth (+28% on 1999) was caused mainly by the growth in customer deposits (+42,4% on 1999). The structure of deposits is changing gradually in favour of term deposits. Although, this trend will have an impact on the bank’s margins, it will also increase stability of the bank’s funding base. 

On the asset side, customer loans continue to be the main item. At end-2000, they accounted for 40% of total assets. WBK’s loan book is dominated by corporate and commercial lending, which currently amounts to almost 90% of the total. A detailed breakdown of lending by industry is presented in commentaries to the accounts. 

Asset quality remains one of the strongest points of the bank. WBK applies prudent risk management policies (see: Credit Risk). As a result, it has one of the lowest NPL ratios in the whole industry (8.1%). Moreover, this ratio has decreased slightly in 2000, despite negative changes in the operating environment. More details on the bank’s loan book quality is included in the note three to the accounts.

It is the bank’s intention to achieve a better balance between personal and corporate/commercial lending over the medium-term perspective. In 2000, the bank has launched a personal credit centre, which will facilitate a robust growth of quality lending in the personal sector. Additionally, the anticipated decrease in interest rates should enhance a stable and strong growth in mortgage lending. WBK’s products, expertise and presence in the main urban areas of Poland makes it well positioned for the expansion in the future.

DEVELOPMENT OF THE WBK SA BUSINESS IN 2000

3. Branch Banking

In 2000 WBK opened 30 new retail outlets. Most of them were sub-branches - small, universal outlets manned by maximum five individuals, offering services for personal customers and the small and medium-sized enterprises (SMEs). Additionally, eight WBK branches were launched in Katowice and Kraków regions – they are former GBH branches incorporated into the network and continuing the business under the WBK brand name. 

The development of the branch network and improvements in the range of products and services resulted in an increase in the number of customers and market shares in deposits and loans. 

In 2001, the Bank’s retail network will be further extended – it is expected that 44 new outlets will be launched, 19 of which will be located in the Warsaw region. This will significantly strenghten the bank’s position on the Warsaw market and facilitate expansion particularily in the SME, e-banking and mortgage markets.

4. Home mortgages


2000 was a year of very good growth for the Bank’s home mortgage business.  Market conditions were difficult as the level of construction activity was lower than forecast and the very high interest rate environment deterred many potential borrowers and investors.  Nevertheless, the Bank’s branch network, which is the key sales channel for the mortgage business, achieved the aggressive targets set and at year-end outstanding mortgages were PLN 213m, up from PLN 46m in 1999.  This was an excellent start for our new Mortgage Banking Centre and for the branches who are now working together very well to develop this business in which we forecast big potential in the years ahead.  

The quality of the mortgage portfolio is very good as prudent criteria for loan approval are applied. The development of the business is supported by a strong marketing campaign and a comprehensive portfolio of products and competitive pricing.  We estimate that the Bank’s share in the growth of this business in the banking sector reached 5.7% at year-end, up from 1.6% in 1999. 

5. Electronic Banking and Card Centre

WBK enjoys a very good reputation for its innovative and technologically advanced e-banking products and services. In 2000 the bank continued its market leadership in this area and now has 40,000 customers using its internet banking services. During the year the bank also launched a WAP based banking service and a package of electronic banking services for SMEs, all part of maintaining its position as the market leader in e-banking services innovation. WBK’s telephone banking service now has almost 40,000customers. Retail POS merchants grew to 4,000 and turnover grew very significantly.

As part of its strategy the bank is actively seeking out alliances and partnerships to expand and develop its e-banking capability. In 2000, WBK took a minority shareholding in eCard – an electronic shopping mall in which WBK processes and clears card transactions conducted over the internet.

The bank also continued to expand its ATM network. In November 2000 WBK rebranded and integrated its ATM network with that of Bank Zachodni SA to form a network of 500 ATMs – the third largest in Poland. 

WBK is the 4th largest card issuer in Poland and in 2000 increased its card base by 25% to 634,000. The growth in credit card business was also very satisfactory and during the year co-branded cards were issued with mobile phone operator Centertel. 
6. Treasury services

Year 2000 witnessed high growth in international trading. The Bank centralised and restructured its clearing functions and now operates automated clearing systems for domestic and international settlements. Thanks to this system, new services for international settlements with value dates falling on ‘the same day’ and ‘the next day’ were introduced. WBK has been the first bank in Poland to offer this service and it sells very well. 

7. Product development

In 2000, the bank expanded its offering to include a range of new products and services. The key developments included new personal accounts tailored for needs of various customer groups. WBK continued to develop its deposit products offering and as the first bank in Poland introduced EuroIndex Tracker Bond, which sells very well. 

In the SME segment, WBK’s efforts were directed at matching the needs of selected vocational groups with a specially developed Business Package for chemists and physicians, investment loan for doctors, and a special offer on mortgage loans for legal advisors, solicitors and physicians. WBK has also launched the EBRD credit line facility for SMEs. In order to improve service quality for this customer group, SME Department was formed with a view to co-ordinating actions aimed at creating WBK’s image as a professional and well geared organisation. The key task of the Department has been to initiate and progress actions facilitating the expansion of the SME service across WBK Branches. This was achieved by adding to the Bank’s offering customised products and services for SMEs (e.g. credit facilities based on the EBRD credit line), as well as by liaisons with external institutions (government agencies, industry & trade chambers, and media).

INTEGRATION WITH BANK ZACHODNI SA

In the third quarter 2000, Management Boards of WBK and Bank Zachodni SA (BZ) made a decision on merging the two banks. The decision was approved by the Extraordinary General Shareholders Meeting on 20 December 2000. The merger is to be effected by June 2001 through the issue of new shares in Bank Zachodni SA to shareholders of WBK in exchange for the transfer of the entire assets of WBK to BZ. The name of the new bank will be Bank Zachodni WBK (BZ WBK SA).

The share exchange ratio, one of the most significant conditions of the merger, is one share of a BZ new issue for 1.72 shares of WBK. The Management Board of WBK received an opinion from Merrill Lynch International which confirmed that from the financial point of view the adopted share exchange ratio is fair for WBK shareholders.

It is projected that following the merger, WBK shareholders will hold approximately 54.8% and BZ shareholders approximately 45.2% of the shares in merged bank. Following the merger, AIB will have an interest of approximately 70.5% in the merged bank. It is estimated that that WBK shareholders will benefit, on a full year basis, from an earnings enhancement of approximately 10.4% in 2001, 28.7% in 2002 and 36.2% in 2003, taking into account the benefits arising from the B1 Program- a US$ 100 million investment to enhance each bank’s IT by the introduction of a new common branch banking platform as well as synergies from the merger 
The Management Boards of both banks identified significant savings that may be realised  through the merger of WBK and BZ. It has been estimated that savings, as a percentage of 2000 combined cost base, will be approximately 4.6% in 2001, 13.9% in 2002 and 17.3% in 2003. Additionally, a number of other significant benefits were identified to be enjoyed by shareholders of the merged bank.

These benefits include:

· The merged bank will be able to build critical mass to compete more effectively in the market,

· BZ WBK will be able to improve its product and customer service offering

· The merged Bank will be able to strengthen its presence in new markets

· A strong and efficient management team and greater staff development opportunities 

· Greater liquidity for WBK shareholders and increased attractiveness to international investors.

Co-ordination of WBK’s and BZ’s operations

Before the merger is completed from the legal point of view, the two banks have already started to work together on a number of projects, which will bring them together and help utilise synergies effectively. The most important project is “B1” Project - common branch IT system for both banks. It is anticipated that the installation of this new system will begin in the third quarter of 2001.

Parallel to this, work is well underway to standardise the product offering, procedures related to products and retail operations. In addition, Card Centres of WBK and Bank Zachodni started working together and joined ATM networks – a move  which provides significant benefits for customers of both banks.
II. DEVELOPMENT OF THE ORGANISATION AND INFRASTRUCTURE OF WBK SA

8. Authorities of WBK SA

Annual General Meeting of WBK Shareholders

On 5 April 2000, the Annual General Meeting of WBK Shareholders was held. The AGM approved the 1999 profit distribution proposed by the Bank’s Management Board, gave the word of approval acknowledging the fulfilment of duties and responsibilities to the Bank Council and Management Board and endorsed changes to the Bank’s Statutes.

Bank Council

The Bank Council was composed of: Marian Górski - Chairman, David McCrossan – Vice-Chairman and  Michael Buckley, Waldemar Frąckowiak, Gary Kennedy, Franciszek Pospiech, Aleksander Szwarc and Andrzej Wierciński – Members of the Bank Council.

Management Board

In view of the expiry of the term of the office of WBK Management Board on 5 April 2000 and upon receiving the permit of the Banking Supervision Commission, the Bank Council appointed Jacek Kseń to the position of President of WBK Management Board.

At the request of President of the Management Board, the following persons were appointed by the Bank Council to the Management Board: 

Cornelius A. O’Sullivan - First Vice-President of the Management Board,

Aleksander Kompf - Vice-President of the Management Board,

Romuald Szeliga - Vice-President of the Management Board,

Declan Flynn - Member of the Management Board,

Joanna Oświecimska - Member of the Management Board.

Changes in the Management Board composition in 2000

On 28 September 2000, the Bank Council of WBK adopted a resolution appointing Mr. Marcin Prell to the position of Member of the WBK Management Board.  Mr. Marcin Prell has been in charge of the Bank’s Legal Division since September 1997. In addition, he has been a Stock Exchange Court Arbitrator for three terms of office and Member of the Banking Ethics Commission at the Polish Bankers Association.

On 19 October 2000, the Bank Council of WBK accepted the resignation of Mr. Aleksander Kompf from the role of Vice-President of the Management Board and from his membership in the Management Board of WBK. Mr. Aleksander Kompf submitted his resignation in view of his appointment as President of the Management Board of Bank Zachodni SA.

Extraordinary General Meeting of WBK Shareholders

An Extraordinary General Meeting of WBK Shareholders was held on 20 December 2000 Meeting made the final decision on merging WBK with Bank Zachodni S.A. In line with the resolution, the merger will be effected through the issue of new shares in Bank Zachodni S.A. to shareholders of WBK in exchange for the transfer of the entire assets of WBK S.A. to BZ S.A. 

This issue is discussed in more detail in Section “Merger with Bank Zachodni SA”.

9. The WBK SA Staff

Staff numbers and employment structure

At end-2000, the number of employees in WBK SA (FTEs) was 4,677 and increased 6.4% on December 1999. Within the employment structure, employees under the age of thirty represent the largest group.  In terms of education, over 44% of employees hold university degrees.

Training

The employee training programme in WBK is regularly adjusted to the Bank’s needs - in 2000, the extensive training programme aimed at the enhancement of the customer service quality.  

The Group’s training activities focused on the following areas: business lending and subsidised investment loans, operational risk assessment, electronic banking, issues related to capital markets, marketing of banking products, banking regulations, accounting and IT.

Over 475 members of staff attended foreign language courses. Additionally, the bank provided assistance for over 220 people who continue their evening or post-graduate studies.

10. Capital expenditure

The total capital expenditure of the Group in 2000 amounted to PLN 124.7m, 35% up on 1999. One of the main projects is new administrative and operational building for WBK SA. Although as a result of the planned merger with Bank Zachodni SA, the registered office of the merged bank will be located in Wrocław, a significant part of the merged bank’s administrative operations will remain in Poznań. New offices will be located in the Poznań Financial Centre, part of which has been leased by WBK SA. The lease agreement has been signed for a 10-year period and is effective from March 2001. The estimated value of a 10-year rental plus utility costs amounts to USD 49.5 mln. Simultaneously, the Bank will benefit from termination of lease agreements on the premises, which will soon be vacated. Over the next four years, estimated savings on the lease termination will exceed PLN 10m.

An important part of the bank’s capital expenditures related to the branch network development, credit and debit cards, central dispatch of account statements and electronic POS terminals.

MANAGEMENT OF WBK SA KEY RISK AREAS

Risk management on the Group level is exercised through ownership supervision and co-ordination of actions and the strategy between WBK and other members of the Group. The nature of capital and functional links allows strict risk control across WBK Group. A detailed description of risk management objectives and methods as well as the Bank’s ownership supervision policy over the Bank’s capital investments are presented below.

11. Capital management

The Bank’s policy is to maintain a strong capital base and to utilise it effectively for the development of the Bank. Between the end of 1999 and end of 2000, the Bank’s capital resources) increased by PLN 182.7 mln. Assuming further stable development of its activities, the Bank plans to maintain the existing proportion of earnings allocated for capital increases, i.e. c.80% of the net profit.

12. Asset and liability management

The main objective of the Group’s asset and liability management is the profitable development of the Bank’s risk-taking activities within prudential parameters. Risk management in the Bank is conducted within the boundaries set by WBK and AIB Group and covers three major risk areas: market risk, credit risk and liquidity risk.

The bank has a well-developed organisational structure for managing risk, including a comprehensive set of committees and delegated authorities. The bank’s Management Board is ultimatelly responsible for risk management and has delegated authority to two high level committees: the Asset & Liability Committee (ALCO) and the Credit Committee. The two committees manage their relevant risk areas and to monitor the bank’s risk profile on an on-going basis and map out current policies within the framework set by the Management Board.

13. Market risk

The level of market risk in WBK depends on its exposure to adverse consequences of movements in interest rates, foreign exchange rates and other market parameters. Undertaking those risk within strictly established limits is part of regular banking business and as such can be an important source of income. 

Both the policy and practice of WBK’s market risk management are in line with the following three rules:

· key issues related to market risk management have to be approved  by the Management Board,

· the market risk management function is centralised in the Bank’s Treasury,

· market risk is measured and monitored by people other than those who conduct relevant transactions.

14. Credit risk

Sources of credit risk

The bank’s credit risk stems primarily from its lending activities on retail, corporate and interbank markets. It is managed within the lending policy framework set by the Management Board through the system of delegated discretionary limits, which reflect the knowledge and experience of our individual managers. The Bank operates an internal credit grading system, which provides early warning in case of pending threats to the loan portfolio quality. 

The Group’s lending activity has been focused on growing its portfolio in a way which would ensure high quality, good profitability and customer satisfaction.

Enhancement of lending processes in 2000

In the first six months of 2000, the Bank reengineered the credit function and established separate departments to deal with corporate clients and small and medium enterprises.  In addition, the Personal Credit Centre was established.  As a separate organisational unit, the Centre will centralise processing of retail customer loan applications. The implementation of the automated loan application processing system combined with access to the Credit Bureau and an arrears management system will allow WBK to enhance the loan portfolio profitability.

15. Liquidity risk

WBK’s internal policy on liquidity has been approved by ALCO and the Bank’s Management Board. It defines minimum percentage of liquid assets (both zloty- and foreign exchange-denominated) in total assets. The responsibility for ongoing compliance with the policy resides with the Bank’s Treasury. ALCO monitors the Bank’s performance at the monthly meetings. All deviations and their reasons are presented to the Management Board. In 2000, the level of compliance with the limits was satisfactory.

16. Operational risk

WBK places much emphasis on preventing any potential threats, generated as a result of faulty operations of IT, communication, and clearing systems. In 2000, the Group commenced the implementation of the operational risk management policy. In this respect, WBK has leveraged the experience of the AIB Group. The policy is based on the recommendations of the Basle Committee. 
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