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Performance of Bank Zachodni WBK S.A. Group in 1H 2001

Profit and Loss account

Overview

In the first half of the year, Bank Zachodni WBK S.A. operated in a challenging operating environment. The Polish economy has slowed down significantly, which curbed domestic demand. Additionally, growth forecast for the Eurozone (the main trading partner for Poland) is not encouraging either. 

Despite two interest rate cuts by the Monetary Policy Council this year, demand for products and services has not picked up yet. As a result, domestic economy still experiences negative impact of the macroeconomic slowdown and the positive impact of rate cuts is still to be seen. These circumstances affected Bank Zachodni WBK S.A. in two ways: income is lower than expected and loan loss reserves are gradually increasing reflecting difficult situation of some of the bank’s borrowers. More details are given below.

Income

The total income of Bank Zachodni WBK S.A. Group was marginally down on 1H 2000. Net interest income decreased by PLN 23 mln, this consisted of net interest income presented in line III of the Group’s profit and loss account and net income on SWAP and FRA transactions (1H 2001: PLN 205.72 mln, 1H 2000: PLN 69.97 mln) which are included in line VIII “Income on financial operations”. 

The Group’s net interest income is affected by two factors: 

· static volumes,

· The mix of funding is gradually changing in favour of term deposits, which means that the cost of funding is increasing affecting the bank’s margins. 

The Group’s non-interest income remains strong and the main contributors here are foreign exchange profits, credit fees, current account maintenance fees, card fees and money transaction fees. The combined contribution of these sources exceeds 70% of the Group’s total non-interest income. 

Costs

The Group’s costs are well under control. Costs associated with all the key projects such as merger and IT are within budget. Growth in operating costs has been caused primarily by the expansion of distribution channels (outlets and ATMs) but also by higher costs of marketing and PR. Substantial IT investments are reflected in higher depreciation charge. In the first half of 2001, merger costs amounted to PLN 26 mln.

Risk reserves

In the first half of 2001, adverse macroeconomic conditions resulted with acceleration of loan loss provisioning process. Although, it had an impact on the Group’s bottom line, growth in the proportion of non-performing loans was rather low. At end-June 2001 the Group’s non-performing loan ratio (i.e. sub-standard, doubtful and lost loans in the loan book) amounted to 17.9% and loan loss reserves coverage ratio was 48%. 
Bank Zachodni WBK S.A. Group balance sheet structure

Bank Zachodni WBK S.A. Group’s balance sheet growth remains deposit driven. Underlying growth in customer deposits is 10% on end-June 2000). Customer deposits as of end-June 2000 included almost PLN 1 bln of short-term funding related to the PKN Orlen share offering, which has been deducted from the calculation of the underlying growth figure. 

Over the past six months, Bank Zachodni WBK S.A. has noted further changes in its funding structure in favour of term deposits. Although, balances on individuals’ current accounts are rather static, shift from business current accounts to term deposits continues.

On the asset side, lending growth was conservative, which reflects the Group’s views on prevailing macroeconomic conditions. Although, loan book remains dominated by business lending, steady growth in mortgage loans indicates that there is significant potential for growth in personal lending. This, however, appears to be very much dependant on further decrease in interest rates. Also, Small and Medium-Sized Enterprises (SME) lending is rather subdued due to high interest rates and low domestic demand. Recently, Bank Zachodni WBK S.A.  has launched a special guarantee fund for SMEs (together with Canada-Poland Enterpreneurs Foundation) which should enliven the Group’s SME business.

The surplus funding is invested primarily on the interbank market and in the government debt securities.

Development of the Bank Zachodni WBK S.A.  Group’s business

Bank Zachodni WBK

Branch Banking 

In the first six months of 2001, Bank Zachodni WBK S.A opened 34 retail outlets in 10 provinces of Poland. At end-June, the bank operated through 441 units country-wide. Most of the newly opened outlets were small units with the target segments being personal customers and small and medium-sized enterprises. The bank’s Warsaw expansion progresses satisfactorily and the bank continues to built up a strong presence in the Capital city.

Electronic Banking 

In the first half of 2001, Bank Zachodni WBK S.A. made good progress in e-banking area, attracting more customers and improving service levels. The bank continues to maintain its position as a leader in the market and the number of retail customers using electronic services doubled in the first six months of 2001. Also the number of commercial and corporate customers using e-banking services is steadily growing. The total number of internet banking customers exceeded 80,000 at end-June 2001.

Parallel to alternative e-banking channels development, card business was successfully expanded and the number of cards reached 1 million. Also, numbers of transactions and turnover increased satisfactorily by, respectively, 20% and 11% on the first half of 2001. The bank also develops its infrastructure and operated through 533 ATMs (10% market share) and over 5000 POS terminals at merchants (12% market share), at end-June 2001. 

Mortgage Banking 

In the first half of 2001, the Bank’s home mortgage business enjoyed a healthy growth. At the end-June 2001, the total value of the bank’s mortgage book amounted to PLN 400 mln, up from PLN 297 mln at end-2000. 

In the first six months of 2001, the bank extended its offer by a number of innovative products, e.g. mixed interest rate loans, PLN/FX loans and “Business Locum” loans for self-employed individuals. In order to increase its mortgage book, the bank entered into co-operation with a number of intermediaries who are well positioned to make a good contribution to the growth of the bank’s mortgage business.

Product Development 

BZ WBK Group continues to improve its product offering. Many of its products and a number of services such as electronic services (banking and brokerage), alternative savings products (e.g. Euroindex, Pewny Start Dziecka), SME packages, clearing services and mortgage products set the standards on the market and help to maintain the Bank Zachodni WBK S.A.’s position as one of the most innovative financial institutions on the market. Additionally, in the first six months of 2001, significant effort was undertaken in order to come up with a uniform product offering for the combined customer base of BZ and WBK customers – this has been in place since the 1st of July 2001. 

The bank gives particular attention to the internet as a distribution channel. Thus, the bank continued to co-operate with strategic partners in this area but also launched co-operation with internet portals such as Clinika.pl, Money.pl, Wirtualna Polska. 

Dom Maklerski WBK S.A. (brokerage house)

Dom Maklerski WBK S.A. is the only consolidated subsidiary company and together with Bank Zachodni WBK S.A.  constitutes Bank Zachodni WBK S.A. Group. Dom Maklerski WBK S.A. was created in May 2001 as a result of merger of brokerage operations of Bank Zachodni S.A. and Wielkopolski Bank Kredytowy S.A. Dom Maklerski WBK S.A. is a market leader in the internet brokerage services. In June 2001, 45% of all trading orders were placed by customers through electronic channels. 

In the first half of 2001, performance of Dom Maklerski WBK S.A. was affected mainly by the bearish mood on the Warsaw Stock Exchange. Negative sentiments of investors translated into low turnovers and relatively low number of transactions, which in turn produced low fee revenues and resulted with a loss of PLN 1.3 mln. Cost reduction and further development of electronic distribution channels are perceived to be the key moves, which should improve the brokerage operation’s performance in difficult market conditions.

Major non – consolidated Group Companies

BZ WBK Finance & Leasing S.A.

BZ WBK Finance & Leasing S.A. is a subsidiary focused mainly on the bank’s customer base – over two thirds of the leasing book is with the bank’s customers. This customer mix is likely to be a medium-term feature as demand for leasing services in well-known customer base of the bank remains good. BZ WBK Finance & Leasing S.A. produced satisfactory operating surplus for the first six months of the year and continues to grow in line with the bank’s expectations.

WBK AIB Asset Management S.A. and WBK AIB Investment Fund 

Corporation S.A.

WBK AIB Asset Management S.A. and WBK AIB Investment Fund Corporation S.A. are developing well. Despite difficult market conditions their funds under management amount to almost PLN 750 mln and their performance is one of the best on the market. Recently, WBK AIB Asset Management S.A. has won a contract to run a private pension fund for one of the largest Polish corporates. WBK AIB Investment Fund Corporation S.A. has successfully launched systematic saving products for retail customers (e.g. Pewny Start Dziecka), which sell well given difficult market conditions. However, further development of these areas of business depends, to a large extent, on the pace of decrease in interest rates on bank deposits. 

Development of the organisation and infrastructure of Bank Zachodni WBK Group S.A.

The merger 

Bank Zachodni SA and Wielkopolski Bank Kredytowy S.A. merged on 13 of June 2001 and Bank Zachodni WBK S.A.’s shares have been traded on the Warsaw Stock Exchange since 25 June 2001. 

Effective from the merger date, the bank commenced operation as one organisation. By the end of June, the bank completed vast majority of 170 projects identified across the organisation as vital for effective integration. 

As part of the integration effort, a single Head Office structure was implemented and divided between three centres: Wrocław, Poznań and Warsaw. It was a complex task which involved staff relocation between organisational units and cities, and a number of staff rationalisation initiatives. 

In the IT area, considerable degree of uniformity was achieved and minor differences are determined primarily by different IT branch banking systems. All the remaining diversities will be removed when the new branch IT platform is implemented to replace the old IT systems.

Capital expenditure  

In the first half of 2001, the capital expenditure of the merged Banks amounted to PLN 207.3 mln with over half of this amount representing IT expenditures associated with the implementation of ICBS platform and the development of e-banking (PLN 125.6 mln). 

B1 project aiming  to roll out the branch banking ICBS system was the Bank’s key capital investment for the second consecutive year and will remain so until 2003. Apart from expenditures it generated by itself during the first half of 2001, it also entailed capital spending on projects such as model branch or IT audit which are designed to adjust the branch structure and processes to the new system’s requirements. The remaining - e-banking portion - of IT expenditure was mostly related to the harmonisation of the merged banks’ services and their further upgrading. 

Management of key risk areas

Risk management on a Group level is exercised through the supervision and co-ordination of actions and strategy between Bank Zachodni WBK S.A. and other Group companies. A more detailed description of risk management objectives and methods is presented below.

Capital management

The Bank Zachodni WBK S.A. Group’s policy is to maintain strong capital base and to utilise it effectively for the benefit of its shareholders. At end-2001, the Group’s capital resources amounted to PLN 2,140m. Assuming further stable development of its activities, Bank Zachodni WBK S.A. plans to maintain the existing proportion of earnings allocated for capital increases, i.e. c. 80% of profit after tax. At end-June 2001 the Group’s capital adequacy ratio was 13.45%. 

Asset and liability management 

The main objective of 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 AIB Group and covers three major risk areas: market risk, credit risk, liquidity risk. 

The bank’s Management Board is ultimately responsible for risk management and has delegated authority to two high level committees: the Asset and Liability Committee and the Credit Committee. The two committees manage their relevant risk areas, monitor the Bank's risk profile on an on-going basis and map out current policies within the framework set by the Management Board.

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 a system of delegated discretionary limits, which reflect the knowledge and experience of individual managers. The Bank operates an internal credit grading system, which provides easy warning of emerging threats to the loan portfolio quality.   

The lending activity of Bank Zachodni SA and Wielkopolski Bank Kredytowy S.A. both before the merger and afterwards has been focused on growing its portfolio in a way which would ensure high quality, good profitability and customer satisfaction. 

Market risks 

Both the policy and practice of Bank Zachodni WBK S.A.’s market risk management is 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

Liquidity risk 

Bank Zachodni WBK S.A.’s liquidity policy defines the 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. The bank’s Asset and Liability Management Committee (ALCO) monitors the Bank’s performance at monthly meetings. All deviations and their reasons are presented to the Management Board. 

Operational risk 

Prior to the merger each bank had managed operational risk on its own based on uniform standards introduced by AIB Group. Adhering to respective AIB principles, Bank Zachodni WBK S.A. put in place a clear-cut system of identifying, monitoring and reporting operational risk. The main tool used for preventing potential threats and alleviating the effects of their occurrence is a self-assessment procedure which aims to identify and evaluate the risks involved in all the banking processes as performed across the organisation. Due to this procedure, the Management is well-positioned to focus attention on the most important risks.        
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