Capital Group of ING Bank Śląski Spółka Akcyjna

COMMENTARY 

TO THE CONSOLIDATED QUARTERLY REPORT FOR THE 1st QUARTER 2003

I.
PRINCIPLES ADOPTED FOR DRAWING UP THE CONSOLIDATED QUARTERLY REPORT

The consolidated quarterly report comprises the figures of:

· ING Bank Śląski S.A. as a parent entity,

· ING Securities S.A. as a subsidiary,

· Śląski Bank Hipoteczny S.A. as a subsidiary,

· ING BSK Leasing S.A. as a subsidiary,

· Solver Sp. z o.o. as a subsidiary,

· Centrum Banku Śląskiego Sp .z o.o. as a joint-venture.

The associated entity PTE ING Nationale Nederlanden were included in the consolidated financial statements by the equity method.

The financial result presented in the consolidated Group financial report is the same as the financial result of ING Bank Śląski S.A. following the application of - beginning from 31.12.2002 - similar accounting methods to include subsidiaries in the solo report of ING Bank Śląski S.A. and in the Group consolidated report.

The consolidated quarterly report presents the balance sheet, profit and loss account, specification of changes in the equity as well as cash flow statement developed pursuant to the Accounting Act, the ordinance of the Minister of Finance dated 10.12.2001 on the principles of establishing provisions for the risk related to banking operation (Journal of Laws no. 149, item 1672 as amended), ordinance of the Minister of Finance dated 10.12.2001 on the detailed principles of bank accounting (Journal of Laws no. 149, item 1673 as amended), ordinance of the Minister of Finance dated 12.12.2001 on detailed principles of recognising, methods of evaluating, scope of revealing and means of presenting financial instruments (Journal of Laws no. 149, item 1674), ordinance of the Minister of Finance dated 12.12.2001 on the principles of developing the consolidated financial statements of banks and the consolidated financial statements of financial holding (Journal of Laws no. 152, item 1728) and the NBP’s instruction on developing Bank Reporting Information. 

Detailed description of the accounting principles, evaluation of assets and liabilities and establishing a financial result was presented in the consolidated annual report drawn up as at 31.12.2002. 

The data were drafted based on the principles of valuing assets and liabilities and measuring the financial result defined as at the balance sheet date, adjusted with provisions, inclusive of the provisions and assets due to the deferred income tax, mentioned in the Accounting Act, and allocations updating the value of assets.  

The following rates were applied for the purpose of determining basic values in EURO:

· for balance sheet items – PLN 4.4052, the rate of NBP of 31.03.2003;

· for items within the profit and loss account for the 1st quarter – PLN 4.2474, the rate calculated as the average of NBP rates, binding on the last day of each month of the 1st quarter 2003.

II. 
INFORMATION ABOUT THE CHANGE IN THE COMPOSITION OF THE CAPITAL GROUP 

ING Securities S.A. 

On 21st January 2003 District Court for the capital city of Warsaw in Warsaw, 19th Economic Division of the National Court Register registered the increase of the initial capital of ING Securities S.A. (subsidiary of ING Bank Śląski S.A.). After the registration the initial capital amounts to PLN 30,228,640.00 and consists of 1,511,432 registered shares of the nominal value of PLN 20 each. The total number of votes arising from all shares is 1,511,432. The change of the level of initial capital took place by way of bringing the inkind contribution into the subsidiary ING Securities S.A. in the form of stakes and shares, in which ING Bank Śląski was capitally exposed. 
The recording value of stakes and shares in accounting books of the Bank of 31st December 2002 amounts to PLN 4,211,468.00. 

The value of inkind contribution amounts to PLN 4,228,635.20 and the financial contribution is PLN 4.80. The contributions were brought to cover 211,432 registered shares of ‘C’ series of PLN 4,228,640.00 value.
III. 
FACTORS AND EVENTS OF SIGNIFICANT IMPACT ON THE FINANCIAL RESULT

Profit and loss account

Despite the improvement of certain macroeconomic ratios, IQ2003 in Polish economy was the continuation of unfavourable phenomena that had been observed last year. Aggravating financial condition of retail and corporate customers had negative influence on the capacity to service the credit debt resulting in the worsening of the quality of credit portfolio and further growth of credit risk. 

Within the last year ING Bank Śląski recorded a deterioration of loan service by the customers. Share of non-performing loans in total loans grew from 10.8% at the end of March 2002 to 11.9% as per 31.12.2002 and 12.5% at the end of 1Q 2003. No signals were observed in the Bank, which would indicate a reversal of this trend.  

The first quarter of 2003 was characterized by a high level of economic uncertainty and lack of stability on the financial markets, resulting from the war in Iraq and internal tensions. Unfavourable trends pertained also to money supply. At the end of March this year the state of deposits in banking sector was 1% lower than in December 2002, mainly due to the decrease in the funds of corporate customers. Stagnation in the operational scale generated a poor demand for loans by entities of acceptable risk profile. A slight growth of the credit volume in the banking sector derived among other from the appreciation of EURO. A drop of economic activity, accompanied by a reduction of interest rates and margins had a negative impact on income generated by the banks. 

The level and structure of financial result achieved by the dominant entity, ING Bank Śląski S.A., is decisive for the shaping of Capital Group result and the structure of revenues and costs. 

Net interest income achieved by ING Bank Śląski S.A. in 1Q2003 amounted to PLN 223,146,000 against PLN 241,723,000 in the comparable period of the previous year. Lower interest income result from the decrease in margins and lower income from the investing of the company’s own funds. 

The principal part of the non-interest income was the income from fees and commissions, which in IQ2003 amounted to PLN 106,401,000 against PLN 116,751,000 in the similar period of the previous year.  No major increase of commissions was recorded due to low demand for product of higher added value and the observed drop resulted from higher commission costs related to vindication. As for the structure of commission income the commissions of the highest significance are those from services related to current accounts, from granting loans and from the operations made by means of payment cards. 

Due to the considerable reduction of basic interest rates decreasing the margin of deposit and credit activity in IQ2003 ING Bank Śląski S.A. reported the decrease in banking activity performance. The banking activity result achieved by the Bank in IQ2003 reached PLN 362,815,000 against PLN 426,011,000 in IQ2002. 

In IQ2003 the realisation of restrictive cost policy was continued, which allowed for obtaining significant cost savings. Activity costs and depreciation in IQ2003 amounted to PLN 235,243,000 against PLN 255,152,000 in the similar period of the previous year. 

Savings in operational costs allowed to reduce the negative consequences of drop in income on banking activity.
Due to the continuing economic recession and worsening situation of borrowers in IQ2003 the provisioning was continued. The balance of provisions charging profit and loss account amounted to PLN 99,722,000, PLN 98,178,000 of which are provisions for loans and off-balance liabilities, whereas PLN 1,544,000 are provisions for financial assets. The costs of risk were significantly influenced by the standing of corporate entities as well as necessity of establishing provisions – higher than expected – for the retail loans portfolio, due to implementation of the new version of ICBS system. The system modification allowed for a more in-depth analysis of the customer behaviour and concluded agreement, which allowes for an earlier detection of risks and results in a temporary growth of provision dynamics for the retail segment.
The gross financial result achieved by ING Bank Śląski S.A. in IQ2003 amounted to 14,233,000 against 95,779,000 in the IQ2002. The charge of profit due to income tax at the end of March 2003 amounted to PLN 3,220,000 against PLN 32,731,000 in IQ2002. Participation in profit (loss) of subordinated entities valuated according to equity method at the end of March 2003 amounted to minus PLN 4,734,000. The net financial result of the Bank for IQ2003 was PLN 6,279,000 against PLN 63,048,000 in the similar period of the previous year. 
Net result of the Group equals net result of the Bank, however the structure of profit and loss account differs, which results from replacing of equity method in the Bank statements with full consolidation in the consolidated statements of the Group.

Commercial values

After the status of 31st March 2003 the total value of deposits collected by the dominant entity equalled PLN 23,044.6 mio
 and increased in relation to the end of December 2002 by PLN 1,281.8 mio, i.e. by 5.9%.

The total value of credit exposure of the end of March 2003 amounted to PLN 16,033.1
 mio against PLN 15,316.3 mio in December 2003, which means the increase by PLN 716.8 mio, i.e. by 4.7%. In the first quarter of 2003 the parent entity focused on well-secured loans and reduced the role of loans with higher risk level. The result of such policy is high dynamics of mortgage loans, which increased from PLN 686.6 mio at the end of December 2002 to PLN 765.2 mio at the end of March 2003, i.e. by 11.5%. 

The share of parent entity in the market of credit receivables at the end of March 2003 amounted to 6.21% (6.16% at the end of December 2002). The share in the market of deposits and long-term liabilities amounted to 6.78% (6.80% at the end of 2002). Also the share in the household deposits market increased from 5.85% at the end of 2002 to 5.99% at the end of March 2003. 
The number of personal accounts maintained by the dominant entity equalled 1,079.1 thousand at the end of March 2003, which means the growth by 76,600.00 in comparison with the similar period of the previous year. This fact allowed for retaining 8.2% of share on the market of personal accounts. The number of customers using electronic banking systems increased from 518,969 at the end of December 2002 to 553,062 at the end of March 2003
The data regarding electronic banking are as follows:

Electronic banking system

Number of customers
Number of customers






31st December 2002

31st March 2003 


MultiCash


  9,400



    9,536


HomeCash


32,350



  32,029


TransDysk


  2,097



    2,263


ING BankOnLine

67,252



  73,457


HaloŚląski

           407,870



435,777

In March 2003 the monthly volume of transactions carried out via electronic banking systems was 3,445 thousand. The turnover for transactions carried out via electronic banking systems in March 2003 exceeded PLN 16,422 billion.

Structure of credit portfolio

In the 1st quarter 2002 the Capital Group of ING Bank Śląski S.A. established specific provisions for receivables and off-balance sheet liabilities in the amount of PLN 101.7 million (PLN 69.3 million in the 1st quarter 2002), PLN 99.7 million of which concerns the Bank (PLN 69.1 million in the 1st quarter 2002).

The growth of specific provisions concerned the receivables reclassified by the Bank to the category of higher risk due to the lack of repayments of principal instalments and interest or deterioration of the customers’ financial standing. An increase of the risk costs also derived from the revised principles of establishing specific provisions for the retail loans portfolio due to implementation of the new version of ICBS system.
After the status of 31st March 2003 the share of irregular loans in the credit portfolio of parent entity amounted to 28.2% against 26.5% in December 2002. 

The below table shows the structure of credit portfolio as per 31.03.2003.





0.0 million PLN 


Exposure
Structure %
Specific provisions
Coverage*

Total 
16 033,1
100,00%
1 751,4
11,82%







inclusive of:











 - regular: 
11 518,4
71,84%
8,3
0,07%

 - irregular
4 514,7
28,16%
1 743,1
38,61%

      - sub-standard
1 094,5
6,83%
62,4
5,70%

      - doubtful
1 728,2
10,78%
255,9
14,81%

      - loss
1 691,9
10,55%
1 424,7
84,21%

*/ ‘total’ item is calculated as the total of specific and general provisions against credit exposure 

General Risk Reserve


PLN 84.4 million

Reserve for general credit risk

PLN 59,0 million

In IQ2003 the dominant entity strengthened the security level in terms of credit risk and created further provisions, increasing credit coverage. The coverage of the credit portfolio with provisions grew from 11.4% at the end of December 2002 to 11.8% at the end of March 2003. 

Information about the subsidiaries of ING Bank Śląski S.A.

ING Bank Śląski S.A. holds 20% share in the equity of Powszechne Towarzystwo Emerytalne ING Nationale Nederlanden S.A. The company belongs to leading pension funds in Poland and occupies a top position in the market.
ING Bank Śląski S.A. holds 60% share in the equity and 50% of votes at the General Shareholders Meeting of Centrum Banku Śląskiego Sp. z o.o. The Company manages two buildings: the offices of the Head Office of ING Bank Śląski and the commercial building for rent.
The equity of Solver Sp. z .o. o. amounts to PLN 8 374 000.00 and it is divided into 16 748 participation shares of the nominal value of PLN 500.00 each.

ING Bank Śląski S.A. holds 13 363 participation shares in the Company of the total nominal value of PLN 6 681 500 which gives the Bank 79.79% votes at the General Shareholders’ Meeting of the Company. The subjects of the Company’s business include wholesale and retail sale of foodstuffs and durable goods,  intermediation and sale of real estate and services.
As per 31.03.2003 the equity of ING BSK Leasing S.A. amounted to PLN 30,000 thousand; the sole shareholder of the said company is ING Bank Śląski S.A. In the first quarter of 2003 the Company focused on building a sound leasing portfolio.
The equity of ING Securities S.A. amounted to PLN 26,000 thousand as per 31.03.2003; the sole shareholder of the said company is ING Bank Śląski S.A. The Company is one of the biggest brokerage houses in Poland which provides top-quality comprehensive services with the use of most modern technologies.
The equity of Śląski Bank Hipoteczny S.A. amounted to PLN 50,000 as per 31.03.2003; the sole shareholder of the said company is ING Bank Śląski S.A. The Company’s business focuses on crediting individual customers in regard to satisfying their housing needs and crediting corporate customers. Śląski Bank Hipoteczny focused on building the credit portfolio; pledge bonds were also issued.
IV.
INFORMATION ON PROVISION ADJUSTMENTS

1.
Information on specific provisions for receivables

The Group entities establish specific provisions for qualified receivables and liabilities and update financial assets according to the following principles:

· in case of banks the legal basis for provisioning is the ordinance of Minister of Finance dated 10.12.2001 on the principles of establishing provisions for the risk related to banking operation (Journal of Laws No. 149, item 1672 as amended) with application of more restrictive principles; 

· in case of remaining entities the legal basis for provisioning is the Accounting Act, and for evaluation of customer financial standing - the provisioning principles applied by the parent entity.

The balance of specific provisions in the 1st quarter 2003 was negative and amounted to 

· In consolidated statements of the Group PLN 101 682 thousand. This amount comprises specific provisions for receivables and off-balance-sheet liabilities amounting to minus PLN 100 066 thousand and the value update of financial assets of minus PLN 1 616 thousand, 

· In statements of the Bank PLN 99 722 thousand. This amount comprises specific provisions for receivables and off-balance-sheet liabilities amounting to minus PLN 98 178 thousand and the value update of financial assets of minus PLN 1 544 thousand. 

2.
Information on income tax provision

Pursuant to art. 37 of the Accounting Act, due to temporary differences between the value of assets and liabilities indicated in the books and their tax value as well as tax loss that could be deducted in future, the entities are obliged to establish provisions and indicate assets for deferred income tax.

The provision for deferred income tax net for the 1st quarter 2003 amounted to 

· In consolidated statements of the Group minus PLN 43 253 thousand,

· In statement of the Bank minus PLN 35 193 thousand.

The financial result for the 1st quarter 2003 was increased by

· In consolidated statements of the Group PLN 43 387 thousand,

· In statement of the Bank PLN 35 326 thousand.

Moreover the amount PLN 134 thousand refers to the provisions for deferred income tax connected with the revaluation of financial assets available for sale versus capital from the revaluation update. 

The assets and provisions for deferred income tax YTD as per 31.03.2003 amounted respectively to PLN 623 420 thousand and PLN 320 386 thousand (consolidated report) and 601 029 thousand and PLN 314 732 thousand (financial statement of the Bank).
V.
INFORMATION ON PRINCIPLES OF SETTLEMENTS AND PRESENTATION OF INVESTMENT RELIEF 

The parent entity of the Group settles the investment relief pursuant to the letter of the Ministry of Finance no. DR-2/JJ/261/96 of July 29th, 1996. 

The additional depreciation, recognised in the 1st quarter 2003, due to investment relief obtained in 1994-1999 and included in the costs of the 1st quarter 2003, amounted to PLN 
2 818 thousand. 

VI.
INDICATION OF SHAREHOLDERS OWNING DIRECTLY OR INDIRECTLY AT LEAST 5% OF TOTAL NUMBER OF VOTES AT GENERAL SHAREHOLDERS MEETING OF THE ISSUER OR AT LEAST 5% OF THE EQUITY

According to the status as at the date of the report submission the shareholders owning 5% and more votes in the General Shareholders Meeting of ING Bank Śląski Spółka Akcyjna were the following entities: 

No.
Entity
Number of shares    and votes
% of total number of shares and votes in General Shareholders Meeting 

1. 
ING Bank N.V.
11,418,641
87.77

In the period between the submission of the previous quarterly report and the submission of the report for the 1st of quarter 2003 no changes took place in the structure of shareholders holding 5 percent and more of votes in the General Shareholders Meeting.

VII.
INFORMATION ON SHARES OF ING BANK ŚLĄSKI S.A. HELD BY THE MEMBERS OF SUPERVISORY BOARD AND MANAGEMENT BOARD

Bank Management Board





Name and surname
Position / function
Status as per the day of submitting the previous report 
Status as per the day of submitting the report



Number of shares
Face value
Number of shares
Face value

Marian Czakański
President of the Bank Management Board
3
PLN 30.00 
3
PLN 30.00

According to the status as at the date of submitting the previous quarterly report as and as at the date of submitting the report for the 1st quarter of 2003 other members of the Supervisory Board and Management Board were not in the possession of any shares of ING Bank Śląski S.A.

VIII.
DESCRIPTION OF ACTIONS CARRIED OUT BY THE CAPITAL GROUP OF THE ISSUER IN THE 1ST QUARTER 2003.

1.
Important Agreements

1.1
Agreements referring to Netia Holdings S.A.

On 23rd December 2003 as a result of placing subscription for 312,626,040 shares, conducting allotment and making the subscription on its securities account the Bank acquired 312,626,040 rights to the ‘H’ series shares of Netia Holdings S.A., which confirmed the Bank’s right to acquire the same number of rights. Placing the subscription for shares by the Bank and acquisition of rights to shares was a part of the process of restructuring the Company’s debt. Before making the subscription on the basis of agreement with the Company the Bank deducted the liability due to the claim for payment of issuance price for the shares with liabilities towards the Company, previously acquired from its debtors. According to the arrangements binding for the Bank, it was obliged to transfer the rights to shares in the shortest time possible beyond the market regulated by authorised entities, i.e. onto the former debtors of the Company. The Securities and Exchange Commission granted its consent to the Bank’s transferring the rights to shares or to shares beyond the market regulated by authorised entities. 

Immediately after acquiring the rights to shares the Bank started to transfer them onto authorised entities – that process was completed on 11th February 2003. 

For the reasons independent of the Bank, transferring the rights to shares onto certain authorised entities until the date of the Court’s registration of the increase of the Company’s initial capital (which took place on 30th January 2003) proved impossible. Hence, the Bank transferred the shares onto those entities after the date in question. 

The Bank transferred the total of 312,626,040 rights to shares and shares of the unit price PLN 1,082,624.1 and total value PLN 338,456,485.19 onto authorised entities. 
1.2
Agreement with the entities of the ALSTOM Group

On January 10, 2003 credit agreements with the entities of the ALSTOM Capital Group were signed for the total value of PLN 355.5 mio.

The said agreements refer to the multi-currency revolving loan for funding general statutory purposes of the group of borrowers and a guarantee line.

1.3
Transaction of purchasing mortgage bonds issued by Śląski Bank 
Hipoteczny SA

On January 22, 2003 The Bank made a transaction of purchasing the mortgage bonds issued by Śląski Bank Hipoteczny Spółka Akcyjna with its seat in Warsaw (an entity subordinate to ING Bank Śląski S.A.).

ING Bank Śląski S.A., within the - established by Śląski Bank Hipoteczny S.A. – Multi-Currency Programme of Issuing the Mortgage Bonds For the Amount of PLN 150,000,000, purchased from Śląski Bank Hipoteczny S.A. the first tranche of the mortgage bonds for the amount of EUR 3,000,000 in order to re-sell them. Transaction value converted into PLN at the average NBP rate of January 22, 2003 amounts to PLN 12,411,900.

Interest rate: variable coupon, payable each 6 months based on EURIBOR rate + margin. 

Maturity period of the mortgage bonds: 4 years.

2.
Rating given by rating agencies - Moody's Investors Service Ltd. 
On January 15, 2003 rating agency called Moody's Investors Service Ltd. informed the Management Board of ING Bank Śląski S.A. about the following:

- increasing the long-term deposits’ rating from Baa1 to A2,

- increasing the short-term deposits’ rating from P-2 to P-1,

- determining the perspective of the long-term and short-term deposits rating as stabile. 

Rating of the financial strength of the Bank is left unchanged and it is D.

The ratings were granted according to the following (decreasing) scale:

1. long-term liabilities rating: Aaa, Aa1, Aa2, Aa3, A1, A2, A3, Baa1, Baa2, Baa3, Ba1, Ba2, Ba3, B1, B2, B3, Caa, Ca, C;

2. short-term liabilities rating: P-1, P-2, P-3, Not Prime;

3. rating of the financial strength of the bank: A, A-, B+, B, B-, C+, C, C-, D+, D, D-, E+, E.

The deposit ratings and their perspectives granted to ING Bank Śląski take into account the majority share of ING Bank in ING Bank Śląski. Rating of Moody’s agency for ING Bank is Aa2 for long-term deposits and P-1 for short-term deposits, perspectives for these ratings are determined as stabile.

3. Others

3.1 
Agreement of co-operation with ING Bank N. V.

On 20th March 2003 the agreement regarding co-operation in the area of functioning of the banking enterprise ING Bank Śląski S.A. (the Bank) was signed with ING BANK N.V.(ING). 

On the basis of this agreement ING will make it possible for the Bank to use the knowledge and experience of ING experts, also by the possibility to appoint them Members of the Bank Management Board. 

The agreement provides the annual remuneration of the lump-sum amount of EUR 836,000 and the possibility of additional remuneration. 

ING BANK N.V. is the dominant entity in relation to ING Bank Śląski S.A. and has 87.77% of shares and votes in GMS.
3.2
Dividend payment declaration

On 4th April 2003 the Management Board of ING Bank Śląski S.A. announced that the Company is going to pay the dividend for 2002. 

3.3
Employment rationalisation in ING Bank Śląski S.A. 

On 15th April 2003 the Management Board of ING Bank Śląski S.A. announced its decision of employment rationalisation, whose major goal is the permanent reduction of operational costs, the increase of effectiveness and competitiveness of ING Bank Śląski. The employment rationalisation will regard job cuts or replacement of full-time with part-time jobs and it will pertain to approximately 10% of the total employed in the Bank. In certain cases employees will be shifted to other organisational units of the Bank. The Bank is planning to initiate the employment rationalisation process upon the completion of procedures required by law. 

The employment rationalisation will be conducted on the basis of the Law of 28th 1989 about the particular principles of terminating employment relationships with employees for the reasons regarding work places and about the changes of certain bills (Journal of Laws of 1990 no. 4, item 19, as amended). 

3.4
Others

As of 31.03.2003 the Bank carried out its operational activities through the network of 347 branches as compared to 341 branches as of 31.03.2002.

The head count in Capital Group was respectively:

31.03.2003 
7 818 people, which was 7 669 FTEs,

31.03.2002 
8 074 people, which was 7 953 FTEs. 

IX.
INFORMATION ON INITIATING PROCEEDINGS BEFORE COURT OR ADMINISTRATIVE BODIES

In the 1st quarter 2003 in the Capital Group of ING Bank Śląski no proceedings concerning receivables or debts total value of which would amount to 10% of the Bank’s equity were initiated before courts or administrative bodies.

� The numbers encompass the deposits of private persons, economic entities of the non-financial, state budget and financial sectors, excluding the suspended liabilities and interests.


� The presented value encompasses the loans granted to the economic entities of the non-financial, state budget and financial sectors as well as private customers. The value includes discount loans and the subordinated loan, but excludes granted interbank deposits, suspended liabilities as well as mature and immature interests.
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