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INTRODUCTION TO CONSOLIDATED FINANCIAL STATEMENTS AND COMPARABLE CONSOLIDATED FINANCIAL DATA

1.  Company name and seat: Bank Millennium S.A., Warszawa, ul. Kopernika 36/40

Registration court and register number: IX Commercial Division of the National Court Register, District Court for the Capital City of Warsaw, No. 0000010186.

Issuer’s primary business: banking and other financial intermediary services, excluding insurance and old-age and disability pension funds.

Basic segments of Group’s activities: banking, leasing, factoring, stockbroking, capital investments, investment fund management.
On January 8, 2003, the Bank received Registration Court’s decision on registration in the National Court Register of amendments to the Bank’s Articles of Association changing the Bank’s former name (trade name). The new company name of the Bank, i.e. Bank Millennium Spółka Akcyjna and its abridged name, i.e. Bank Millennium S.A. replaced the former name BIG Bank GDAŃSKI Spółka Akcyjna and its abridged name BIG Bank GDAŃSKI S.A. At the same time, the Group’s name was changed. The former name Grupa Kapitałowa BIG Banku GDAŃSKIEGO (BIG Bank GDAŃSKI Group) was replaced by Grupa Kapitałowa Banku Millennium (Bank Millennium Group).

2. DURATION, IF DEFINITE, OF ACTIVITIES OF THE ISSUER AND GROUP ENTITIES 

The Bank Millennium Group has no entities with a definite duration of activities.

3. PERIODS COVERED BY THE CONSOLIDATED FINANCIAL STATEMENTS AND THE COMPARABLE CONSOLIDATED FINANCIAL DATA BEING PRESENTED 

The consolidated financial statements are presented for the period from January 1, 2003 through June 30, 2003, and the comparable data for the period from January 1, 2002  through June 30, 2002. 

4. COMPOSITION OF THE ISSUER’S MANAGEMENT BOARD AND SUPERVISORY BOARD

Composition of the Bank’s Supervisory Board as of June 30, 2003: 

1. Maciej Bednarkiewicz 


- Chairman of the Supervisory Board
2. Ryszard Pospieszyński


- Deputy Chairman and Secretary of the Board
3. Marek Belka



- Member

4. Christopher de Beck


- Member

5. Jorge Manuel Jardim Goncalves
              - Member

6. Andrzej Koźmiński


- Member

7. Marek Rocki



- Member

8. Gijsbert J. Swalef


- Member

9. Zbigniew Sobolewski 


- Member

On  July 16, 2003 the Extraordinary General Meeting of Shareholders increased the number of members of the Supervisory Board from 9 to 10 persons and appointed Mr. Francisco de Lacerda to serve as member of the Bank’s Supervisory Board.

Composition of the Bank’s Management Board as of June 30, 2003:

1. Bogusław Kott 

-  President of the Management Board

2. Luis Pereira Coutinho
-  Vice-President of the Management Board
3. Fernando Bicho 
              -  Member

4. Julianna Boniuk
              -  Member

5. Anna Rapacka 

-  Member

6. Jerzy Zdrzałka

-  Member

7. Wojciech Haase
              -  Member

8. Pedro Alvares Ribeiro
-  Member (submitted his resignation on June 30, 2003)

On April 15, 2003, the Management Board informed of the resignation of Mr. Francisco de Lacerda of the position of the Member and Vice-President of the Management Board, effective from April 30, 2003. The Bank’s Supervisory Board accepted his resignation on its meeting held on the same day. Simultaneously, the Supervisory Board appointed Mr. Luis Maria F. C. Pereira Coutinho to serve as Member and Vice-President of the Management Board from May 1, 2003. 

On July 17, 2003, the Supervisory Board appointed Mr. Manuel Teixeira to serve as Member of the Management Board.

5. INDICATION THAT THE CONSOLIDATED FINANCIAL STATEMENTS AND COMPARABLE CONSOLIDATED FINANCIAL DATA CONTAIN SUMMARY DATA

Entities of the Bank Millennium Group do not comprise any internal organizational units which compile independent financial statements.
6. FOR THE CONSOLIDATED FINANCIAL STATEMENTS COMPILED FOR THE PERIOD DURING WHICH THE MERGER TOOK PLACE, AN INDICATION THAT THESE ARE CONSOLIDATED FINANCIAL STATEMENTS COMPILED AFTER THE MERGER AND AN INDICATION OF THE CONSOLIDATION SETTLEMENT METHOD APPLIED

From January 1 to June 30, 2003, no entity of the Bank Millennium Group was subject to a merger.

7. GOING CONCERN ASSUMPTION FOR THE ISSUER AND GROUP ENTITIES

The consolidated financial statements have been compiled on the going concern assumption for the issuer and Bank Millennium Group entities; there are no circumstances indicating any threat to the continuation of activities.

8. DIAGRAM PRESENTING THE ORGANIZATIONAL STRUCTURE OF THE ISSUER’S GROUP OF RELATED ENTITIES AND INFORMATION ON THE TYPE OF RELATIONS WITHIN THE GROUP

[image: image1.wmf] 


9. LIST OF GROUP ENTITIES SUBJECT TO CONSOLIDATION OR EQUITY METHOD VALUATION, AND LIST OF ENTITIES NOT SUBJECT TO CONSOLIDATION OR EQUITY METHOD VALUATION

The controlling entity in the Group is Bank Millennium S.A. The remaining Group entities covered by the consolidated financial statements as of June 30, 2003 are as follows: 

	Entity
	Business
	Registration authority

	BEL Leasing Sp. z o.o.
	leasing services
	Registration Court for the Capital City of Warsaw, XIX Commercial Division of the National Court Register

	Millennium Dom Maklerski S.A.
	stockbroking
	as above

	Forin Sp. z o.o.
	factoring
	as above

	Forinwest Sp. z o.o.
	investment substitution
	as above

	BIG BG INWESTYCJE S.A.
	financial transactions in capital markets and advisory services
	as above

	BET Trading Sp. z o.o.
	financial transactions in the Treasury debt market
	as above

	DEBT Services Sp. z o.o.
	financial transactions in the Treasury debt market 
	as above

	TBM Sp. z o.o. 
	financial transactions in capital markets and advisory services
	as above

	Millennium TFI S.A.
	formation and management of investment funds
	as above

	BBG FINANCE B.V.
	Group entities financing
	Kamer Van Koophandel Rotterdam


The information on investments held by Bank Millennium S.A. as well as investments held by the remaining entities in Bank Millennium Group entities is presented in the Group’s organization chart under Item 8 of this Introduction, as well as financial notes on Group’s investments in subordinated companies.

Where the Bank Millennium Group acts as a significant investor in other business entities and if the scale of their activities is significant (compared to the Group data) or Group’s holdings in a given entity are otherwise significant for the Group, then investments in such entities are valued by the equity method and included in the consolidated financial statements. As of June 30, 2002, the above methodology was applied to the following entities:

1. Prolim S.A.

2. BESTA Sp. z o.o.

According to the criteria set forth in Sections 57 and 58 of the Accounting Law, excluded from consolidation were the following Group entities (investments in such entities are reported at the purchase price taking into account allowances for a permanent loss of value): 

figures in PLN ‘000 

	Company
	Balance sheet total
	%(*)
	Notes
	Data as of

	Bank Millennium S.A.
	19,130,299 (**)
	-
	-
	June 30, 2003

	
	
	
	
	

	Lubuskie Fabryki Mebli S.A.
	17,749
	0.09%
	to be sold
	Dec. 31, 2002

	Reess Trading Sp. z o.o.
	101
	0.00%
	-
	Dec. 31, 2002

	Wilga Las Woda Sp. z o.o
	86
	0.00%
	-
	Dec. 31, 2002

	BG Leasing S.A.
	-
	0.00%
	in bankruptcy

	ACCON Services Sp. z o.o.
	572
	0.00%
	-
	Dec. 31, 2002


(*) Percentage represented by the entity’s figures in the balance sheet total of Bank Millennium S.A.

(**) Balance sheet total without the impact of investments valuation by the equity method.

In the case of affiliates intended for sale or where the scale of their activities is marginal in comparison with the Group, for purposes of the consolidated statements Group’s holdings in such entities are reported at the purchase price, taking into account allowances for a permanent loss of value.

· As of June 30, 2003, the affiliates not covered by the equity valuation method were:

· Pomorskie Hurtowe Centrum Rolno Spożywcze S.A.

· Hevelius Management Sp. z o.o. – in liquidation,

· SPC S.A. – not engaged in operating activities,

· Towarzystwo Handlowe Weiman i S-ka Sp. z o.o.- not engaged in operating activities.

In the first six months of 2003, the following changes occurred in the Group structure:
Until March 31, 2003, the Bank’s investment in PZU S.A. was valued under the equity method and included in the consolidated financial statements pursuant to Art. 3, par. 1, items 36, 38 and 47 of the Accounting Law (equivalent guidelines are specified in IAS 28).  On April 15, 2003, the Management Board of the Bank, in consultation with the Supervisory Board, decided to discontinue the valuation of its investment in PZU S.A. under equity method with effect from March 31, 2003, treating the value as of that date as cost.

This change in the accounting policy results from Art. 62, par. 5 of the Accounting Law (similar provisions are included in IAS 28, section 11) under which the investor discontinues the valuation of shares in its affiliate under the equity method from the date when the investor lost significant influence over such affiliate, despite the fact that the investor continues to hold the entire or part of the investment. 

On March 31, 2003, the major shareholder of the Bank, i.e. BCP, closed the sale of 20.86% of shares in EUREKO B.V. to EUREKO B.V. and, consequently, limited its capital commitment to EUREKO B.V. to 5% of its new share capital. EUREKO with the Bank are members of the consortium holding 30% of shares in PZU S.A. As a result of this transaction, the BCP Group lost control over EUREKO B.V. (previously exercised jointly with Achmea Association). Indirectly, this limited the ability to influence significantly on 20% shares held by EUREKO in PZU.

Limitation of capital relations between EUREKO B.V. and the BCP Group indirectly also limits possibilities of the Bank to influence on the financial and operational policy of PZU S.A., despite its representatives in the Supervisory Board and the Management Board of PZU.

Pursuant to Art. 62, par. 5 of the Accounting Law, in line with the change in the accounting treatment of the investment in PZU S.A., on March 31, 2003 the goodwill arising on the purchase ceased to be amortized. 

In consequence, shares in PZU S.A. are included under the item “shares in other entities” on the balance sheet, in the amount of PLN 1,212,114 thousand. This amount comprises: the value of shares in PZU under the equity method as of March 31, 2003 r. equal to PLN 457,434 thousand and unamortized goodwill of subordinated companies (as of that date) amounting to PLN  754,680 thousand. As a result of the payment of dividend for 2002 by PZU, the book value of shares in PZU was reduced by the dividend and amounts to PLN 1,199,161 thousand as of June 30, 2003.

In the first six months of 2002, the following changes occurred in the Group structure:

1. As a result of the change of operating activity profile and the growing scale of operations, as of January 1, 2002 Millennium TFI S.A. became subject to full consolidation. 

2. Given the growing scale of activities and the expanding scope of cooperation with Group entities, since the beginning of this year Prolim S.A.’s shares in the Group’s portfolio have been valued by the equity method. As a result, Group’s consolidated equity (item „previous years’ profit/loss”) increased by PLN 482,000, i.e. by the net asset value of Prolim S.A. attributed to the Group on the date of the valuation.

3. The Bank repurchased EUREKO B.V.’s and SOFTBANK S.A.’s interests in BESTA Sp. z o.o. for the total amount of PLN 1,700 thousand. Presently, the Bank holds 100% of BESTA Sp. z o.o.’s voting rights (33.33% prior to the transaction).

10. CONFIRMATION THAT THE CONSOLIDATED FINANCIAL STATEMENTS HAVE BEEN ADAPTED TO ENSURE DATA COMPARABILITY

The consolidated financial statements have been adapted to ensure data comparability; the changes made are discussed in Note 30 of the Additional Explanatory Notes.

11. INDICATION WHETHER THE CONSOLIDATED FINANCIAL STATEMENTS PRESENTED OR THE COMPARABLE CONSOLIDATED FINANCIAL DATA HAVE BEEN ADJUSTED FOR THE QUALIFICATIONS IN AUDITORS’ OPINIONS

No such adjustment has been made.

12. DESCRIPTION OF ADOPTED ACCOUNTING POLICIES

1) Consolidation methodology

Group subsidiaries have been subject to full consolidation, except for those entities which are irrelevant due to the scale or nature of their activities, and those which are acquired to be sold during the financial year.

In the full consolidation of balance sheets, all the items of  assets and liabilities of subsidiaries and the controlling entity in full amounts were summed up, regardless of the interest owned by the controlling entity in a subsidiary.

After summing them up, consolidation adjustments and exclusions were effected. The net result obtained from summing up was increased by the loss and decreased by the profit of minority shareholders in subsidiaries.

Excluded from the consolidated financial statements were the following items:

· mutual receivables and payables of consolidated entities, income and expenses related to transactions between consolidated entities;

· the share capital of subsidiaries subject to full consolidation and additional payments made to the share capital;

· the cost of acquisition of investments in the subsidiaries subject to full consolidation;

· gains and losses arising from transactions among consolidated entities, non-realized from the point of view of the Group, and comprised in the amounts of consolidated assets and liabilities, including dividends paid within the Group.

If the Millennium Bank Group acts as a significant investor in other economic entities or exerts a material impact on those entities, then in the consolidated statements, investments in such companies are valued based on the equity method.  The valuation is done based on the following assumptions:

· as of the date of the take-over of control or exertion of material impact, the acquisition price of shares in the valued entity is adjusted for the “goodwill” or “negative goodwill” (the manner of calculation and amortization of those values is presented in the following parts of the report);

· such adjusted purchase price is then adjusted to reflect increases or decreases in the shareholders’ equity of the valued entity attributable to the Group after the valuation date;

· all profits/losses realized in transactions between Group entities and the valued entity are eliminated from the consolidated statements pro rata to the Group’s investment in the valued entity.
2) Presentation of the financial statements

The consolidated financial statements have been compiled on the basis of the consolidation documents, in compliance with the following principles:

· the correspondence principle;

· the going concern principle;

· the proportionality principle;

· the prudent valuation principle,

· the accrual basis.

The financial statements have been compiled on the basis of:

· the Accounting Law of September 29, 1994, as amended;

· the Act of Banking Law of August 29, 1997, as amended;

· the Council of Ministers Ordinance of October 16, 2001 on the detailed requirements for a prospectus and an abridged prospectus, as amended;

· the Council of Ministers Ordinance of October 16, 2001 on the current and periodical information provided by securities issuers, as amended;

· the Minister of Finance Ordinance of December 10, 2001 on the detailed accounting principles for banks, taking into account subsequent amendments introduced by the Ordinance of September 20, 2002;

· the Minister of Finance Ordinance of December 10, 2001 on the rules of establishing provisions for banking risks;

· the Minister of Finance Ordinance of December 12, 2001 on the detailed rules of recognition, valuation methods, the scope of disclosure and the method of presentation of financial instruments.
3) Accounting principles applied in the preparation of the consolidated financial statements

With effect from January 1, 2003, the Bank changed the principles adopted in general risk provisioning in compliance with the law in force. The ratio used to calculate provisions for regular receivables from individuals was reduced from 2.5% to 1.5% and, in addition, the Bank discontinued the establishment of a general provision for 1.5% of regular loans granted to enterprises and mortgage loans. Therefore, the currently valid principles are in compliance with the Ordinance of the Ministry of Finance of December 10, 2001. The establishment of additional provisions (higher than provided for by the law) for regular receivables due from business entities, individuals and in respect of housing loans resulted from the conservative provisioning policy pursued by the Bank in 2001 and 2002 dictated by unfavorable macroeconomic conditions prevailing in Poland. Since the economy showed signs of recovery, the Bank decided to change this policy. It should be noted that the ratio of provisions (specific and general) to irregular loans recorded by the Bank in the end of the previous year was one of the highest in the banking sector.

Furthermore, from January 1, 2003, the Bank writes receivables off without their depreciation in specific circumstances.  

Conditions to qualify receivables to charge to specific provisions adopted by the Bank are as follows:

Receivables will be charged to specific provisions when it is possible to write off the entire loan. This will apply to groups of loans considered as lost, in particular when their irrecoverability is probable.

This means that specific provisions will be charged, in particular, with the following loans:

· Loans classified as lost in accordance with criteria specified by the Minister of Finance in the Ordinance of December 10, 2001 on establishment of provisions for risks connected with banking operations (Journal of Laws No. 01.149, item. 1672, as amended);

· Loans that do not have viable collateral, the collateral enforcement process is completed and the established specific provision amounts to 100% of the principal due; 

· Loans with high probability of being lost, in particular when the Bank initiated executory proceedings, a debtor is deceased or an enterprise is deleted from the relevant register of business entities, a company is liquidated, declared bankrupt or if the place of residence of a debtor is unknown and his property is not disclosed.

The writing-off process will be preceded by an individual evaluation of recoverability. 

The receivables will be deemed irrecoverable when after 12 months from the date of their classification as lost there is no practicable possibility to recover these receivables and when the financial standing of a borrower deteriorated irreversibly while the fair value of collateral is close to zero.

Loans considered to be irrecoverable which value is so low that their further holding in the Bank’s loan portfolio cannot be justified are also subject to writing off. 

Specific provisions are charged each time when it is unreasonable or undesirable to defer the time of writing off a practically worthless asset even if in the future it would be possible to recover such loan in part due to the right of the Bank to seek payment from a debtor.

Receivables and liabilities

· receivables and liabilities are shown at the amount due, including accrued interest;

· in the financial statements, receivables are presented as a net amount, i.e. net of specific provisions under applicable regulations;

· specific provisions are created pursuant to applicable regulations to account for off-balance sheet irrevocable liabilities bearing the risk of problem situation of a client.
Securities

· Debt securities

Debt securities are classified on the date of their acquisition into the following categories:

· held-for-trading securities

These are securities acquired in order to benefit from short-term price fluctuations.  As of the balance sheet date held-for-trading debt securities are valued at fair value, and the valuation outcome is shown in the result on financial operations.

· held to maturity securities

This group includes debt securities acquired to be held to maturity.  Securities in this portfolio are valued at the depreciated cost taking into consideration write-off on account of permanent impairment in value.

As of June 30, 2003, 15-year bonds issued by a foreign bank are included into this group.

· securities available for sale

Debt securities not classified as held-for-trading or held to maturity are classified to the category of securities available for sale.  Those securities are valued at fair value and the revaluation difference is shown in the revaluation capital.  As of the date of excluding all or part of financial assets from books of accounts (sale), the previous valuation is excluded from capital and shown in the income statement for the period.

As of June 30, 2003, this group included municipal bonds, commercial bonds, commercial Eurobonds and NBP bonds received on account of converting NBP bonds. No market quotations are available for those bonds.  

As of June 30, 2003, the portfolio of debt securities available for sale also included treasury bonds and bills valued based on the market value.

Debt securities classified to the category for which a method of valuation based on the fair value has been adopted, and the fair value of which cannot be determined, are valued at depreciated cost.

Write-offs on account of permanent impairment of value of debt securities classified into “held to maturity” and “available for sale” categories are charged to the income statement.

The discount on debt securities is settled in time based on the exponential method.

Equity securities

Equity securities are classified into the following categories:

· held for trading, 

· available for sale.

Classification criteria used and the methodology of equity securities valuation are similar to those applicable to the relevant category of debt securities, as described above. The exception is investments in shares of unconsolidated subordinated companies.

· Investments in unconsolidated subordinated companies

Investments in unconsolidated subordinated companies have been valued based on the equity method, except for units available for sale or immaterial from the Group’s perspective.  The inclusion of data of subordinated companies valued based on the equity method into the consolidated financial statement consisted in replacing the purchase price of a share held in a subordinated company by its equity in the part belonging to the Group.

Investments in unconsolidated subordinated companies, not valued based on the equity method (to be sold or immaterial) are shown in the balance sheet at their purchase price, taking into account provisions established against permanent impairment of the value.

Derivatives and other financial instruments 

Derivatives are classified as assets or liabilities held for trading and valued at the fair value. Built-in derivatives are disclosed and valued separately from the main agreement if all the following conditions are met:

· financial instrument is not included in tradable assets for which effects of valuation are presented in the income statement;

· nature of the built-in instrument and involved risks are not directly connected with the nature of the main agreement and underlying risks;

· it is possible to obtain the fair value of such derivative. 

Any positive effect of the valuation of derivatives is presented in the balance sheet on the assets side as “other securities and other financial assets”, and on the liabilities side as “other liabilities in respect of financial instruments”, if the effect of valuation is negative.  In the income statement, the valuation effect is shown under the item “result on financial operations”.

In the case of fair value hedging transactions, appropriate profits or losses on account of the valuation of derivatives compensate in the income statement effects of changes of the fair value of hedged instruments.

In the case of cash flow hedging transactions, the effective part of profits or losses on account of the valuation of a derivative is shown in the revaluation reserve, whereas the non-effective part directly as a result on financial operations.

The Bank has the following derivatives:

1)
FX forward transaction

The principal amounts of open FX forward transactions (currencies purchased and currencies sold) are shown in off-balance sheet items, and presented in the item “liabilities connected with buy/sell transactions”.  Amounts in foreign currencies are translated based on the average FX rate of the National Bank of Poland as of the balance sheet date.  Forward transactions are valued at the fair value at the end of each month, and the valuation is presented in other assets/liabilities in correspondence with the result on the FX position.

2)
FX SWAP transactions

The principal amounts of open FX SWAP transactions (currencies bought and sold) are shown in off-balance sheet items and presented in the item “liabilities connected with buy/sell transactions”. Amounts in foreign currencies are calculated based on the average FX rate of the National Bank of Poland as of the balance sheet date.  At the end of each month, FX SWAP transactions are valued at the fair value based on the DCF method.  The adjustment to the fair value consists in inclusion in the income statement of suspended FX differences accrued between the transaction date and the balance sheet date and the adjustment of settled swap points, posted in the interest income/expense.  The adjustment to the fair value is posted in the item “other securities and other financial assets” or ”other liabilities in respect of financial instruments” in correspondence with the result on financial operations.

3)
IRS transactions

The principal amounts of open IRS transactions (currencies bought and sold) are shown in off-balance sheet items and presented in the item “other off-balance sheet items”.  As of the end of each month, IRS are valued at the fair value based on the DCF method.  The adjustment to the fair value consists in adjusting interest to be paid and to be received in the interest income/expense. The adjustment to the fair value is posted in the item “other securities and other financial assets” or “other liabilities in respect of financial instruments” in correspondence with the result on financial operations.

4)
Cross – Currency Swap transactions (CCS)

The principal amounts of open CCS transactions (currencies bought and sold) are shown in off-balance sheet items and presented in the item “liabilities connected with buy/sell transactions”. Amounts in foreign currencies are translated based on the average FX rate of the National Bank of Poland as of the balance sheet date.  CCS transactions are valued at the fair value as of the end of each month based on the DCF method.  The adjustment to the fair value consists in inclusion in the income statement of suspended FX differences accrued between the transaction date and the balance sheet date and the adjustment of interest to be paid and to be received in the interest income/expense. The adjustment to the fair value is posted in the item “other securities and other financial assets” or “other liabilities in respect of financial instruments” in correspondence with the result on financial operations.

5)
Currency options

The principal amounts of open options (only foreign currency), translated based on the average FX rate of the National Bank of Poland as of the balance sheet date are shown in off-balance sheet items and presented in the item “other off-balance sheet items”. Options are valued at the fair value as of the end of each month.  Adjustment to the fair value consists in the adjustment of premium paid/received.  The adjustment to the fair value is posted in the item “other securities and other financial assets” or “other liabilities in respect of financial instruments” in correspondence with the result on financial operations.

6)
Forward Rate Agreement transactions (FRA)

Principal amounts under transactions made are shown in off-balance sheet items and presented in the item “other off-balance sheet items”.  FRA transactions are valued at the fair value as of the end of each month and posted in the item “other securities and other financial assets” or “other liabilities in respect of financial instruments” in correspondence with the result on financial operations.

7)
Securities transactions of the sell/buy back type. 

Transactions of the sell/buy back type are posted as two separate transactions: the sale and the buy back of securities.  The effect of the valuation of the obligation in respect of SBB transactions on securities classified as financial assets held for trading is disclosed in the income statement. The effect of the valuation of the obligation in respect of SBB transactions on securities classified as financial assets available for sale is shown in the income statement (adjustment of interest income/expense and result on sale of securities). and in the revaluation reserve (valuation at the fair value of securities subject to SBB transactions).

8)
Investment certificates and participation units remaining in the Bank’s portfolio, acquired with the intention to resell in a short-term perspective or to realize a margin are classified into held for trading portfolio and valued at the fair value, and the effect of the valuation is shown in the income statement.

Fixed assets and intangible assets

Records of fixed assets and tangible assets are kept at the purchase price or production costs or (as regards fixed assets) based on the value determined as a result of revaluation less depreciation write-offs and write-offs on account of permanent impairment of the value.

Depreciation rates assumed are based on the expected useful life of fixed assets. In justified circumstances, it is possible in the Group to use multipliers increasing the base rate.  Depreciation is made on a straight-line basis.

Depreciation rates applied by Bank Millennium S.A.:

Selected groups of fixed assets:

bank buildings



  2.5%

investments in third party properties

10.0%

computer systems



30.0% (60% until the end of 2002)

networks




30.0% (50% until the end of 2002)

means of transport



20.0%

telecommunications equipment:

  - fixed telephony



10.0%

  - mobile telephony



40.0%

Intangible assets – software:

main applications (systems) 


10.0%

for other computer software a rate not exceeding 50% is assumed, depending on the expected useful life.

Fixed assets under construction are recorded at the purchase value or production cost and are not subject to depreciation.

Refurbishment and modernization of acquired or leased fixed assets is included into fixed assets under construction and charged to the balance sheet.

In the years 1995, 1996, 1999 the Bank enjoyed an investment tax relief.  The value of assets covered by the relief was PLN 59,904 thousand.  As of June 30, 2003, the value of depreciation for settlement on account of the investment relief was PLN 5 thousand.

The value of Millennium know how was calculated as the net present value of the future amount of the liability of PLN 530,800 thousand (with a discount rate of 13.9743%).  As of the date of incorporation of the valuation into the books of accounts, the PLN equivalent (at the spot rate as at the date of changing the method) of bridge loans granted in EURO was deducted from the value of the future liability.  The value of Millennium know how will be depreciated over 20 years.

“Goodwill from consolidation” and “Negative goodwill”

The goodwill from consolidation occurs if:

· there is a positive difference between the purchase price of new shares in a given company and the part of net assets of the consolidated entity corresponding to such shares, i.e. the acquisition costs are higher than the value of the net assets acquired.

The negative goodwill arises if:

· there is a negative difference between the purchase price of new shares in a given company and the part of net assets of the consolidated entity corresponding to such shares, i.e. the acquisition costs are lower than the value of the net assets acquired.

“Goodwill from consolidation” and “Negative goodwill” are amortized successively in the income statement over 5 years.

Assets taken-over to be sold
Assets taken over for debt are shown at the price corresponding to the amount of the debt for which the assets were swapped, less provisions established up to the amount of the difference between the debt and possible net sale price of the assets.

Treasury stock and profit/loss on sale of treasury stock

Treasury stock is presented in the balance sheet based on the average purchase price as a decrease in the consolidated shareholders’ equity.  The realized profit/loss on the sale of treasury stock is included directly in the shareholders’ equity.

Group shareholders’ equity

Group shareholders’ equity is the sum total of shareholders’ equity of individual entities subject to full consolidation.  The value so calculated is adjusted by the Group’s share in the equity of subsidiaries as of the date of the acquisition of shares, as well as the part of capital of subsidiaries attributable to units not belonging to the Group, shown in the separate item “minority interests”.  In addition, Group equity is decreased by the value of shares of the controlling entity held by the Group.

All components of shareholders’ equity of subsidiaries which arose after the consolidation date are included in the Group’s shareholders’ equity.  In particular, this relates to changes in equity on account of generated profits or losses and revaluation.  Losses attributable to minority shareholders, and exceeding the value of minority shareholders’ equity, are charged against the equity of the Bank Millennium Group.
Assets and liabilities in foreign currencies

Assets and liabilities constituting balance sheet and off-balance sheet FX items are recorded after conversion into zlotys based on the average rate of exchange for different currencies determined by the President of the National Bank of Poland as of the balance sheet date.  Foreign exchange gains or losses resulting from the translation of balance sheet assets’ and liabilities’ balances are charged to the income statement.
Selected items of income statement 
· Interest income

Interest income is calculated on an accrual basis until the last day of the reporting period.

Interest due and payable and not payable yet on irregular receivables, receivables on watch list and compounded interest on receivables not classified as standard are not included in the income statement.  Interest is recognized as interest income when received, by that time it is disclosed in the balance sheet as reserved income.

Discount interest on purchased receivables is recorded on settlement accounts as pre-paid income and accounted for on an accrual basis over time in the income statement.

Interest on receivables are presently calculated on the basis of a straight line method.  The Bank is working on adapting systems and procedures for interest settlements with the use of the effective interest rate method, which will be effective as of January 1, 2004.

· Interest expense

Interest liabilities are calculated on an accrual basis until the last day of the reporting period.  Accrued liabilities attributable to the current reporting period are included into costs and charged to the income statement. 

· Bank commissions and fees paid/received

Income/expense on account of commissions and fees are disclosed in the income statement on a cash basis, i.e. is at the time of payment.  The accrual method is applied to the settlement of commission income and expense only if the nature of the transaction so requires.

· Leasing income/expense 
Financial leasing – under financial leasing revenues comprise interest payments invoiced in accordance with the schedule provided for in the leasing agreement, net of VAT.  Leasing principal repayment, and security deposits and prepayments from lessees to secure the agreement do not constitute the Company’s revenues.

Income from the sale of fixed assets is the sale price determined after the completion of a leasing agreement, and the non-depreciated value resulting from tax depreciation is the cost of sale.

Operating leasing – under operating leasing revenues comprise invoiced rents (the first rent and subsequent monthly rents under the repayment schedule in the leasing agreement) and leasing commissions, net of VAT.  Income does not include security deposits and pledges from lessees to secure the agreement.

· Other operating income and expenses

Other operating income and expenses include expenses and income not directly connected with the banking and brokerage business of the Group.  These include, in particular, income and expenses on account of the sale and liquidation of fixed assets, income on sale of other services, received and paid compensations, fines and penalties.

4) Provisions for irregular receivables and general risk

Credit exposures are classified and provisioned against based on the individual assessment of transactions in line with the principles laid down in the Ordinance of the Minister of Finance dated December 10, 2001 on creation of provisions for banking risk.

A general risk provision is charged to costs of the current period in order to cover risks related to banking activities pursuant to the applicable regulations. On January 1, 2003, the Bank changed the principles applied to establish the general risk provision and aligned them to the laws and regulations in force, i.e. the ratio used to calculate general provisions for regular amounts due from individuals was reduced from 2.5% to 1.5% and, in addition, the Bank decided not to establish a general provision for 1.5% of regular loans granted to enterprises and mortgage loans.  From January 1 to June 30, 2003, the Bank released the general provision for PLN 32 million (net).

The transfer of general risk provision to specific provisions is shown as a change of balance sheet items.

Principles of creating provisions for leasing operations’ risks

1. General provision

The general provision is created to cover the general risk related to operating activities at the rate of 2% of capital committed to pending leasing contracts of a status of standard receivables.  The rate of the index is calculated based on the historical analysis and may be adjusted on a quarterly basis.

2. Provisions for receivables under terminated agreements

A provision for receivables under terminated agreements on account of the risk of recovery of committed principal under terminated agreements is calculated on the basis of the percentage index determined based on the historical analysis of capital recovery.

3. Provisions for unpaid invoiced receivables

In leasing activities there is also the risk of non-payment of current invoiced amounts due under agreements, and consequently, provisions are created on the basis of an analysis of their repayability.

The general provision to cover risks incidental to factoring operations is created at the end of each month and its rate depends on monthly turnover and the financial commitment of the factoring company as of the date of provision establishment.  For standard agreements, a provision of 0.3% of the turnover generated over a month is created, and for non-standard agreements, the rate of provision is determined by the Management Board.  The general provision does not exceed 2.5% of net commitment.

5) Provision for one-time retirement allowances and employee vacation

· Retirement allowances

Under the Rules of Remunerating Bank Employees and the Labor Code, after working for a specific number of years and reaching a certain age, employees are eligible for a one-time pension allowance.  Provisions for pension allowances are calculated as the net present value of future liabilities of the Bank towards its employees based on the headcount and payroll as of the updated date. Provisions are updated twice a year (in June and December).

· Unused employee vacation

The provision for unused employee vacation is calculated as the total of unused vacation to which Bank employees are entitled.  

6) Income tax and deferred income tax provision and assets

The Bank Millennium Group is not a tax group and, consequently, individual members of the Group are subject to separate tax obligation.  Income tax for individual Group members is calculated based on the gross accounting result, adjusted for income which under tax regulations is not included into taxable income and costs not recognized as deductible expenses.  In addition, for the purposes of calculating the current tax liability, the gross accounting result is adjusted for income and costs from previous years which from the tax point of view were generated or incurred in the present reporting period and deductions from income on account of donations, as well as tax losses from previous years to be credited against current year’s income.

At the end of each month, a provision is created to account for temporary income tax differences payable in the following reporting period.  The difference is caused by the fact that the moments of recognizing income and costs under the Accounting Law and under tax legislation are different.  Any positive difference is charged against net financial profit/loss as an income tax provision.  A negative difference is included in accrued costs, if it is certain that it can be settled in the next reporting period.

The following items, among other things, are included in temporary differences:

· accrued interest, unrealized foreign exchange differences, settled discounts on securities which on the calculation date generate a gross profit or loss, while under the Income Tax Act they constitute a cost or income when realized;

· a change of fair value of securities and financial instruments,
· provisions established for lost receivables on account of loans, and provisions for the loss of the value of securities when it is certain that they become deductible expenses;
· provisions for costs to be incurred;
· losses from previous years which are likely to be settled in future periods.

Deferred income tax provision and assets are presented separately in the balance sheet.

7) VAT

Under applicable regulations, banking services are exempt from VAT.  The Bank Millennium Group is a VAT payer for activities other than banking services, however, Bank Millennium S.A. cannot credit input tax against output tax save for purchases related to sales taxable with VAT.

8) Group’s earnings per share

The Group’s earnings per share have been calculated by dividing the net income for the period from July 1, 2002 to June 30, 2003 by the average weighed number of Bank shares less the average weighed number of treasury stock held by the Group over the same period.

9) Differences in accounting principles applied

For the purposes of consolidation, all Group companies prepare their financial statements based on uniform accounting principles applicable in the Bank Millennium Group.

13. NATIONAL BANK OF POLAND’S AVERAGE RATES OF EXCHANGE OF ZLOTY TO EURO IN PERIODS COVERED BY THE CONSOLIDATED FINANCIAL STATEMENTS AND COMPARABLE CONSOLIDATED FINANCIAL DATA 

	
	January 1, 2003

to June 30, 2003
	January 1, 2003

to June 30, 2003

	rate of exchange as of the last day of the period
	4.4570
	4.0091

	average rate of exchange during the period (arithmetic average of rates of exchange as of the last day of each month during the period)
	4.3110
	3.7026

	rate of exchange during the period:

· the highest

· the lowest
	4,4570

4,1286
	4,0091

3,5910


14. KEY ITEMS OF THE CONSOLIDATED BALANCE SHEET, INCOME STATEMENT AND STATEMENT OF CASH FLOWS, FROM THE CONSOLIDATED FINANCIAL STATEMENTS AND COMPARABLE CONSOLIDATED FINANCIAL DATA, CONVERTED TO EURO 

	KEY FINANCIAL DATA (EUR in thousands)
	January 1, 2003

to June 30, 2003
	January 1, 2002

to June 30, 2002

	Interest income
	167,833
	281,497

	Commission income
	28,060
	37,575

	Profit (loss) on banking activity
	114,732
	166,632

	Operating profit (loss)
	-3,922
	4,512

	Profit (loss) before taxes
	-6,535
	312

	Net income (loss)
	7,852
	32,328

	Balance sheet total
	4,322,660
	4,798,364

	Amounts due from financial sector
	240,818
	393,550

	Amounts due from non-financial sector and public sector
	2,377,501
	2,419,292

	Amounts due to the Central Bank
	0
	0

	Amounts due to financial sector
	595,687
	471,825

	Amounts due to non-financial sector and public sector
	2,426,637
	3,206,250

	Shareholders’ equity, of which:
	393,087
	397,284

	- share capital
	190,528
	211,814

	Net cash from operating activities
	49,858
	-556,846

	Net cash from investing activities
	-63,725
	360,504

	Net cash from financing activities
	4,566
	128,861


The balance sheet data has been converted based on the NBP average rate of exchange as of the last day of a given period.  The data from the income statement and the statement of cash flows was translated based on the arithmetic average of NBP average rates of exchange from the closing date of each month.

15. IDENTIFICATION AND CLARIFICATION OF DIFFERENCES BETWEEN CONSOLIDATED FINANCIAL STATEMENTS AND CONSOLIDATED COMPARABLE DATA ACCORDING TO PAS AND CONSOLIDATED FINANCIAL STATEMENTS AND CONSOLIDATED COMPARABLE DATA ACCORDING TO IAS OR US GAAP

Major differences between PAS and IAS as of June 30, 2003 are as follows:

1. General risk provision – in IAS reports this provision is shown as a specific provision reducing Group assets;

2. Principles of provisioning for the loss of value of credit receivables in PAS-based statements are regulated by Polish legal regulations which are different from international regulations.  However, an adjustment calculated in respect of such differences is immaterial.

3. Reserved interest in IAS-based statements is eliminated from the balance sheet.

4. Deferred tax – under IAS a different value of deferred tax is disclosed due to PAS-IAS adjustments in deferred tax provision calculation. 

5. A different manner of classifying and grouping items presented in the balance sheet and the income statement adapting the financial statements to the IAS format.

At present, the Group applies the effective interest rate method only in some areas of its operations (discount/premium on debt securities). 

Reconciliation of income (loss) and net assets of the Group according to PAS and income (loss) and net assets according to IAS for the period from January 1, 2002 to June 30, 2002



	PLN in thousands
	Net income (loss)
	Net assets

	Total according to PAS
	119,700
	1,586,494

	IAS adjustments:
	
	

	Securities valuation
	(870)
	0

	Equity instruments valuation
	(129)
	0

	Commission (paid)/received
	12,545
	(1,313)

	Value of derivatives 
	2,467
	0

	Leasing activities
	1,882
	0

	Capitalization of strategic project costs
	(701)
	3,505

	Deferred tax
	(28,273)
	72,141

	Total according to IAS
	106,621
	1,660,827


Reconciliation of income (loss) and net assets of the Group according to PAS and income (loss) and net assets according to IAS for the period from January 1, 2003 to June 30, 2003



	PLN in thousands
	Net income (loss)
	Net assets

	Total according to PAS
	33,848
	1,751,988

	IAS adjustments:
	
	

	Commission (paid)/received
	101
	(1,111)

	Capitalization of strategic project costs
	(701)
	2,103

	Deferred tax
	(18,992)
	39,716

	Total according to IAS
	14,256
	1,792,696
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