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INTRODUCTION TO FINANCIAL STATEMENTS AND COMPARABLE FINANCIAL DATA

1. 

(Company) name and seat: Bank Millennium S.A., Warsaw, 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 basic objects: banking activity and other financial intermediation, excluding insurance and old-age and disability pension funds.

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).

As a result, this report refers to the new names of the Bank and its Group.

2. DURATION, IF DEFINITE, OF ACTIVITIES OF THE ISSUER

Bank Millennium S.A. is not a company with a definite duration of activities.

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

The financial statements are presented for the period from 1 January 2002 through 31 December 2002, and the comparable data, for the period from 1 January 2001 through 31 December 2001.

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

Composition of the Bank’s Supervisory Board as at 31 December 2002: 

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 Johannes Swalef, Member

9. Jerzy Zdrzałka, Member;

On December 18, 2002, the Extraordinary General Meeting of Shareholders appointed Mr. Marek Belka to serve as member of the Bank’s Supervisory Board.

Composition of the Bank’s Management Board as at 31 December 2002:

1. Bogusław Kott, President of the Management Board

2. Julianna Boniuk, Vice President of the Management Board

3. Francisco de Lacerda, Vice President of the Management Board

4. Pedro Alvares Ribeiro, Vice President of the Management Board

5. Wojciech Haase, Vice President of the Management Board

6. Fernando Bicho, Vice President of the Management Board

7. Anna Rapacka, Vice President of the Management Board

8. Zbigniew Sobolewski, Vice President of the Management Board

On August 1, 2002, the Supervisory Board appointed Mr. Fernando Bicho to serve as Vice President of the Management Board (following Mr. João Manuela Manso Neto’s resignation).

5. INDICATION WHETHER THE FINANCIAL STATEMENTS AND COMPARABLE FINANCIAL DATA CONTAIN SUMMARY DATA

Bank Millennium S.A. does not comprise any internal organizational units which compile independent financial statements.

6. INDICATION WHETHER THE ISSUER IS A CONTROLLING ENTITY OR A SIGNIFICANT INVESTOR AND WHETHER IT DRAWS UP CONSOLIDATED FINANCIAL STATEMENTS
Bank Millennium S.A. is the controlling entity of the Bank Millennium Group and draws up consolidated financial statements.

7. FOR THE FINANCIAL STATEMENTS COMPILED FOR THE PERIOD DURING WHICH THE MERGER TOOK PLACE, AN INDICATION THAT THESE ARE FINANCIAL STATEMENTS COMPILED AFTER THE MERGER AND AN INDICATION OF THE MERGER SETTLEMENT METHOD APPLIED

Between 1 January 2002 and 31 December 2002, the Bank was not involved in any merger.

8. GOING CONCERN ASSUMPTION FOR THE ISSUER

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

9. AN INDICATION THAT THE FINANCIAL STATEMENTS HAVE BEEN ADAPTED TO ENSURE DATA COMPARABILITY

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

The comparable financial data included in the financial statements compiled as at 31 December 2002 were not developed in a manner ensuring their comparability as regards the items discussed below.

1. As a result of the entry into force on 1 January 2002 of new legal regulations, the Bank introduced changes in appropriate accounting principles.  The most important changes related to the methodology of valuation and presentation of financial assets and liabilities (a detailed estimation of the adjustments is presented in the note describing the accounting principles applied by the Bank) and of shares in subsidiaries. Based on the IAS 39 standard which specifies the method of switching to new valuation rules for financial assets and liabilities (Article 10 Item 3 of the Accountancy Act allows for the application of IAS in matters not regulated by the national standards) and on the guidelines of the Securities and Exchange Commission the data presented as comparable figures has not been adapted with regard to financial assets and liabilities valuation and presentation.  Consequently, in the 2001 comparable data, assets and liabilities on account of derivatives are still presented in the following positions.

ASSETS
in ‘000 PLN

Other assets
215 590

Deferred charges
215 611

LIABILITIES AND SHAREHOLDERS’ EQUITY


Special funds and other liabilities
9 393

Accruals
152 862

Other reserves
8 222

2 In the financial statements compiled as of 31 December 2001 the Bank charged PLN 602 million against the shareholders’ equity, of which:

· PLN 74 million in Bank’s operating expenses,

· PLN 99 million in the cost of provisions for Bank restructuring,

· PLN 413 million in the cost of specific loan loss provisions and general risk provisions, 

· PLN 10 million in the costs of provisions against permanent impairment of debt securities value; and

· PLN 6 million in provisions for a permanent loss of value of investments.

PLN 24 million in future tax gains, which the Bank expects to obtain, were accounted for through shareholders’ equity, as per the adopted accounting principles for deferred tax.

Additionally, the Bank appropriated PLN 265 million in specific loan loss provisions and PLN 25 million in provisions for interest accrued to the general risk fund which is part of the basic funds.

On 1 January 2001, the Bank capitalized certain expenditures related to the new retail banking system “Millennium”. In its financial statements compiled as at 31 December 2001 the Bank appropriated the net balance of such expenditures, i.e. PLN 162 million on 1 January 2001, to the shareholders’ equity.

In connection with the introduction of the principle of valuation of subsidiaries with the use of the equity method, comparable data regarding the Bank’s equity as at 31 December 2001 were increased by PLN 60 million on account of the elimination of specific reserves of subsidiaries which were established by the Bank against shareholders’ equity.  A specific reserve for receivables from a subsidiary, as an intra-Group transaction, was reflected in the valuation of the subsidiary based on the equity method.  At the same time, comparable data concerning the Bank’s shareholders equity as at 31 December 2001 were reduced by PLN 17 million on account of a change in the net asset value of the subsidiary valued based on the equity method in the part concerning the settlements by the entity of operating costs against shareholders’ equity.  The net effect of the items presented in comparable data to this financial statements is PLN 43 million.

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

No such adjustment has been made.

11. DESCRIPTION OF ADOPTED ACCOUNTING PRINCIPLES (POLICIES)

1) Presentation of the financial statements

The financial statements have been compiled 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 Accountancy Act of 29 September 1994, as amended;

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

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

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

· the Minister of Finance Ordinance of 10 December 2001 on the detailed accounting principles for banks, as amended;

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

· the Minister of Finance Ordinance of 12 December 2001 on the detailed rules of recognition, valuation methods, the scope of disclosure and the method of presentation of financial instruments.

2) Accounting principles applied in the compilation of the financial statements

In the current year, the accounting principles applied were adapted as required by the entry into force of the amended Accountancy Act and Minister of Finance Ordinances of December 2001 implementing that Act.

The changes adopted on 1 January 2002 which had the greatest impact on the financial statements referred to valuation and methods of presentation of financial assets and liabilities and investments in subsidiaries.

The effect of implementing the new accountancy standards regarding financial assets and liabilities is shown in the equity as a change in the opening balance of 1 January 2002, as presented in the table of changes in equity. The above adjustments are estimated as follows:

REASON FOR ADJUSTMENT
ADJUSTMENT AMOUNT 

(PLN 000s)

Change in the opening balance of the revaluation reserve to accommodate valuation of debt securities classified as available for sale (together with SBB/BSB transactions) – increase in revaluation capital
77,949

Change in the opening balance of uncovered losses from valuation of debt securities held for resale (together with SBB/BSB transactions) – a decrease in the loss
3,749

Change in the opening balance of uncovered losses from derivatives valuation – a decrease in the loss
- 28 280

TOTAL
53 418

Additionally, the legislator has changed the manner of presentation of settlements on account of deferred tax – at present deferred income tax assets and deferred tax reserve are presented in the balance sheet separately.

Another change in the accounting principles concerns recognition of the net interest on swaps in the profit/loss account. In previous years, the net interest on swap, ccirs and irs transactions was presented in the profit/loss account under profit/loss on financial transactions. Since 1 January 2002, the net interest on swaps has been shown under the net interest item, provided that has been realized in the banking portfolio or, under the profit/loss on financial transactions if generated on trading portfolio transactions (the basis for the division between the banking portfolio and the trading portfolio are the guidelines set out in Resolution No. 5/2001 of the Banking Supervision Commission of December 12, 2001).  From the economic point of view the transactions constitute the Bank financing in the money market.

Receivables and liabilities

· receivables and liabilities are shown at the outstanding price including interest accrued as at the balance sheet date;

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

specific provisions are created to provision for off-balance sheet irrevocable liabilities bearing the risk of problem situation of a client.

Securities

· Debt Securities

As a result of a change in accounting principles, effective as of 1 January 2002, 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 at 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 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 to value.

As at 31 December 2002, also restructuring bonds, NBP bonds connected with obligatory reserve and 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 at the date of excluding all or part of financial assets from books of accounts (the sale of a security), the previous valuation is excluded from capital and shown in the P&L for the period.

As at 31 December 2002, this group included municipal bonds, commercial bonds, commercial Eurobonds and NBP bonds received on account of converting NBP bonds connected with the obligatory reserve.  No market quotations are available for those bonds.  The portfolio of debt securities available for sale, as at 31 December 2002, 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 against the profit and loss account.

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

· Equity securities

As of 1 January 2002, following the implementation of changes in accounting principles, equity securities (save for shares in subsidiaries) are classified into the following categories:

· held for trade, 

· 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.  

Investments in subsidiaries in the Bank’s non-consolidated statement are valued based on the equity method.  Pursuant to accounting methods adopted by the Bank, as a result of the application of this methodology of valuation of investments in subsidiaries, the Bank’s net asset value is equal to the Bank Group net asset value.

To ensure such conformity, Bank Millennium S.A. calculates the value of shares in subsidiaries with the use of the equity method in line with the guidelines laid down in Article 63 of the Accounting Act and the following assumptions:

· all profits and losses realized on intra-group transactions are eliminated proportionally to the Bank’s (Group’s) investment in a given entity.  Irrespective of whether the profits/losses are realized at the top (by the controlling entity) or at the bottom (by the subsidiary), adjustment on that account in the profit and loss account are apportioned to the item “participation in profits/losses of subsidiaries” and in the balance sheet as the change of value of investments in subsidiaries;

· if the value of shares in a subsidiary as a result of the recording of the effect of the valuation has a negative value, the statement includes the entire adjustment value (that is also the part of the adjustment in excess of the purchase price) in correlation with the profit and loss account of the Bank.  In the balance sheet, the part of the adjustment in excess of the purchase price is presented on the liabilities side as a reserve to provision against the valuation of subsidiaries based on the equity method;

· in order to effect the valuation of shares in entities which are not directly in the Bank’s portfolio but are included in the Millenium Bank Group (that is entities controlled by the Bank through other entities), a two‑stage procedure is effected: entities directly controlled by the Bank effect the valuation of shares in the Group companies they hold based on the equity method, and only such adjusted net assets of such entities are used to calculate the value of shares in the Bank;

· for the purposes of valuation with the use of the equity method, the Bank’s own shares held by a controlled entity in which the Bank does not directly hold any shares, are deducted from the equity of that entity.  Consequently, in the Bank’ financial statement, the Bank’s own shares are shown as a share in net assets of subsidiaries (in the retained net profits of the Bank) and are not shown in a separate item as the deduction from the Bank’s shareholders equity.

As a result of the change of the status of entities subject to valuation based on the equity method, the following events are presented in this statement:

· on January 4, 2001, BIG BANK S.A. was merged with the Group’s controlling entity.  As a result of the transformation of comparable data so that it reflects the effect of valuation based on the equity method, until the time of merger BIG BANK S.A. shares held by the Bank were valued based on the equity method.  As at the merger date, BIG BANK S.A. was excluded from shareholders’ equity, as presented in the financial note “changes in shareholders’ equity” as a change of balance of uncovered losses from previous years;

· in the third quarter of 2002, the Bank sold PTE BIG BG S.A.  The founders of PTE BIG BG S.A. were: Bank Millennium S.A.. which took 55% of shares and EUREKO B.V. with 45%.  On 5 May 2000, EUREKO B.V. sold all its shares in PTE BIG BG S.A. to the Bank.  At the same time, the companies entered into an agreement setting out the principles of mutual settlements at the time of the sale of PTE BIG BG S.A. shares to a third party.  In March 2002, the Bank entered into an agreement with BRE Bank S.A., whereby two pension fund managers: PTE BIG Bank GDAŃSKI S.A. and PTE Skarbiec – Emerytura S.A. were merged.  Next, in September 2002, the Bank sold BRE Bank S.A. all its shares (38.6%) in the merged PTE Skarbiec – Emerytura S.A.  Before the transaction the company (the Bank held 100% of PTE BIG BG S.A. shares) was valued based on the equity method.  According to the consolidation methodology, the result on sale included the adjustment by the net assets of PTE BIG BG as at the date of the discontinuation of consolidation for the amount of 143,691 thousand zlotys.  The adjustment represents the reversal of PTE BIG BG S.A.’s losses which were charged against the profit and loss account of the Bank in the previous years.  The remaining component of profit on the sale of PTE BIG BG S.A., in the amount of 56,270 thousand zlotys, was accounted for by the sale price achieved minus the purchase price of the shares by the Group, and the value of liabilities, arising primarily from the settlements between the Bank and PTE BIG BG S.A.’s co-founder, EUREKO B.V.

· As a result of the Group restructuring underway, which is meant to simplify Group’s structure bringing about a reduction in administrative functions and a synergy of expenses, a merger of BEL Leasing Sp. z o.o. and INEC Services Sp. z o.o. was implemented. The merger was effected by the stock amalgamation method (Article 44 (c) of the Accounting Act) and took place in the fourth quarter of 2002. 

The first stage of the transaction was the sale of INEC Sp. z o.o. shares by the Bank to BEL Leasing Sp. z o.o.  The profit/loss on the sale of INEC Sp. z o.o. shares, included in the Bank’s profit and loss account, was calculated based on the value of INEC Sp. z o.o. shares determined based on the equity method (similar to PTE BIG BG, as described above) and amounted to PLN 1 075 thousand.  After the merger, as a result of the repayment by BEL Leasing Sp. z o.o. of INEC Sp. z o.o.’s liabilities taken over, the Bank dissolved provisions established for receivables from INEC Sp. z o.o. and recognized interest on such receivables, which previously was treated as reserved interest in the profit and loss account.  It is important to point out that all of the above transactions were entered into between the controlling entity and companies subject to valuation based on the equity method, so they did not have any effect on the Bank’s net profits (under the equity method, they were eliminated as intra-group transactions), but only on the manner of presentation of different items of the Bank’s profit and loss account.

Derivatives and other financial instruments

As of 1 January 2002, derivatives are classified as assets or liabilities held for trading and valued at the fair value.  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 under financial instruments”, if the effect of valuation is negative.  In the profit and loss account, the valuation effect is shown in the item “result on financial options”.

In the case of fair value hedging transactions, appropriate profits or losses on account of the valuation of derivatives compensate in the profit and loss account 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 capital, whereas the non-effective part directly as a result of 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 item “Liabilities in connection with buy/sell transactions”.  Amounts in foreign currencies are calculated based on the average rate of exchange of the National Bank of Poland as at the balance sheet date.  Forward transactions are valued at the fair value as at the end of each month, and the valuation is presented in other assets/liabilities in correspondence with the result on the f/x 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 in connection with buy/sell transactions”. Amounts in foreign currencies are calculated based on the average rate of exchange of the National Bank of Poland as at the balance sheet date.  As 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 including in the profit and loss account of suspended f/x differences accrued between the transaction date and the balance sheet date and the adjustment of settled swap points, posted in the interest profit/loss.  The adjustment to the fair value is posted in the item “other securities and other financial assets”/”other liabilities under financial instruments” in correspondence to 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 at 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 profit/loss.  The adjustment to the fair value is posted in the item “other securities and other financial assets”/”other liabilities under financial instruments” in correspondence to 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 in connection with buy/sell transactions”.  Amounts in foreign currencies are calculated based on the average rate of exchange of the National Bank of Poland as at the balance sheet date.  CCS transactions are valued at the fair value as at the end of each month based on the DCF method.  The adjustment to the fair value consists in including in the profit and loss account of suspended f/x 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 profit/loss.  The adjustment to the fair value is posted in the item “other securities and other financial assets”/”other liabilities under financial instruments” in correspondence to the result on financial operations.

5)
Currency options

The principal amounts of open options (only foreign currency), translated based on the average rate of exchange of the National Bank of Poland as at 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 at 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”/”other liabilities under financial instruments” in correspondence to 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 at the end of each month.

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 obligation to buy back securities on account of a sell/buy back transactions is valued at the fair value by determining the buy back price (the sale price net of interest taking into account the transaction period) as at a given reporting time and the comparison of that price with the relevant market price applicable to the security which is the subject of the transaction.  The effect of the valuation of the obligation to buy back securities classified as financial assets held for trading and available for sale are shown in the profit and loss and revaluation capital, respectively.

8)
Investment certificates and units of participation 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 profit and loss account.

Fixed assets and tangible assets

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

Depreciation rates assumed are based on the projected useful life and annual depreciation rates enclosed to the Corporate Income Tax Act, in justified circumstances, it is possible in the Bank to use multipliers increasing the base rate.  Depreciation is on a straight-line basis.

Depreciation rates applied by Millennium S.A.:

Selected groups of fixed assets:

bank buildings



  2.5%

investments in third party properties

10.0%

computer systems


60.0%

networks




50.0%

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 59 904 thousand zlotys.  As at 31 December 2002, the value of depreciation for settlement on account of the investment relief was 6 214 thousand zlotys.

The value of Millennium know how was calculated as the net present value of the future amount of the liability of 530 800 thousand zlotys (with a discount rate of 13.9743%).  As at 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.

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, minus reserves established up to the amount of the difference between the debt and possible net sale price of the assets.

Assets and liabilities in foreign currencies

Assets and liabilities constitute balance sheet and off-balance sheet f/x 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 at the balance sheet date.  F/x differences resulting from the calculation of balance sheet assets’ and liabilities’ balances are charged to the profit and loss account.
Characteristics of selected items of the profit and loss account 

· Interest income

Interest income is accrued on an accrual basis until the last day of the settlement period.

Interest due and payable and not payable yet on problem receivables, receivables on watchlist and compounded interest on receivables not classified as standard are not included in the profit and loss account.  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 are recorded in settlement accounts as pre-paid income and accounted for on an accrual basis over time in the profit and loss account.

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 apply as of 1 January 2004.

· Interest costs

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

· Bank commissions and fees paid/received

Income/costs on account of commissions and fees are included into the profit and loss account metodą on a cash basis, that is at the time of payment.  The accrual method is applied to the settlement of commission income and costs only if the nature of the transaction so requires.

· Other operating income and costs

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

3) Reserves for problem 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 10 December 2001 on creation of reserves for banking risk A general risk provision is included into the costs of the current period in order to cover risks related to banking activity.

A general risk reserve is included in the costs of the current period in order to cover risks related to banking activity at the rate of 1.5% of the value of standard corporate and mortgage loans and 2.5% of the value of standard loans for retail clients.

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

4) Reserve 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.  Reserves for pension allowances are calculated as the net present value of future Bank liabilities towards its employees based on the headcount and payroll as at the update date.  Reserves are updated twice a year (in June and December).

· Unused employee vacation

The reserve for unused employee vacation is calculated as the total of unused vacation to which Bank employees are entitled.  The calculations have been confirmed by an independent actuary.

5) Income tax and deferred income tax reserve and assets

Income tax is calculated based on the gross accounting result, adjusted for income which under tax regulations are 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 year 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.

The principle of effecting write-offs on account of the transitory income tax difference has been in force at the Bank since 1 October 1995.

At the end of each month, a reserve is created on account of the transitory difference between income tax payable in the following reporting period.  The difference is caused by the fact that the moments of recognizing income and costs under the Accounting Act and under tax legislation are different.  

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

· accrued interest, unrealized f/x differences, settled discounts on securities which on the calculation date give a gross result, while under the Income Tax Act, constitute a cost or income when realized;

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

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

6) VAT

The bank does not credit input tax against output tax.  The Bank is a VAT payer for activities other than banking services.




7) Net profits per share

The Bank’s net profits per share have been calculated by dividing the net profits for the period from 1.01.02 to 31.12.02 by the average weighed number of Bank shares.

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


1.01.02 – 31.12.02
1.01.01 – 31.12.01

rate of exchange as at the last day of the period
4.0202
3.5219

average rate of exchange during the period (arithmetic average of rates of exchange as at the last day of each month during the period)
3.8697
3.6509

· the highest

· the lowest

rate of exchange during the period
4.0810

3.5910


3.8843

3.3783



13. KEY ITEMS OF THE BALANCE SHEET, PROFIT AND LOSS ACCOUNT AND CASH FLOW STATEMENT FROM THE FINANCIAL STATEMENT AND COMPARABLE FINANCIAL DATA CONVERTED TO EURO 

KEY FINANCIAL DATA (in thousand EURO)
1.01.02 – 31.12.02
1.01.01 – 31.12.01

Interest income
489 652
727 669

Commission income
63 428
65 022

Profit/loss on banking activity
336 892
260 425

Profit/loss on operational activity
45 226
7 511

Gross profit (loss)
45 227
7 518

Net profit (loss)
47 531
5 438

Balance sheet total
4 629 750
5 657 533

Receivables from the financial sector
410 136
715 553

Receivables from the non-financial sector and public sector
2 440 708
2 318 541

Liabilities towards the central bank
0
0

Liabilities towards the financial sector
695 934
711 324

Liabilities towards the non-financial sector and public sector
2 776 516
3 812 228

Shareholders’ equity, of which:
436 439
417 572

- share capital
211 229
241 115

Net cash flows from operations
-619 126
-150 770

Net cash flows from investments
462 294
194 266

Net cash flows from financial activity
109 531
-38 814

The balance sheet data has been converted based on the NBP average rate of exchange as at the last day of a given period.  The data in the profit and loss account and the cash flow statement was converted based on the arithmetic average of NBP average rates of exchange from the date of the closing of each month.

14. DIFFERENCES BETWEEN FINANCIAL STATEMENTS AND COMPARABLE DATA ACCORDING TO PAS AND FINANCIAL STATEMENTS AND COMPARABLE DATA ACCORDING TO IAS OR US GAAP

Main differences between IAS and PAS as at 31 December 2002 are as follows:

1. General risk reserve – in IAS reports this reserve is shown as a specific reserve 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 on such account is marginal.

3. Reserved interest under IAS reports is eliminated from the balance sheet.

4. Deferred tax – under IAS reports a different value of deferred tax on account of PSR-IAS adjustment in deferred tax reserve calculation is shown

5. A different manner of classifying and grouping items presented in the balance sheet and the profit and loss account adapting the statement 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):

The explanation of differences and their quantification are presented in the consolidated financial statements of the Millennium Bank Group, in which the Bank is the controlling entity.
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