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THE General Meeting OF KOMERČNÍ BANKA, a. s., held on 20 June 2001





MATERIAL No. 2





Report of the Board on the commercial activities of the Bank and on the status of its assets in the year ended


31 December 2000





Results of restructuring process


Komercni banka is a leading banking franchise in the Czech Republic providing a wide range of integrated banking and financial services products to corporate and retail customers. The Bank suffered substantial losses in recent years primarily related to the consequences of economic recession in the Czech Republic and aggravated by large one-off losses uncovered within its trade finance division in late 1999. 


Over the last 12 months the Bank has undergone a major restructuring both in terms of its balance sheet structure and its operational management. The key components of this restructuring are summarised below:





The Government of the Czech Republic has provided substantial support for the Bank over last two years. The principal objectives of this support have been on restructuring and improving the quality of the Bank’s assets and on strengthening its capital base in the period prior to its privatisation. The support has taken the form of the transfer of low quality credit assets with a gross nominal value of CZK 83.1 billion to Konsolidacni banka (or its subsidiaries), a share issue of CZK 9.5 billion which doubled the Bank’s capital base and the provision at the end of 2000 of a further guarantee of CZK 20 billion for losses that may be incurred on the Bank’s remaining portfolio of lower quality assets. The combined impact of these measures on the Bank’s capital position is approximately CZK 46 billion. Further details of these transactions is contained within the Bank’s financial statements which are set out at pages 70 to 71 of the Annual Report.





A new management team was appointed during the second quarter of 2000. On its appointment this team undertook a comprehensive review and assessment of the effectiveness of the Bank’s organisational structure, processes and activities and pursuant to this initiated Programme KB. The key components of this program were as follows:





The definition and implementation of a new organisational structure including the separation of the ‘Restructuring bank’ responsible for restructuring, collection and liquidation of non-performing loans;





A clear focus on profitability and shareholder value through both revenue generation and cost reduction and substantial improvements in the Bank’s business planning processes (that is implementation of budgeting and controlling systems); and





Sharp focus on risk management through system and organisational changes in the Bank





Organisational structure


The primary objectives of the re-organisation were to implement a flatter and more flexible management structure, improved customer segment focus and stronger product and risk management control, principly in the area of credit risk. The key changes are as follows:





Strengthening of the executive role and accountability of the Bank’s top management by making each of the Bank’s seven Board members directly responsible for management of specific business, control or support functions in the Bank;


Change of loan classification policy and consequent separation of loan portfolio into a Restructuring and a Premium Bank;





The separation of network and distribution management from product development and management; and





The separation of credit risk management from credit origination through differentiated  reporting lines and performance incentive schemes.


In parallel with this, and as part of the cost reduction program, the Bank implemented a substantial redundancy program reducing the Bank’s headcount by 2,700 people or approximately 20%. The majority of these reductions were effected within both the branch network and head office functions.


The separation of the Bank into a Premium bank and a Restructuring bank reflects the fact that these are two very distinct business, the first maximizing revenues, profit and productivity and the second minimizing losses resulting from restructuring, collection and liquidation of non-performing loans. They require differentiated management philosophies, skills, incentive systems and processes. Management’s turnaround initiatives are focused on the Premium bank. Management has set a clear three year time horizon for the resolution of the Bank’s legacy portfolio of lower quality assets.





Focus on profit and shareholder value


The new management team developed and implemented a series of turnaround initiatives designed to improve both the Bank’s profitability and asset quality. 





Revenue generation


With effect from 1 July 2000 the Bank rebranded certain of its products and repriced selected  interest rates and fee-based services. The Bank also began the implementation of a wide-ranging sales stimulation program and steps to improve the effectiveness of the sales through revisions to existing incentive programs and targeted re-skilling. The immediate principal objective of these steps was to achieve top line revenue growth, particularly because of its past erosion or stagnation. In late 2000 and early 2001 the Bank initiated a major re-assessment of its customer segmentation program and a re-design of its core products in order to drive further revenue growth in 2001 and beyond. The program has been supported by target-specific incentive schemes for branch based sales personnel;





Cost reduction program


The Bank initiated immediate cost reductions through the implementation of a significant redundancy program and pruning of procurement and IT related costs. The Bank continues to manage actively its cost base and will continue to reduce this through the implementation of further steps focused on increase of operational efficiency. The Bank expects that these steps will require significant capital expenditure in the short and medium term; and 





Improved business planning processes


New management have introduced new strategic planning as well as improved operational planning and budgeting processes which ensure the pro-active monitoring of results of business divisions and the ability to control operational costs. The Bank plans investments into systems and automatization of above mentioned planning and controlling mechanisms in the medium term.








Sharp focus on Risk Management


New management of the Bank conducted a comprehensive assessment and review of its risk management practices specifically identifying and addressing issues raised by past management failings and financial losses. The principal changes, based on internal as well as external recommendations, introduced in the second half of 2000 were as follows:





The acknowledgement that primary responsibility for risk management is with the Management Board and specifically with a designated member of the Board;





The creation of an independent Credit approval division reporting to the member of the Management Board responsible for risk. This division is entirely separate and distinct from sales and credit origination and is authorised to approve loan applications; 





The re-design of key components of the credit process of the Bank in the second half of 2000 with the principal objective of improving the quality of decision making. Further refinements and improvements will continue to be made in 2001. The original measures and those that will be introduced during 2001 are designed to reinforce a risk conscious culture across the Bank; and





The reduction in the proprietary trading activities of the Bank, particularly in foreign exchange and interest rate instruments.


Management of the Bank has established a comprehensive framework for managing risk which is subject to ongoing review designed to be responsive to changes in the Bank’s activities and operations and market developments. Primary and overall responsibility for risk management remains with the Management Board. Authorities in individual risk areas have been delegated by the Management Board to the Asset and Liability Management Committee (ALCO). Two members of the Management Board sit on ALCO which is chaired by the Chief Risk Officer. 








Expected and actual financial impact of Programme KB on the results for the year ended 31 December 2000


The benchmark budget used for Programme KB was the 2000 budget prepared by the former management of the Bank in the first quarter of 2000. This budget anticipated the impact of the second ‘bail-out’ transaction. The new management team measured the impact of Programme KB against this benchmark budget. All figures set out below represent expected and actual improvements against this benchmark budget. 





Comparison of expected and actual impacts of Programme KB in 2000


�
Expected  CZK billion�
Actual CZK billion�
Comment�
�
Revenue generation�
0.8�
1.3�
sales stimulation, repricing�
�
Cost reduction program*�
0.5


�
0.5�
staff reduction, administrative cost control�
�
* not including one-off restructuring costs of CZK 0.8 billion





Financial impacts of Programme KB contributed 2000 performance in comparison with year 1999:





Comparison of originally expected and actual KB performance for year 2000 (CZK billion)





�
1999 performance�
2000 benchmark budget*�
2000 performance�
�
Revenues�
20.4�
20.2�
21.5�
�
Costs�
(12.8)�
(13.3)�
(12.8)�
�
Restruturing costs�
-�
-�
(0,8)�
�
Net operating profit�
7.6�
6.9�
7.9�
�
Loan Loss Provisions�
(17.4)�
(7.6)�
(7.9)�
�
Profit before tax�
(9.8)�
(0.7)�
(0)�
�
* document prepared by previous management of the bank in the first quarter of 2000











Outlook


The changes undertaken during the year ended 31 December 2000 and in the first quarter of 2001 represent the initiation of a medium term continual improvement program across all the operations and activities of the Bank. Management consider that the structure that it has put in place over the first twelve months of its tenure mean that the Bank has a sound platform for future growth. Management’s objective is to bring the Bank into line with established international banking practice such that when its privatisation is completed it will compare favourably with other international operations of its new owner. 





Growth in activities and profitability


The Bank’s principal strategic objective is to maintain a high level of growth in its core activities which  is expected to drive the Bank’s net operating income over the period 2001 to 2003. In April 2001 the Bank’s management team initiated a detailed strategic review of its market place, customer and product base and supporting operations. The objective of this review is to create and implement a new business model which will allow the Bank to utilise fully its potential. This strategic review reflects:





a detailed review and analysis of the Bank’s market and customer segments;


an active product redesign and innovation program which is being rolled out during 2001;


continuing focus on the Bank’s operational infrastructure and its efficiency and productivity.


The full integration, in the next one or two years, of the Bank’s subsidiaries and associates into its network is expected to act as a key driver to profitable growth. The Management expects that the new owner will provide assistance and know-how in implementing these plans.





Growth in net revenues


Over the period 2000-2003 the Bank’s management targets annual growth in core revenue categories of 10% as revenues rise faster than the operating costs. The growth in revenues will be driven through net interest income as the Bank rebuilds, in the short to medium term, its corporate and retail credit portfolio from a very low base. Management will focus solely on the quality of these assets but it will actively target and win such business whilst acknowledging that the market itself may limit such opportunities in the immediate future. 





Reduction in cost/income ratio


The Bank is targetting an annualised cost income ratio of 55% by 2003, a ratio which includes costs associated with the running of the Restructuring Bank. The reduction in cost/income ratio reflect the combined impact of the following:





focus on revenue generation as outlined above; 


substantial headcount and cost reduction measures implemented during the second half of 2000; 


the redesign of the Bank’s network infrastructure and operations. Measures to automate, rationalise and centralise certain facilities management, IT and back office functions are being implemented during 2001; 


It is expected that the Bank will make substantial investments in the redesign and reconfiguration of its distribution network and processes in the medium term. The intention of this investment will be to improve substantially the productivity and efficiency of the distribution network such that there can be further headcount reductions and that operating costs rise at a marginal rate over the medium term. The Bank’s management is awaiting the completion of its privatisation before committing funds to these projects.





Return on equity (ROE) 


The Bank is targetting a post-tax ROE of 20% by 2003, a return which will be superior to its domestic and regional peer group. The target return assumes no major changes in the Bank’s capital base and that the present high capital adequacy ratio reduces relatively slowly over the medium term.








Unconsolidated Financial Results of Komerční banka for the year ended 31 December 2000 in accordance with International Accounting Standards (IAS)


Komerční banka enjoyed much-improved results in 2000, recording a net loss of CZK 19 million compared with a loss of CZK 9.8 billion in 1999. This improvement was largely due to the continuing support of the State in the period prior to the Bank’s privatisation, as well as the positive effects of the restructuring program launched mid-year by the new management team.


The Bank succeeded in its goal of increasing operating income, recording a rise more than CZK 1 billion to CZK 21.5 billion. Operating costs excluding restructuring costs remained at a level similar to 1999. 


The creation of CZK 7.9 billion in provisions for loan losses was influenced both by the positive effect of the March transfer of non-performing assets to Konpo and by the agreement with Konsolidační banka at the end of 2000 to guarantee losses that may be incurred on an agreed portfolio of lower quality assets. The significantly lower volume of provisions for loan losses meant that the loss before tax fell from the CZK 9.8 billion in 1999 to CZK 2 million in 2000.


The Bank’s effective rate of tax remained at or around in zero in both 2000 and 1999.


The results in 2000 under Czech accounting standards (CAS) showed also significant improvement, net loss was recorded of CZK 149 million in comparison with a loss of 9 242 million in 1999. The difference between reported results under IAS and CAS derives from different treatment of securities valuation (IAS: recognition of unrealised gains, provisioning for diminution in value, valuation based on pure market conditions ), leasing costs (IAS: depreciation of leased fixed assets), social fund expenses (IAS: recognised as cost charge for personnel costs) and late fees (IAS: excludes unpaid late fees together with provisions created for them).





Profit and Loss Account


Net interest income rose by 2.8 % to CZK 12.3 billion. The rise was caused by the fact that, despite a gradual reduction in the Bank’s reference rate, interest paid fell at a faster rate than interest received (difference of almost 8 percentage points). The positive development of net interest income reflects the inflow of new funds and their subsequent sound investment on the inter-bank market. 


The net interest margin rose during 2000 by 0.19 percentage points to 3.62 %. The year on year growth reflects the improved quality of the Bank’s asset base and the increase in the Bank’s deposit base over the year.


Net fees and commissions rose strongly in the second half of 2000, rising by 1.7 % to CZK 4.4 billion. Aggregate net fees and commissions were adversely impacted by the payment of fees in connection with the early termination of a securitization transaction, which increased fees paid to clients by approximately CZK 500 million. Excluding this exceptional cost, net fees and commissions would have risen by 13.7 % over 1999.


Fees and commissions from clients rose by 7.6 % in 2000. The majority of this increase came in the second half of the year  when the impact of the selective repricing of services was felt. Net fees and commissions were 15.3 % higher in the fourth quarter of 2000 than in the same period in 1999. As in 1999, the largest source of income from clients was fees for payment services, current and deposit account maintenance and loan origination and guarantee services.


Dealing profits amounted to CZK 3.1 billion, up 22.2 % on 1999. This amount includes CZK 1,600 million (1999: CZK 1,824 million) revenues relating to the processing of documentary and clean payments for the Bank’s customers. Net gains on securities transactions amounted to CZK 1.3 billion (1999: CZK 90 million). This result reflects one-time gains on the sale of securities to Konpo in March 2000 (CZK 273 million) and the re-evaluation of the Bank’s holding the IKS Globální fund (CZK 966 million). Similar gains are not anticipated in 2001. 


Other income rose by 8.3 % to CZK 1.6 billion. More than 70 % of this amount arose from customer driven foreign exchange cash conversions which generated income of CZK 1,160 million (1999: CZK 1,358 million).


The Bank succeeded in increasing the proportion of non-interest income to overall income from 41.4 % at the beginning of the year to 42.9 % at its end.


Operating costs excluding restructuring costs were held at similar levels to 1999 and rose by 0.9 % to CZK 10.4 billion. Other operating costs rose by 0.4 %. Excluding the effect of inter-year inflation (4 %) other operating costs fell in real terms by 3.6 %.


Restructuring costs amounted to CZK 827 million, of which 320 million represented personnel costs relating to the headcount reduction implemented in mid 2000. The Bank made provision for the costs of vacating premises left empty as a result of the headcount reduction and expensed all consulting and other costs associated with the implementation of Programme KB.


The increase in operating costs including restructuring costs (rise of 6.7 %) caused a deterioration in the cost/income ratio to 63.4 %. Excluding restructuring costs, the cost/income ratio fell 3.1 percentage points to 59.5 %.


Provisions for loan losses fell 55 % to CZK 7.9 billion primarily due to the support received from the State in the form of the sale of non-performing loans to Konpo in March 2000 and the guarantee agreement signed with Konsolidační banka at the end of the year. The charge for the year also reflects the changes in classification methodology and collateral discount co-efficients that are described in further detail under the heading Risk Management of Annual report on pages 30 to 35. 


 


Balance Sheet 


Total assets rose by CZK 12.1 billion, or 3.1 % to CZK 402.2 billion as at 31 December 2000 compared with 31 December 1999. The structure of the Bank’s assets reflected the completion of the transfer of assets to Konpo, a subsidiary of Konsolidacni banka, in March 2000, that is, there was a significant increase in the volume of amounts due from financial institutions and a similar decrease in loans and advances to customers. 





Assets


The balance of cash and balances with the central bank, which fell by 6.1 % to CZK 20.6 billion, fluctuates according to the Bank’s operational needs and with the volume of mandatory minimum reserves. As at 31 December 2000, CZK 5.1 billion was deposited at the CNB in mandatory minimum reserves. These funds did not earn interest in 2000.


Due from financial institutions rose by 33 % to CZK 175.3 billion, principally as a result of the completion of transfer of assets to Konpo and the inflow of client deposits and their subsequent investment on the inter-bank market. Amounts due from financial institutions include loans to the CNB (CZK 70.9 billion) and receivables from Konsolidační banka totalling CZK 51.2 billion relating to the financing of the transfer of non-performing assets in August 1999 and March 2000.


Loans and advances to customers fell 30.2 % to CZK 126.9 billion. This resulted from the transfer of non-performing loans in the nominal value of CZK 47.9 billion from the balance sheet to Konpo in March 2000 as part of the Bank’s preparation for privatisation. The net book value of the loans fell CZK 25.2 billion following the completion of this transaction.


Mortgage and consumer loans, however, both recorded increases, the former of 27.9 % to CZK 10.2 billion and the latter of 39.9 % to CZK 4.2 billion.


The proportion of loans under special review (i.e. sub-standard, doubtful and loss) rose by 0.9 of a percentage point to 33.7 % of total client loans following the implementation of stricter classification criteria in the third and fourth quarters of 2000. As at 31 December 2000, loss loans amounted to 12.7 % of total client loans, a fall of 8.9 percentage points when compared with the previous year-end. Receivables written off to memorandum off-balance sheet accounts amounted to approximately CZK 24 billion.








Structure of the loan portfolio according to classification	in CZK million


(in nominal value)�
As at 31 December 1999�
As at 31 December 2000�
�
�
Amount�
Provisions�
Amount�
Provisions�
�
Standard�
103,859�
-�
68,127�
-�
�
Watch�
36,721�
200�
29,782�
396�
�
Sub-standard�
14,103�
622�
24,625�
1,250�
�
Doubtful�
9,358�
1,102�
6,323�
1,106�
�
Loss�
45,186�
23,659�
18,818�
10,954�
�
Total customer loans�
209,227�
25,583�
147,675�
13,706�
�
General provisions�
�
1,890�
�
7,026�
�
Total provisions�
�
27,473�
�
20,732�
�



As at 31 December 2000, provisions for loan losses amounted to CZK 20.7 billion, of which CZK 7.0 billion was in the form of general provisions. When determining the value of the Bank’s credit portfolio and the level of required provision for loan losses as of 31 December 2000, the Bank has taken into account the guarantee agreement with Konsolidacni banka under which Konsolidační banka will cover losses, up to a maximum amount of CZK 20 billion, which may be incurred over a three-year period which began on 31 December 2000 on a defined portfolio of classified exposures. Further details of this agreement are set out in the financial statements in pages 70 to 71 of the Annual Report. 


As at 31 December 2000 the total volume of the dealing securities amounted to CZK 3.1 billion. This represents a fall of 73.2 % against the end of 1999. This reflected movements from  the dealing to the securities portfolio driven principally by regulatory requirements. 


The investment securities portfolio amounted to CZK 41,465 million as at 31 December 2000 (1999: CZK 10,680 million). The increase reflects the diversification and investment of the Bank’s liquid asset portfolio into higher yielding debt securities in the last quarter of 2000, specifically USD denominated rated asset backed securities and placements with international corporates. 


The volume of fixed asset investments fell by 61.1 % or CZK 2.6 billion to CZK 1.6 billion. The primary causes for the fall were the sale of the 100 % fixed asset investment in Bankovní ochranná služba, a. s., and the transfer of the investment in Investiční privatizační fond KB transformed into Otevřený podílový fond Globální to investment securities. The Bank also increased the share capital of its subsidiary Factoring KB, a. s. by a subscription for additional capital of  CZK 44 million.








Liabilities


Amounts owed to financial institutions fell by 32.6 % to CZK 39.4 billion. 


As at 31 December 2000 the Bank managed client deposits of CZK 287.6 billion. Amounts owed to clients rose year on year by CZK 28.4 billion, or 11 %. The Bank was able to recover substantially all of its deposit base lost because of the uncertainties at the time of the prior year-end following the exceptional trade finance losses incurred by the Bank at the time. Sector uncertainties following the forced administration of IPB also contributed to this inflow of funds particularly in the second quarter of 2000.


The volume of certificated debts fell by CZK 0.3 billion to CZK 27.4 billion. Bonds issued by the Bank comprised 75.9 % of this figure.


As at 31 December 2000 shareholders’ equity balanced at CZK 20.2 billion, which represents an increase of 13.7 %. The increase was caused by the inclusion of the remaining part of the increase in share capital begun in December 1999 amounting to CZK 2.4 billion. CZK 7.1 billion of the total capital increase of CZK 9.5 billion was included within the Bank’s capital as of 31 December 1999.


Own funds represented 5 % of total assets as at 31 December 2000.


Capital adequacy calculated in accordance with BIS came to 14.75 %, an increase of 4.49 percentage points. The indicator was positively affected by the transfer of selected non-performing loans to Konpo, s. r. o., a subsidiary of Konsolidační banka, in March 2000 and increase in share capital completed in January 2000.





Own shares in possession of Komerční banka


Komerční banka transacts in its own shares in the normal course of its business in its function as a market-maker and in line with client demand. Such securities are held within the SPAD system of the Prague Stock Exchange. The right of Board of Directors and Supervisory Board to buy pre-determined number of shares within Share Motivation Program was exercised in December 2000. This transaction of purchase 160,220 ordinary shares was settled in January 2001. The Bank held 18,000 shares and 6,000 shares as at 1 January 2000 and 31 December 2000 respectively. Further details are provided below :











Own shares�
Pcs �
Nominal value in CZK�
Total price


 in CZK�
Lowest / highest price of share 


 in CZK�
Share on the basic capital �
�
Bought within the accounting period�
3,353,166�
1,676,583,000�
2,936,491,208.00�
573 / 1,275�
-�
�
Sold within the accounting period�
3,365,166�
1,682,583,000�
2,937,926,932,33�
560 / 1,275�
-�
�
State at the beginning 


of accounting period�
18,000�
9,000,000�
-�
-�
0.054%�
�
State at the end of accounting period�
6,000�
3,000,000�
-�
-�
0.016%�
�









