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McKinsey & Company in Poland

The Polish office of McKinsey &
Company began operating in 1993 and
has become the country’s largest strate-
gic consulting company, with over 2,000
employees. To date, we have participated
in over 1,000 projects involving Poland’s
largest companies, public institutions,
and enterprises. Our engagements have
helped to forge companies that are now
leaders in banking and insurance, con-
sumer goods, energy, oil, telecommuni-
cations, mining and many other sectors.

In 2010, we opened the Knowledge
Centre in Wroctaw where we employ

McKinsey & Company

McKinsey is a global management consul-
ting firm that has been operating for over
90 years. We work with clients across
the private, public, and social sectors
to solve complex problems and create
positive change for all their stakeholders.
We combine bold strategies and transfor-
mative technologies to help organizations
innovate more sustainably, achieve lasting
gains in performance, and build workfor-
ces that will thrive for this generation and
the next. Our firm currently consists of
over 45,000 people working in over 130
offices and 65 countries.

In addition to management consulting,
McKinsey produces knowledge to inform
decision making on critical, broad-re-
aching economic and business issues.
To this end, in 1990 we established the
McKinsey Global Institute to conduct
research and prepare reports on the

over 300 top-class analysts. Our Shared
Services Centre, established in Poznan in
2011, employs over 1,000 people.

McKinsey Digital Lab, operating in the
Warsaw office since 2017, supports
companies in the field of comprehensive
digital transformation and advanced data
analytics.

More information is available at
www.mckinsey.pl

most important challenges facing the
global economy. We invest $600 million
annually in the development of knowledge
and training.

McKinsey Digital and Analytics has been
a key strategic department for several
years. It employs over 5,000 experts,
including programmers, IT system archi-
tects, big data analysts and specialists
in artificial intelligence and robotization.
McKinsey Digital and Analytics focuses
on the digital and agile transformation of
companies and the creation of innovative
solutions, including IT tools, and suppor-
ting their integration with existing sys-
tems. This is facilitated by close coopera-
tion with over 150 companies developing
software and technological platforms.
For more information, visit
www.mckinsey.com
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Executive summary

Favorable winds seem to have retur-
ned to the banking industry, with the
past 18 months being the best period
for global banking since at least 2007.
However, it is not all smooth sailing, as
several major banks in the United States
and Europe have undergone forced
restructuring. Banks everywhere must
change course to navigate emerging
challenges, such as the rise of digital
innovation, new competitors, and an
ever-evolving risk landscape.

In 2022, the global banking sector
achieved the highest return on equity
(ROE) in over a decade, with an ave-
rage of 12 percent.' Yet both globally
and in Poland, the increase in ROE was
primarily driven by higher interest rates
resulting from central banks’ efforts to
counter inflation.

At the end of 2022, profits in the Polish
banking sector amounted to 13 billion
zlotys, despite the financial impact of
reserves for CHF loans and credit holi-
days, which totaled around 26 billion
zlotys. This demonstrated the ability of
banks in Poland to accumulate capi-
tal and finance further economic gro-
wth. The current lending potential of
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Poland’s banking sector is estimated at
approximately 420 billion zlotys. By utili-
zing available tools, such as the recently
introduced Additional Tier 1 (AT1) instru-
ments, banks could potentially achieve
up to 1trillion zlotys in lending potential.

Although well-positioned, banks in
Poland need to revise their business
and operating models to further digita-
lize banking services and leverage the
use of generative artificial intelligence
(Gen Al) in internal processes. They sho-
uld also prioritize empowering consu-
mers and deposit holders while respon-
ding to new regulatory requirements.
The key element that distinguishes
banks from their competitors is their
relationship with customers, as high
customer satisfaction leads to loyalty to
the institution. To meet a wide range of
customers’ needs, banks must provide
differentiated financial solutions, green
finance products, and opportunities for
financial education.

Skillful navigation through the challen-
ges and opportunities will determine the
competitiveness of banks.




The following initiatives might be consi-
dered as priorities for growth of banks
in Poland:

Supporting strategic invest-
ment needs of the Polish
economy

Facilitating energy tran-
sition in Poland

Holistically satisfying custo-
mer needs

Balancing the distribution
of benefits and risks with
consumers

R N

Promoting core values of
the sector in the eyes of the
public

This document aims to diagnose the
primary factors shaping the global and
Polish banking sectors, explore key
issues being discussed by industry
representatives, and identify futu-
re paths for growth based on current
trends. This is not an exhaustive list,
however, and the document does not
intend to provide specific recommen-
dations for individual banks.




Polish banking in
the European and
olobal context

Sustained profitability
growth a key challenge for
banks

Prospects for global financial institu-
tions have shifted in response to chan-
ges in the macroeconomic environment.
Central banks’ introduction of higher
interest rates® to counter inflation has
resulted in long-awaited improvements
to banks’ net interest margins and higher
returns on equity (ROE). In 2022, the
profitability of the global banking sector
rose to 12 percent?, reaching its highest
level in over a decade. The industry’s
average ROE had been hovering aro-
und 8-9 percent since 2010 (Exhibit 1).
Similarly, European banks saw their

average profitability rise to 8 percent at
the end of 2022, surpassing pre-pan-
demic levels.*

The profitability of the Polish banking
sector also experienced significant gro-
wth®, despite being somewhat hindered
by legal and regulatory issues. These
included the introduction of reserves
to cover legal risk of foreign currency
mortgage loans and credit holidays,
whose financial impact on the sector in
2022 was estimated at 26 billion zlotys®.
Nonetheless, banks in Poland managed
to generate 13 billion zlotys in profits in
20227 and achieved a net profit of 18.5
billion zlotys in the first eight months
of 2023.



Exhibit 1.

Profitability of banking in the years 2000-2022
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Unchanged scenario of low
market valuations

However, one dimension of the global
banking sector remains unchanged.
Valuations of traditional banks continue
to sit far below the average of the rest
of the economy (Exhibit 2). In 2022,
banks’ price-to-book value (P/BV) was
at 0.9 globally, a level that has rema-
ined stable since the financial crisis of
2008. This reflects the limited expec-
tations capital markets have for susta-
inable improvements to banks’ profi-
tability and overall growth potential of

the sector. The Polish banking sector is
no exception to this trend®.

The outlook for the banking industry
depends on whether the current inte-
rest rate environment holds. Lower P/
BV and price-to-earnings (P/E) levels
suggest potential growth if investors
concede that interest rates will rema-
in higher over the long term, as the
expected value creation of leveraged
banks is tied to macroeconomic chan-
ges. The success of each bank will
depend on how well it copes with these
discontinuities.
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Exhibit 2.

Global banking sector among the lowest in terms of P/BV valuations
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of the increase in funds in
the financial ecosystem
between 2015 and

2022 was generated by
non-banking financial
institutions
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Elevated competition in
financial services

The global banking landscape is wit-
nessing a shift as balances and tran-
sactions are increasingly moving from
traditional banks to non-traditional
institutions and market segments
that are capital-light and subject
to different regulations. While this
dynamic is not new, it appears to be
strengthening. Between 2015 and
2022, non-banking financial institu-
tions accounted for over 70 percent
of the growth in funds in the financial
ecosystem®, highlighting the incre-
asing competitive pressure faced by
traditional banks. In Poland, the trend
is not as evident as it is primarily the

2021

— Global economy excl.
financial services

Banks in Poland

— Global traditional banks

2022

banks themselves that have expanded
their offerings to include savings and
credit products, except for payments.

On a global scale, non-banking finan-
cial institutions outperform banks in
terms of profitability. They benefit from
a cost advantage due to their limited
supervision and lower regulatory bur-
dens, as well as more agile digital
operating models. The relatively low
profitability of banks also reflects the
widespread commoditization of typical
banking services. As a result, profita-
bility in banks is shifting towards spe-
cialized and more attractive product
niches, such as payments, financial
transactions, or consumer finance.
Among the analyzed banks, the ROE



Exhibit 3.

Market capitalization and price-to-book ratio by sector
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of specialized financial services port-
folios was approximately 20 percent in
2021, which is five times higher than
for traditional banking services™.

Specialized financial services provi-
ders outperform traditional banks, as
evidenced by their valuation. In 2022,
their P/BV was nearly three time higher
than that of banks (Exhibit 3). Payment
and financial transaction providers
recorded the most favorable P/BV.

Innovations as the driving
force for banks

As technology continues to advance,
customers are increasingly demanding
a tech-based banking experience. To
meet these expectations, banks need
to adopt Gen Al and advanced analytics
that enable them to automate processes,
implement cloud-based architectures,
and operate more like a tech company
to scale their products and services.

Generative Al has the potential to be a
game-changer for the global banking
sector, as it can lead to a 3 to b percent
productivity increase and a reduction
in operating expenditures by 200-300
billion US dollars annually across the
globe™.
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Gen Al in banking

Generative Al has the potential to
reshape business models by enabling
significant improvements in both pro-
ductivity and customer experience.
The technology’s relatively low barrier
to entry facilitates high adoption rates,
and its applicability in the back-offi-
ce allows for sustained competitive
advantage that is difficult to replicate.
Potential use cases include consistent
content personalization, synthesizing
information from unstructured data
sources, and automated report gene-
ration. Additionally, generative Al may
facilitate comprehensive value chain

Integration of Gen
Al in the banking
sector can increase
productivity by
3-5 percent

8 How to navigate the rough seas of banking?

rebalancing and lower pressure on the
necessary talent pool.

It is important to note that Gen Al is still
a relatively new technology and may
be prone to factual and other errors.
In Poland, banking secrecy may also
prove to be a challenge for its imple-
mentation. Despite these challenges, it
is crucial to recognize the potential use
cases and view Gen Al as a strategic
issue rather than just a technological
one.



Digital
activity

Poland _ Europe
2017

2022

Poland’s banking sector remains one of
the most advanced in Europe. The digi-
tal activity of customers at an average
European bank in 2022 was equivalent
to that of Poland in 2017. The future pace
of digital innovation in Poland may be
somewhat hindered by the necessity to
modernize existing IT systems in banks,
with over half of them averaging 20 years
old™. Nevertheless, some banks have alre-
ady initiated modernization efforts. The
implementation of cloud-based systems is
anticipated to shorten the time required to
bring new products and services to mar-
ket, improve business processes’ reliabi-
lity, and enable seamless systems upda-
tes without technical disruptions. These
advancements will contribute to improved
operational availability and scalability for
banks, as well as the personalization of
products and services, ultimately leading
to increased customer satisfaction.

Banks’ adaptation to systemic
risks

Financial institutions worldwide are con-
fronted with a constantly changing risk
landscape, which includes inflation-rela-
ted macroeconomic volatilities, uncerta-
in growth prospects, evolving regulatory
requirements, cybersecurity threats, and
risks arising from the integration of advan-
ced analytics and Al with the banking

system. As a result, banks must enhan-
ce their risk functions and prioritize the
management of emerging sources of risk.

Regulatory uncertainty poses a major
challenge for banks. These include, for
example, new capital requirements for
credit institutions (CRR3) and a growing
trend towards strengthening consumer
protections.

Banks also need to be on high alert for
unexpected geopolitical risk and the
fundamental economic changes it may
cause. While the global economy remains
characterized by cross-border flows of
goods, services, people, and data, rising
geopolitical tensions as well as increased
trade and investment barriers add to the
risk of disruption®.

Global tensions have intensified due
to conflicts, as well as the decoupling
between the United States and China
and their respective allies. Since the glo-
bal financial crisis, the number of trade
barriers imposed has risen fivefold, with
steady growth since 2020. Furthermore,
the number of investment barriers have
increased more in 2022 than they have in
any year over the past 15 years™. All these
issues have a negative impact on the sta-
bility and attractiveness of the banking
sector.

*k*k

Globally, the banking sector faces
a range of challenges, including the
need to sustainably improve profita-
bility, manage low market valuations,
respond to competition from speciali-
zed financial providers, harness tech-
nology advancements, and navigate an
ever-evolving risk landscape. In Poland,
banks face many of these challenges,

as well as issues specific to the industry
in the country. These include untapped
potential to finance economic growth,
increased protections for consumers
and deposit holders, and the need
to transform business and operating
models. The following chapters discuss
these challenges in detail.
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Lending potential in the
Polish banking sector

How to navigate the rough seas of banking?

The Polish banking sector is ranked
second to last in the European Union (EU)
in terms of asset value to GDP, with a ratio
of 86 percent (ahead of Lithuania, with 77
percent)’®. Considering that the banking
sector is the primary source of financing
for the Polish economy, the level of banks’
own funds is a crucial factor in determi-
ning their capacity to fund national deve-
lopment programs and economic growth.

As of the end of 2022, the lending
potential of the Polish banking sector
stood at 417 billion zlotys'™. Historically,
this potential had been increasing until
2020. Since then, the situation chan-
ged, and the potential declined by 20
percent in 2021 and by 1 percent in
2022 (Exhibit 4). Over the years 2014-
2022, the lending portfolio of the Polish
banking sector grew by an average of
53 billion zlotys annually. As a result, it
was not the supply of credit, but rather
the demand for it, that determined and
continues to determine the size of the
loan portfolio.

The decline in the lending potential
of the Polish banking sector in 2021
was primarily caused by the Monetary
Policy Council raising the National
Bank of Poland’s (NBP) reference rate.
This, in turn, resulted in a decrease in
the value of fixed interest bonds held
by banks, which were measured at fair
value through equity. Consequently, the
other comprehensive income of banks
was negatively impacted, ultimately
constraining their lending potential.
Going forward, the lending potential of
the sector will continue to be indirectly
influenced by the NBP’s reference rate
policy. If the reference rate is mainta-
ined or reduced, the lending potential
of the sector is expected to increase, as
was the case in 2020.

When compared to its European peers,
Poland’s lending potential in relation to
GDP is relatively low (Exhibit 5). In 2022,
the lending potential amounted to 13.5
percent of GDP, which is lower than
the Czech Republic’s 30.4 percent and
Spain’s 36.9 percent of GDP".



Exhibit 4.
Lending potential of the Polish banking sector

2014-2022, PLN bin

B Lending potential

B Y-0-Y change in the sector's loan
portfolio
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526
422
53 PLN bl
329 average annual change of the loan
portfolio in 2014-2022
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69 87
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Source: European Central Bank, National Bank of Poland

Exhibit b.

Lending potential in Spain 36.9%
relation to GDP P 292.4%

% GDP 30.4%

e e 23,90
B At TCR of 13.5% 70

B ACTCR o 14.5% I —
Portugal 27.4%
Y 18.5%

Hungary _127% 17.5%

poiand N 3 59
I 0.8%

Note: Both analyses for EU countries are based on EBC’s data, which leads to discrepancies in TCR numbers reported by KNF for Poland in the
same year as a result from adopting different methodologies for local central bank reports. EBC uses Full Sample containing reports from
capital groups and other sources (TCR at 17.92 percent), while KNF uses FINREP/COREP (TCR at 19.38 percent). To ensure comparability of the
Polish sector with other EU countries, the lending potential was calculated based on ECB data

Source: Eurostat, European Central Bank
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Lending potential
distribution in the Polish
banking sector

and acquisitions within the Polish ban-
king sector would result in reduction of
available lending potential due to con-
In 2022, almost two-thirds of the Polish  centration limits, unless the transaction
banking sector’s lending potential was  involves a new share issue. Additionally,
concentrated among banks with Polish  dividend payments can also have a
majority capital. The vast majority  negative effect on lending potential.
was held by three institutions: Bank  Currently, a change of one billion zlotys
Gospodarstwa Krajowego, accounting  in the industry’s own funds leads to a
for 28 percent of the entire potential,  corresponding change of approximately
followed by PKO Bank Polski with 18 8 billion zlotys in lending potential.
percent, and Pekao S.A. with 11 percent

of the lending potential. Cooperative Lending potential growth
banks, including SBG and BPS, col-  scenarios for the Polish
lectively held 8 percent of the overall banking sector

otential.
P Aside from mergers, acquisitions, and

Among banks with foreign majority  dividend payments, there are other fac-
capital, Santander Bank Polska acco-  tors that can affect the lending poten-
unted for half of the lending potential in  tial of the Polish banking sector. In
the group'®, which overall held 36 per-  October 2023, new laws introduced AT1
cent of the lending potential. instruments to the sector. Assuming a
comparable structure of own capital in
Poland and Spain™, if banks in Poland
were to issue AT1instruments with an
increased share of T2 instruments,
they could potentially increase their
lending potential by 190 billion zlotys.
Another factor that could have a signifi-
cant impact on the Polish banking sec-
When discussing lending potential, it  tor’s lending potential is a decrease of
is crucial to consider that any mergers  the average risk weight, which currently

Bank Gospodarstwa Krajowego stands
out with a significantly higher TCR of 29
percent compared to other participants
in the industry. On the other hand, both
banks with Polish and foreign majority
capital have similar average TCRs of 17
percent.

Exhibit 6.
Lending potential distribution in the Polish banking sector in 2022

IR@ Lending potential
PLN bin Percent TCR IRB
Polish banking sector 417 100% 18%
Bank Gospodarstwa Krajowego 115 28% 29% None
Banks with Polish majority capital’ 150 36% 17% None
Banks with foreign majority 159 36% 17% Partial

capital?

"Includes: SGB, Plus Bank, Cooperatives, PKO BP, Pekao SA, BOS, BPS, Bank Pocztowy, Alior Bank, Velo Bank

2 Includes: BHP, Deutsche Bank, Santander (Including SCB), Citi Bank, mBank, BNP Paribas, ING Bank S\aski, Credit Agricole,
Millennium Bank, Nest Bank

Source: Financial statements, European Banking Authority
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amounts to 96 percent for the sector?.
This could be achieved by increasing the
share of internal ratings-based method
(IRB)?' in the calculation of capital
requirements. Again, using the Spanish
sector as a point of reference, where the
average risk weight is 66 percent??, the

Exhibit 7.

Polish banking sector could potentially
increase its lending potential by another
368 billion zlotys, particularly in banks
with Polish majority capital. If both sce-
narios were to materialize, the potential
lending capacity could reach up to 975
billion zlotys (Exhibit 7).

Total lending potential of the Polish

banking sector

368 975
2022, PLN bin
190
417
Current AT1and T2 Reduction of Achievable
lending additional risk exposure lending
potential potentiall levels' potential

"Assuming own capital structure and risk levels of the Spanish banking sector, which has a
similar balance sheet structure to the banking sector in Poland, is characterized by an extensive
adaptation of the IRB approach and as estimated, will not be subject to significant changes

introduced by the proposed CRR3

Source: McKinsey analysis based on the data from European Central Bank and The Polish

Financial Supervision Authoritv

Up to 1 PLN tln

ot lending potential
in the Polish
banking sector
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Empowering
consumers and
deposit holders

14

From status quo to balanced
distribution of benefits and
risks

Over the past few years, the banking
sectors in both Poland and abroad
have experienced interventions aimed
at protecting and strengthening the
position of consumers. The following
is an overview of some of these. The
interventions seem to be striving
towards shaping a new social contract,
that aims to rebalance the distribution
of power between consumers and
financial institutions and establish a

£ Xe)
Q@ o
]
’ o
= @
3 o Q

How to navigate the rough seas of banking?

benefit and risks sharing that will be
perceived as more balanced, just, and
fair.

The trend is also in line with ESG prin-
ciples, which, although currently domi-
nated by environmental concerns, may
shift towards a focus on society in the
long run. As banks make strategic
decisions about their future growth
directions and business policies, they
should consider customer interests and
personalized service that will be based
on balancing the distribution of bene-
fits and risks.




15-50%

range of the sector’s own funds
allocated to cover the costs of each of
customer protection interventions

Examples of customer
empowerment

Foreign currency mortgage loans
Consumer protection interventions
related to foreign currency mortgage
loans were seen in in many European
countries. In Croatia, the government
enforced obligatory loan conversion to
euros to protect credit holders, which
cost the banking system nearly one
billion euros, or roughly 15 percent of
their own funds during the reported
period?®. In Hungary, the government
introduced a new scheme for Swiss
franc (CHF) mortgage payments, with
conversion to the Hungarian forint,
which cost banks approximately 2.5
billion euros, or 30 to 35 percent of
their own funds during the reported
period. In Spain, the courts required
currency conversion for loans taken in
Japanese yens at a favorable rate for
credit holders.

The number of loans under litigation in
Poland has been steadily increasing,
with over 150,000 such cases by the
end of 20222, In 2019, the Court of
Justice of the European Union suppor-
ted Polish CHF mortgage-holders by
effectively allowing the cancellation of
long-term mortgage loan contracts®,
According to the Polish Financial
Supervision Authority (UKNF) estima-
tes, the potential costs generated by
CHF lawsuits for banks could exceed
100 billion zlotys, which is nearly 50
percent of the sector’s own funds?.

Mortgage loan payment insurance
in the United Kingdom

Consumer protection regulatory initia-
tives have been implemented in the
United Kingdom in relation to the sale
of payment protection insurance (PPI).
Banks were required to return mis-
-sold premiums and fees, as well as

compensate their customers?”. The
estimated cost for the British ban-
king sector was over 50 billion British
pounds, or more than 30 percent of
their own funds at the beginning of the
compensation payment period?®. This
led to regulatory changes that comple-
tely prohibited sales-based remunera-
tion and resulted in deep remodeling
of sales representatives’ functions at
banks’ branches.

Transaction-based reference rates
The gradual reference rate systems
reform serves as another example of
increased customer protection. Until
recently, it was common practice to
apply reference rates based on the ave-
raged rates declared by banks, which
created opportunities for manipulation.
After British banks were found to be
purposefully influencing LIBOR rates
to maximize their own profits?® FCA
(Financial Conduct Authority) announ-
ced in 2018 that the rate will be discon-
tinued?°. Since 2021, LIBOR has been
replaced by retrospective reference
rates based on actual transactions with
financial institutions and institutional
investors (for example, SONIA — Sterling
Overnight Index Average to replace
LIBOR GBP; LIBOR USD with SOFR
— Secured Overnight Financing Rate,
and LIBOR CHF with SARON — Swiss
Average Rate Overnight).

In Poland, the WIBOR, which is deter-
mined prospectively by banks, will be
replaced by WIRON (Warsaw Interest
Rate Overnight). WIRON is defined
retrospectively with reference to depo-
sit transactions made on the wholesa-
le market with financial institutions,
banks, and corporate clients. This sys-
tem is considered more transparent for
customers.

How to navigate the rough seas of banking? 15



Exhibit 8.
Deposit guarantees in selected countries in 2023

16

Bank deposit guarantee, Bank deposit guarantee,

Country/region Currency LCU ths EUR ths'
United States usD 250 235
Norway NOK 2,000 190
Australia AUD 250 159
Switzerland CHF 100 102

EU (incl. Poland) EUR 100 100
United Kingdom GBP 85 96
Japan JPN 10,000 VAl
Canada CAD 100 69

'FX as per EQY 2022

Source: Respective, national financial authorities: FSCS, EC, FDIC, DIC, Bankenes Sikringsfond, ESI, CMF, FCA (2023)
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Deposit holders’ protection
requirements

A deposit guarantee mechanism is
another example of consumer protec-
tion in which countries of the European
Union protect bank deposits up to
100,000 euros. While this amount is
higher than the guarantees provided in
Japan or Canada, it is more than twice
lower than the deposit guarantees in the
United States (Exhibit 8).

The EU’s implementation of Minimum
Requirement for Own Funds and Eligible
Liabilities (MREL) is another example
of protecting deposit holders. These
measures provide contingencies in the
event that a bank is likely to fail, in which
case its shares and long-term qualified

debts are redeemed, while customer
deposits are not affected.

The compulsory restructuring of
Podkarpacki Bank Spétdzielczy, Idea
Bank, or Getin Noble Bank in Poland
exemplify a well-functioning guarantee
system and the utilization of funds to
cover bank losses in order to protect
deposit holders. The Bank Guarantee
Fund implemented protection measu-
res, including the use of a so-cal-
led “safety crumple zone”, to protect
the interests of the maximum num-
ber of deposit holders. This involved
redeeming shares and subordinated
bonds while ensuring that customers’
deposits were protected®.



Exhibit ©.

Regulatory structure of liquidity requirements for banks

Hierarchy of banking instruments by ranking in winding-up proceedings

Higher degree

of privilege

Lower degree
of privilege

N

Capital requirements Minimum capital
requirement;
cumulative from the
lowest degree of privilege

Debt instruments—outside

MREL
MREL
Debt instruments—MREL regulations’ 12-209%0"2
Capital adequacy
Tier 2 capital regulations
Additional Tier 1 instruments
Common Equity Tier 1 capital I
y

"Excluding part of CET1 based on the CBR (combined buffer requirement) and Pillar I

2 Average MREL TREA (excluding CBR) for major banks in Poland EoY 2023, minimum values calculated for specific banks
based on their risk levels

Source: Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012

Towards balancing
benehts and risks
between consumers

and banks
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The future of
banking business and
operating models

How to navigate the rough seas of banking?

Global evolution of business
and operating models

Traditional operating models that focus
solely on providing banking services are
no longer sufficient to ensure banks’
competitiveness. Customer loyalty
and satisfaction, both in the retail and
corporate segments, are critical and
increasingly depend on highly perso-
nalized banking products, convenient
and modern customer service, and the
availability of ecosystems of services or
“green” products®. Customer-centricity
requires a fundamental shift in business
and operating models, as well as effec-
tive analysis of available data. Process
digitalization and advanced analytics
applications are becoming increasingly
important tools for attracting custo-
mers, monitoring their satisfaction and
engagement, and building loyalty.

From commoditized products
to unique relationships

Customer satisfaction and loyalty are
the direct result of the relationship that
a bank has established with its custo-
mers. The most effective banks go
beyond providing basic banking pro-
ducts and offer additional services that
ensure customer satisfaction, such as
hyperpersonalization of products and
services, or customization of applica-
tion interfaces to lend the relationship
a unique character. Customer loyalty is
a valuable asset, as it enables banks to
generate stable revenue streams in the
form of subscription payments, payment
commissions, or distribution fees, which
are not related to balance sheet items
but ensure attractive margin levels®3,
A balanced distribution of benefits and
risks between the customer and finan-
cial institution is required for building
a loyal customer base. A fair and just
relationship helps customers build trust
in the bank, which ultimately translates
into loyalty.

-0

O




0

Green banking as integral part of strategy

The competencies of banks, such as
lending, trading in shares, managing
investment portfolios, and corporate
bonds are increasingly being utilized to
support sustainable development and
communicate sustainability efforts to
stakeholders such as regulatory autho-
rities, shareholders, and society3*. In
2018, green finance, which allocates
income to finance sustainable develop-
ment and environmental projects, was
almost non-existent, but it has since
experienced significant annual growth
globally until 2021.

As the popularity of green financial
instruments grows, their variety is
also expanding. Activities related to

Finance embedded in daily
life

Modern banks are increasingly explo-
ring the development of cross-sector
platforms that transform value chains
into ecosystems and independently and
comprehensively meet customer needs.
This is achieved through activities such
as embedded finance®’, which trans-
forms banking into a lean, cost-effecti-
ve service with the desired transaction
as the outcome, performed in a possibly
imperceptible way. Advanced analytics,
roboticized customer assistants based
on generative Al, and highly skilled

sustainable financing of capital markets,
including mergers and acquisitions, pri-
vate equity funds, and emissions tra-
ding, have grown significantly in recent
years®®, Green guarantees or impact
funds, which prioritize environmental
or social goals over financial ones, are
also gaining popularity®. In addition to
the constantly growing environmen-
tal, social, and corporate governance
(ESG) product portfolios, developing
sustainable ecosystems around ener-
gy transition (green business building)
is another increasingly popular trend in
developed countries.

and trained experts are key enablers
of this transformation, allowing banks
to provide seamless services to their
customers®e,

The emergence of cross-sector plat-
forms can lead to an increase in non-
-banking revenue share in the banking
sector®®, Poland has the potential to
grow such activity, as currently only 18.6
percent of fee and commission revenu-
es come from non-banking operations,
while in the United Kingdom it was 25.8
percent in 2022, and in the Netherlands
42.5 percent (Exhibit 10).
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Exhibit 10.

Share of non-banking fee and commission income as % of total

fee and commission income

Selected banks,’
2022

Poland

The Netherlands
United Kingdom

25.8%

"Includes fee and commission income earned on insurance, leasing, real estate, investment, portfolio
management, trust activities and other non-banking services

Source: Financial reports of selected banks: PKO BP, Bank Pekao; Santander Bank Polska, ING
Bank S\aski, mBank, HSBC, Lloyds, NAT West, Barclays, Standard Cartered, ABN Amro, Rabo Bank,

ING NV, Volksbank; McKinsey analysis

From a small player to market leader

The Kazakh Kaspi Bank serves as the
example of the growth potential of the
banking ecosystem described above.
Originally one of many post-communist
banks, the company expanded in 2014
to include an e-commerce platform. In
less than eight years, the bank was able
to capture nearly half of all online sales
volume in Kazakhstan. The bank’s stra-
tegy involved continuously expanding
a tightly integrated product offering
based on three pillars: fintech, marke-
tplace, and payments.

Kaspi Bank’s customers have access
to millions of products sold by over
250,000 providers from practically all
market segments. The platform facilita-
tes easy, fast, and cheap shopping, while
the bank charges a fixed access fee from
partners. The embedded credit line is
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based on customer data, such as daily
activity and shopping or browsing histo-
ry, which enables credit decisions to be
issued within seconds. Payment services
can be used to cover daily expenses, pay
bills, or finance P2P payments.

As a result of these offerings, the Kaspi
Bank application has marginalized other
players, accounting for approximately 70
percent of transactions and payments on
the market in 2022%°. Kaspi’s fintech pil-
lar remains the main revenue source for
the bank, and advanced analytics and
machine learning have helped to signifi-
cantly reduce credit risk. One particular
success of Kaspi Bank is the integration
of multiple platforms into a single, univer-
sal multiproduct application, which has
generated a return on equity of nearly 90
percent (Exhibit 11).#!

Exhibit 11.

ROE of Kaspi
Bank

%

86.3

58

2010

2015

2020 2022

Source: Kaspi, Gurufocus



Product ecosystems as new
sources of revenue

Building product ecosystems does
not necessarily involve only banking
entities. An increasingly common way
for banks to generate non-banking
revenue is by partnering with non-ban-
king entities, such as insurance com-
panies, car dealerships, or real-estate
agencies. The Banking as a Service
(BaaS) area is an example of how effi-
cient and universal technology plat-
forms enable non-banking organiza-
tions to integrate banking services into
customer-facing outlets. In this appro-
ach, banks participate in an ecosystem
delivered by an external entity*2.

Big Tech companies leverage their
platforms to provide banking servi-
ces to their customers, primarily thro-
ugh BaaS models. Apple serves as

a notable example of this approach.
Over the years, Apple has offered its
customers financing services through
Apple Financial Services and the Apple
Pay digital wallet. In 2021, Apple Pay
emerged as the second most popu-
lar digital payment facility worldwide
in terms of volume, with transactions
totaling 6 billion US dollars. This placed
Apple Pay ahead of traditional financial
giants such as Mastercard or American
Express, and second only to Visa.
Later, Apple expanded its offerings by
introducing savings accounts, which
quickly gained traction and attracted
billions of dollars in just a few months.

In Poland, BaaS providers offer arange
of solutions, including current acco-
unts, payments, loans, such as buy-
-now-pay-later (BNPL), and savings.
The planned transformation of Allegro

Pay is a prime example of non-banking
BaaS collaboration. Currently, Allegro
users can access a cashless payment
system, buy-now-pay-later options,
and installment loans.

However, the announced partnership
with a BaaS operator would grant
Allegro access to products and servi-
ces typically reserved for licensed
banking entities, such as savings or
current accounts*®. As Baa$S collabo-
ration deepens, it could enable Allegro
to develop a platform similar to that of
Kaspi Bank, despite Allegro’s roots in
the tech industry.

Prioritizing core values to attract essential young talent

Creating a work environment that
fosters collaboration and entrepre-
neurship is crucial for attracting and
retaining the most talented employees,
who are necessary to conduct banking
transformation. In the banking sector,
tech talent is highly sought after and
often prefers to work for Big Tech com-
panies and start-ups. These employees
are drawn to the collaborative organi-
zational culture that is vastly different
from the traditional hierarchical silos.

In recent years on the global scale,
some banks reduced employment,
especially among lower-tenured
staff, and limited spending on talent

development and training, which has
had an impact on effective succession
planning**. This trend was also highli-
ghted as one of the key issues for the
banking industry in the Polish market
during the European Financial Congress
(EKF) 202145, According to Randstad
Employer Brand Research, candida-
tes recognize firms from the banking
sector, but rank their attractiveness as
potential employers relatively low?*®. To
improve the situation, banks could take
steps to facilitate talent development,
both internally and externally, promote
innovation, and implement modern work
tools.
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Outlook on growth
opportunities for the
Polish banking sector

Banks in Poland
maintained financial
stability and increased
profitability levels in
2022, which positions
them well to expand
their operational
capabilities and adapt to
the highly competitive
banking environment
in the future.

The following initiatives
could be considered

as key growth
directions for the Polish
banking sector:
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1

Support of strategic investment
needs of the Polish economy
through

2

Facilitate energy transition in
Poland through

— increasing the availability and use
of debt and equity finance, mainly
in business sectors with high value
added,

— actively supporting companies to take
advantage of the global geographical
trend of shortening supply chains,

— increasing capital efficiency of
banks to meet the investment needs
of the country’s economy.

As the primary source of financing for
the country’s economy, Poland’s banking
sector has the potential to support the
development of Polish companies, which
can in turn have a positive impact on the
sector’s own growth. To foster a sustaina-
ble competitive advantage for Poland and
attract foreign investments in high-value
sectors, it is important to increase the
availability and utilization of debt financing
in investments and strengthen the capital
efficiency of banks. However, achieving
this requires a dialogue with the Financial
Supervision Authority, which has a signifi-
cant influence over the introduction of the
IRB method and the proper implementa-
tion of new capital requirements (CRR3),
particularly in terms of operational risk.

— using debt instruments within the
lending potential available in the
sector now and in the future, and to
intermediate access to investors on
debt markets,

— offering dedicated product lines that
go beyond typical banking products
while supporting emissions reduc-
tion, for example in the energy, con-
struction, agriculture, or mobility
sectors.

Poland is estimated to require invest-
ments of between 1.8 and 2 trillion
zlotys to achieve its climate neutrality
goals by 2050. This presents a signifi-
cant opportunity for banks and finan-
cial institutions to expand their product
portfolios, which could potentially beco-
me significant sources of revenue.




3

Holistically satisfy customer
needs through

4

Balance the distribution of
benefits and risks with consu-
mers through

2

5

Promote core values of the
sector in the eyes of the public
through

— fundamental digitalization of all
touchpoints in customer journey,

— focus on performing extensive analy-
sis of available consumers’ data using
big data, digital technologies, and
building product ecosystems,

— forming alliances with non-banking
entities, including fintechs and Big
Techs, to maximize presence in the
most profitable sectors, such as con-
sumer finance, financial transactions
or payments.

The demand for services that require
effective analysis of available data, such
as everyday banking and investment
consulting, is growing dynamically aro-
und the world. The ability to have digital
contact between customers and banks
is crucial for both one-off interactions
and when purchasing long-term ban-
king products, such as mortgages or
investments. To meet the quickly chan-
ging needs of consumers, there has been
a significant increase in cooperation
between banks and non-banking entities
in the market, providing more holistic and
timely responses.

— supporting customers to build heal-
thy, secure, and predictable financial
portfolios at various stages of lives
and wealth and helping in effective
portfolio management,

— providing education on safe utiliza-
tion of financial products, including
effective management of household
finances.

The increased regulation of the ban-
king sector regarding consumer
protection requires banks to build
enduring relationships with their custo-
mers. This involves providing compre-
hensive financial education and conti-
nuous support of consumers in building
their financial health by tailoring the
services and products offered to their
various life stages and levels of wealth.
As such, the development of wealth
management offerings for affluent and
private banking clients by banks may
prove to be highly significant.

— creating partner relationships with
customers by providing persona-
lized services and building consu-
mers’ trust,

— transformation of organizational
culture to improve employees’ pro-
fessional development opportunities
and job satisfaction.

Improving the image of the sector
can increase satisfaction and reten-
tion of both consumers and employ-
ees, attract young talent and improve
decision-making processes.

How to navigate the rough seas of banking? 23



Acknowledgments

The work on the report was led by: Daniel Goska, expert, Btazej Karwowski, partner, Rafat Koztowski, senior expert, Tomasz
Marciniak, managing partner of McKinsey & Company in Poland, Dawid Rychlik, partner and Oskar Sokolinski, partner. The
team included consultants Julia Bartosik, Marcin Chyra, Karol Poslednik, and Justyna Witkowska, head of communication in
Central Europe Natalie Vogt, and Matgorzata Le$niewska and Natalia Sobczak from the graphic team.

Multiple colleagues at McKinsey & Company in Poland contributed to the creation of this report, in particular the members of the
McKinsey Capabilities and Insights team as well as Research Science team: Jakub Bielecki, Anna Magierska, Piotr Nawrocki,
Anna Pajor and Stanistaw Slubowski.

Thanks also go to McKinsey & Company colleagues in offices around the world, in particular Stefano Cantu, Miklos Dietz, Joseba
Eceiza, Max Flototto, Massimo Giordano, Stephanie Hauser, Attila Kincses, Maria Martinez, Jodo Paixao Moreira, Zaccaria

Orlando, Pawet Przybytek, Markus Réhrig and Simona Viscardi.

Sk

1 McKinsey Panorama; S&P Global. 21

2 Theincrease ininterest rates enabled banks to expand their 99
interest margins, but it also led to a decrease in their level of
own funds due to a negative revaluation of financial instruments
measured through other comprehensive income.

3 Miklés Dietz, Attila Kincses, Archana Seshadrinathan, Dee Yang, 03
“Banking on sustainable path”, McKinsey, December 2022.

4 European Banking Authority, 2022. o1

5  Ministry of Finance, ,Wptywy budzetowe — dane za 2022 rok”,

25
2023.

6 OlgaSzczepanskaetal., ,Raport o stabilnos$ci systemu %6
finansowego”, NBP, December 2022.

7 NBP, ,Dane sektora bankowego”, 2023. 27

8 Lowvaluationsin Poland can be attributed to legal and regulatory 28
events, as well as the issue of CHF mortgages.

9 Debopriyo Bhattacharyya, Miklos Dietz, Alexander Edlich, Reinhard 29
Holl, Asheet Mehta, Brian Weintraub, Eckart Windhagen, ,The
Great Banking Transition”, McKinsey, October 2023. 30

10 Miklos Dietz, Attila Kincses, Archana Seshadrinathan, Dee Yang, ,, 31
Banking on sustainable path”, McKinsey, December 2022. 32

11 Michael Chui, Eric Hazan, Roger Roberts, Alex Singla, Kate Smaje,

Alex Sukharevsky, Lareina Yee, Rodney Zemmel, “The economic 33
potential of generative Al: The next productivity frontier”, McKinsey, 34
June 2023.

12 ZBP, ,Kierunek: Transformacja Cyfrowa”, Press conference of ZBP
Polish Banking Association, 2022. 35

13 Jeongmin Seong, Olivia White, Jonathan Woetzel, Sven Smit, Tiago
Devesa, Michael Birshan, Hamid Samandari, “Global flows: The ties 36
that bind in aninterconnected world”, McKinsey, November 2022. 37

14 International Monetary Fund, “Arocky recovery”, April 2023.

15 European Central Bank.

16 Understood as the volume of loans that could be granted given a 38
specific level of own funds and calculated as the volume of loans 39
that can be granted until the Total Capital Ratio (TCR) ratio is
reduced to 13.5 percent.

17 Assuming TCRat13.5 percent. 40

18 Some systemically important banks with predominantly foreign 41
capital have limited lending potential due to reduced levels of 49
capital ratios resulting from legal and regulatory events, as well as
in connection with the issue of Swiss franc loans.

19 Theshare of AT1instruments in the structure of own funds in the 43
Spanish banking sector is 8.8 percent, the analysis also assumes
the share of T2 funds at 12.2 percent. 44

20 Riskdensity is calculated as the quotient of the total amount of risk
exposure to the value of loans and advances. In Poland, 83 percent 45
of the risk density is attributable to credit risk, while 11 percent is
for other types of risk. In Spain, 59 percent of the risk density is 46
attributable to credit risk, while 7 percent is for other types of risk.

24 How to navigate the rough seas of banking?

(;urrently used in Poland by Millennium Bank, mBank and ING Bank
Slaski for a share of their portfolios.

Itis estimated that the changes introduced by CRR3 will not have
asignificantimpact on the increase in the average risk weight in
Spain. However, a higher capital requirement for operational risk
may prove to be a challenge for the Polish banking sector.

“Banks agree to end action against Croatia in loan conversion
dispute”, Reuters, February 2021.

The Polish Financial Supervision Authority, 2023.

Reuters, “Top EU court backs Polish consumers over Swiss Franc
mortgages”, October 2019.

The Polish Financial Supervision Authority, 2023.

Financial Conduct Authority, 2023.

“PPl scandal hits £50bn after claims rise at Lloyds and Barclays”,
Financial Times, 9 September 2019.

Clayton Rose, Aldo Sesia, “Barclays and the LIBOR Scandal’,
Harvard Business Review, January 2013.

Economist, “The end of LIBOR”, September 2018.

Bank Guarantee Fund, 2022.

Miklés Dietz, Attila Kincses, Archana Seshadrinathan, Dee Yang,
“Banking on sustainable path”, McKinsey, December 2022.

Ibid.

Ludwik Kotecki et al., “Zielone finanse w Polsce 2022”, Instytut
Odpowiedzialnych Finanséw, UN Global Compact Network Poland,
20292.

Miklés Dietz, Attila Kincses, Archana Seshadrinathan, Dee Yang,
“Banking on sustainable path”, McKinsey, December 2022.

“The Impact Investing Market in the Covid Context”, GIIN 2,2020.
Baléazs Czimer, Miklés Dietz, Valéria Laszl, and Joydeep Sengupta,
“The future of banks: A $20 trillion breakup opportunity”, McKinsey,
December 2022.

Ibid.

Searching for revenues from non-banking operations will help
banks to compensate for falling interest margins due to any
potential interest rate reductions by the National Bank of Poland.
Ibid.

Dow Jones.

Baléazs Czimer, Miklés Dietz, Valéria Laszlo, and Joydeep
Sengupta,”The future of banks: A $20 trillion breakup opportunity”,
McKinsey, December 2022,

Polish Press Agency, 2022.

McKinsey, “Talent in wholesale banking: Building a sustainable
competitive advantage”, May 2019.

Eugeniusz Twardg, ,Talenty nie idg do bankéw”, Puls Biznesu, 16
September 2021.

Randstad, “Jak utrzymac talenty w sektorze bankowym?”, October
2020.






Copyright © McKinsey & Company
www.mckinsey.com/pl

¥ @McKinsey
El @McKinsey

YEARS IN
POLAND
1993

2023



