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PZU, Poland's state-owned insurance giant and owner
of controlling stakes in two listed banks, Pekao and
Alior, in May said it wanted to reexamine its
involvement in the banking assets, but stressed that
divestments were not part of the review. In our view,
one of the ways PZU could minimize risks and
maximize returns on its bank investments would be by
marrying the two institutions. What is more, a merger
of Pekao and Alior would perfectly fit the agenda of
Poland's State Assets Minister, Jacek Sasin, who would
like to see Polish companies from the same or adjacent
sectors consolidate and create national 'champions'
capable of competing with major European rivals.

Our analysis shows that, by combining their assets,
Pekao and Alior would merge into the largest bank in
Poland. The loan portfolio of the 'New Pekao' would
contain only a small share of high-risk CHF-
denominated mortgages, and it would regain its rank
as the #1 corporate bank capable of quickly growing
EPS. As the acquiring party, Pekao can also look
forward to recognizing sizable "badwill' on the
takeover, enough to pay for what would be substantial
costs of post-merger integration (judging by the
example of the Moneta Money-Wustenrot deal).
Ironically, together with Alior Pekao would also be
getting back its former subsidiary, BPH, though in a
streamlined condition.

All in all, a merger with Alior Bank in our view would
create value for the shareholders of Pekao (through a
big EPS boost) as well as the remaining shareholders
of Alior (through an acquisition premium). The one big
question is how PzZU, which currently has a 31.91%
stake in Alior, could approach the transaction so that it
can avoid having to write off goodwiill.

The theoretical M&A deal notwithstanding, we still
consider Pekao an attractive buy opportunity at the
current share price level.

How Would the Deal be Structured

The process of merging Pekao with Alior could prove a
challenge due to PZU's current holdings in Alior (with a share
of 31.91%) and its internal methods of valuation. In the
most likely scenario, Pekao would hold a tender offer
for Alior's shares to reach a 66% stake, which PZU
would not accept.

We assume Pekao would offer a premium of 23% over
Alior's market price (the same as recently paid by another
state-owned company, the petroleum producer PKN Orlen,
for shares in the state power utility Energa) to make a total
deal price of approximately PLN 1.76bn - an amount
close to Pekao's undistributed profit for FY2019 and well
below its current surplus of about PLN 9bn (PLN 7bn
T1). With only 20% of the 2019 retained earnings included
in the capital surplus, this would leave a generous reserve for
a potential future dividend distribution.

The big question is how Pekao would handle the next phase
of the transaction in such a way as to not have to mark-to-

market the Alior stake. One solution would be to form a
special-purpose vehicle, and another would be to swap Alior's
shares for Pekao's. However before PZU can acquire more
shares in Pekao over and above the current 20% stake, its co
-shareholder in the bank, the state-run fund PFR, holding
12.80%, would have to sell a portion of its securities, most
likely through an accelerated book building process, in order
to avoid attaining a 33% joint investment and having to
make the mandatory tender offer to reach 66% required
under Polish law.

In summary, we believe Pekao can afford to buy Alior
Bank even at a substantial premium over the current
market value.

Estimated price and badwill on acquisition of Alior
Bank by Pekao (PLN m)

Premium#* 10% 23% 30% 40%
Price of a 100% stake 2,382 2,663 2,815 3,031
Price of a 66% stake 1,572 1,758 1,858 2,001
Implied P/B 0.35 0.39 0.41 0.44
Maximum Badwill 4,491 4,210 4,058 3,842

Source: mBank *Over per-share market value of PLN 16.75

Badwill — the Cherry on Top

The European Central Bank recently signaled that that it
wants to make consolidation processes easier for banks,
among others through more favorable treatment of badwill
and its recognition as capital. In Poland, badwill has recently
featured in the takeover of Deutsche Bank Poland by
Santander, and in Alior's acquisition of BPH.

The badwill generated by the Pekao-Alior transaction
at the high end could be as much as PLN 4bn (though it
will probably be less than that) given Alior's current low
valuation. However the actual final amount recognized by
Pekao would have to be reduced by dissynergies and
impairment of other intangible assets (e.g. brand names).
Pekao could use the bargain acquisition gains to pay the
costs of post-merger integration, which we estimate close to
PLN 1bn, and to increase provisioning against Alior's credit-
impaired portfolio to bring the current loan loss provision
ratio of 49% up to match Pekao's 67% - a one-time charge
of an estimated PLN 1.6bn.

IFRS 9 "Stage 3" loans and loan loss provisioning as of
31 March 2020 (PLN m)

Provisions/

Charge-offs Stage 3

Loans

Alior 8,994 4,397 49%
Pekao 8,302 5,571 67%

Source: mBank

An EPS-boosting deal

Assuming no equity raise, by merging with Alior,
Pekao stands to increase its 2021E EPS by 14% (based
on our current forecasts which take into account the latest
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interest cuts and low cost of risk) and by a further 18% in
2022. In an extremely optimistic scenario where the merged
bank can achieve half of the average cost and revenue
synergies generated by recent bank M&A deals in 2021, and
reach 100% of the average in 2022, the respective annual
EPS estimates would increase by 43% and 58%. These
estimates also assume Pekao would follow the example of
Moneta Money Bank and pay for post-merger integration
costs from badwill. Even with lower cost synergies
(PLN 579m gross), the New Pekao's future EPS would still
grow at very impressive annual rates of 39% in 2021
and 53% in 2022,

EPS estimate for merged Pekao

(PLN m) 2021E 2022E
Net interest income 7,305 7,988
Non-interest income 3,792 3,954
Total income 11,096 11,942
Costs 5,417 5,481
Operating income before provisioning 5,680 6,462
Provisioning 2,488 2,134
Pre-tax income 3,191 4,328
Tax 723 980
Minority interests -2 -2
Net income 2,466 3,346
Bank tax 824 874
Net income 1,642 2,472
Synergies

- Lower financing costs 123 246
- Operating costs 292 584
Net income after synergy 2,057 3,302
Current EPS of Pekao 5.5 8.0
EPS of Pekao + Alior 6.3 9.4
EPS incl. synergies 7.8 12.6
EPS growth post merger +14% +18%
Post-merger EPS incl. synergies +43% +58%

Source: mBank

How We Calculate Synergies

Estimated post-merger integration costs and synergies
generated by recent Polish bank M&A deals*

Integration Cost

Costs Synergy

BZ WBK + Kredyt Bank -1.15% 0.83%
PKO BP + Nordea -0.65% 0.70%
Alior Bank + BPH -0.61% 1.18%
BZ WBK + Deutsche Bank -1.72% 0.72%
BNP + Raiffaisen -1.59% 0.88%
Millennium +Eurobank -1.43% 1.34%
Average -1.19% 0.94%
Pekao +Alior (PLN m) -911 721

Source: mBank, *as a % of acquired assets

We use as our reference point the estimated average
integration costs entailed in recent M&A deals between
banks operating in Poland, which we put very roughly at
1.19% of acquired assets. When applied to the current
assets of Alior, in zloty terms this percentage implies total
post-merger integration costs of about PLN 911m.

When it comes to synergies, we would expect them to fall in
the range of PLN 579-721m, with the top end calculated in

the same way as the integration costs, and the low end
worked out assuming Alior lays off 40% of current staff,
generating payroll savings on top of savings on space
rentals, communications, training, etc., and the elimination
of expenses on IT, marketing, and consulting.

Estimated cost synergies after 40% job cuts

(PLN m) Savings
Payroll 316.4
Rentals 23.5
IT 112.2
Marketing 79.2
Consulting 30.0
Communications 11.6
Training 6.5
Total 579

Source: mBank

Additional Synergies Through Interest Income

There is a noticeable difference in the costs of funds of
Pekao and Alior, defined as interest expenses divided by
average interest-bearing liabilities. To Alior's credit, at 46bps
by Q1 2020 the gap had narrowed considerably compared to
an average of 72bp registered over the past years. With the
potential merger, if the difference were reduced by a half
this would facilitate net savings in the amount of PLN 123m.
Eventually, in a low interest environment the difference in
funding costs could probably be eliminated.

On a related note, according to our calculations the merged
Pekao would have a surplus of deposits over loans
totaling PLN 30bn, about PLN 9bn more than the total
term deposits of Alior.

Another important factor when considering funding costs are
future MREL debt issuances. Banks have to meet final MREL
targets by 2024 by issuing billions in new debt. If we
compare the securities already issued by Pekao and
Alior, we see that Alior is paying nearly twice the risk
premiums of Pekao (as reflected in their respective credit
ratings). The merged bank could probably pay lower interest
on MREL issuances.

New Pekao would have a surplus of deposits over
loans totaling PLN 30bn, about PLN 9bn more than the
total term deposits of Alior
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Funds costs, Alior vs. Pekao
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Coming Back as the No. 1 Corporate Bank

The New Pekao would have assets of PLN 294bn, loans
of PLN 202bn, and deposits of PLN 232bn. Compared to
Poland's current biggest bank by assets, PKO BP, the assets
of the new Pekao would be about PLN 28bn higher.

Pekao's new loan portfolio would consist of PLN 74bn housing
loans (33% of total), PLN 38bn other retail loans (17%), and
PLN 107bn corporate loans (48%). This would give it loan
market shares of 15% overall, of which 15% in corporate
loans (#1), 16% in housing loans (#2), and 13% in other
retail loans (#1). A 15% market share does not look
problematic form an antitrust standpoint.

mBank.pl

The merged Pekao would regain its position as the leader in
corporate banking and in consumer banking.

Pekao's market share potential after Alior merger

MMortgages Retail NML Corporate Total

PKO 25.4% 10.4% 13.4% 16.6%
PEO + ALR 16.0% 12.9% 14.9% 15.0%
PEO 13.5% 5.2% 11.3% 10.8%
SPL 11.4% 10.0% 9.9% 10.4%
ING 10.6% 4.2% 9.0% 8.5%
MBK 9.0% 7.3% 7.0% 7.7%
BNP 4.3% 3.8% 6.8% 5.4%
MIL 8.3% 4.9% 2.7% 4.9%
ALR 2.5% 7.7% 3.6% 4.2%
BHW 0.4% 1.9% 2.0% 1.5%

Source: mBank
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List of abbreviations and ratios contained in the report:

EV - net debt + market value (EV - economic value)

EBIT - Earnings Before Interest and Taxes

EBITDA - EBIT + Depreciation and Amortisation

PBA - Profit on Banking Activity

P/CE - price to earnings with amortisation

MC/S - market capitalisation to sales

EBIT/EV - operating profit to economic value

P/E - (Price/Earnings) - price divided by annual net profit per share
ROE - (Return on Equity) - annual net profit divided by average equity
P/BV - (Price/Book Value) - price divided by book value per share
Net debt - credits + debt papers + interest bearing loans - cash and cash equivalents
EBITDA margin - EBITDA/Sales

OVERWEIGHT (OW) - a rating which indicates that we expect a stock to outperform the broad market
NEUTRAL (N) - a rating which indicates that we expect the stock to perform in line with the broad market
UNDERWEIGHT (UW) - a rating which indicates that we expect the stock to underperform the broad market

Recommendations of Biuro maklerskie mBanku:

A recommendation is valid for a period of 9 months, unless a subsequent recommendation is issued within this period. Expected returns from individual recommendations are as follows:
BUY - we expect that the rate of return from an investment will be at least 15%

ACCUMULATE - we expect that the rate of return from an investment will range from 5% to 15%

HOLD - we expect that the rate of return from an investment will range from -5% to +5%

REDUCE - we expect that the rate of return from an investment will range from -5% to -15%

SELL - we expect that an investment will bear a loss greater than 15%

Recommendations are updated at least once every nine months.

mBank S.A. with its registered office in Warsaw at Senatorska 18 renders brokerage services in the form of derived organisational unit - Brokerage Office which uses name Biuro maklerskie mBanku.

mBank S.A. as part of the Exchange's Analytical Coverage Support Programme (“Programme”, https://www.gpw.pl/eacsp) prepares analytical reports for the following companies: Cognor Holding, Comarch, VRG. These
documents are prepared at the request of Gietda Papieréw Wartosciowych w Warszawie S.A. ("WSE’), which is entitled to copyrights to these materials. mBank S.A. receives remuneration from the WSE for the preparation of
the reports. All documents prepared for the Programme are available at:

https://www.mdm.pl/ui-pub/site/market_and_analysis/analysis_and_recommendations/analytical_coverage_support_programme

This document has been created and published by Biuro maklerskie mBanku. The present report expresses the knowledge as well as opinions of the authors on day the report was prepared. The opinions and estimates
contained herein constitute our best judgment at this date and time, and are subject to change without notice. The present report was prepared with due care and attention, observing principles of methodological correctness
and objectivity, on the basis of sources available to the public, which Biuro maklerskie mBanku considers reliable, including information published by issuers, shares of which are subject to recommendations. However, Biuro
maklerskie mBanku, in no case, guarantees the accuracy and completeness of the report, in particular should sources on the basis of which the report was prepared prove to be inaccurate, incomplete or not fully consistent
with the facts. mBank S.A. bears no responsibility for investment decisions taken on the basis of the present report or for any damages incurred as a result of investment decisions taken on the basis of the present report.

This document does not constitute an offer or invitation to subscribe for or purchase any financial instruments and neither this document nor anything contained herein shall form the basis of any contract or commitment
whatsoever. It is being furnished to you solely for your information and may not be reproduced or redistributed to any other person This document does not constitute investment, legal, accounting or other advice, and mBank
is not liable for damages resulting from or related to the use of data provided in the documents. This document may not be copied, duplicated and/or be directly or indirectly distributed in the United States, Canada, Australia or
Japan, nor transferred to citizens or residents of a state where its distribution may be legally restricted, which does not limit the possibility of publishing materials prepared for the Programme on Cognor Holding, Comarch,
VRG, mBank or WSE websites. Persons who disseminate this document should be aware of the need to comply with such restrictions.

Recommendations are based on essential data from the entire history of a company being the subject of a recommendation, with particular emphasis on the period since the previous recommendation. Investing in shares is
connected with a number of risks including, but not limited to, the macroeconomic situation of the country, changes in legal regulations as well as changes on commodity markets. Full elimination of these risks is virtually
impossible.

Recommendations are based on essential data from the entire history of a company being the subject of a recommendation, with particular emphasis on the period since the previous recommendation.

Investing in shares is connected with a number of risks including, but not limited to, the macroeconomic situation of the country, changes in legal regulations as well as changes on commodity markets. Full elimination of these
risks is virtually impossible.

mBank S.A. bears no responsibility for investment decisions taken on the basis of the present report or for any damages incurred as a result of investment decisions taken on the basis of the present report.
It is possible that mBank S.A. in its brokerage activity renders, will render or in the past has rendered services for companies and other entities mentioned in the present report.

mBank S.A. does not rule out offering brokerage services to an issuer of securities being the subject of a recommendation. Information about any conflicts of interest that may arise in connection with the issuance of
recommendations (should such a conflict exist) is provided below, and it is valid as of the date of the most recent Monthly Report published by Biuro maklerskie mBanku or as of the date of the most recent recommendation
issued for an Issuer, as applicable.

This document was not transferred to the issuers prior to its publication.

mBank S.A. may have received compensation from the following companies in the last 12 months: Alchemia, Alior Bank, Ambra, Amica, Bank Handlowy, Bank Millennium, Bank Pekao, BGZ BNP Paribas, Boryszew, Capital Park,
CD Projekt, Centrum Nowoczesnych Technologii, Ceramika Nowa Gala, CI Games, Echo Investment, Elemental Holding, Elzab, Enea, Energoaparatura, Erbud, Ergis, Erste Bank, Ferrum, GetBack, Getin Holding, Getin Noble
Bank, Globalworth Poland, GPW, Groclin, Helio SA, i2 Development, INDATA, ING BSK, Kruk, LW Bogdanka, MCI Capital, Mennica Polska, Mostostal Warszawa, Netia, Neuca, NWAI Dom Maklerski, Oponeo.pl, OTP Bank, PA
Nova, PBKM, Pfleiderer Group, PGNiG, PKO BP, Polimex-Mostostal, Polnord, Polwax, Poznanska Korporacja Budowlana PEKABEX, Primetech, Prochem, Projprzem, PZU, Raiffeisen Bank International, Rawlplug, Rubicon Partners
NFI, Santander Bank Polska, Seco/Warwick, Skarbiec Holding, Solar Company, Sygnity, Tarczynski, Ten Square Games, TIM, Trakcja, Unibep, Vistal Gdynia, Wittchen, Work Service, YOLO, Zastal, ZUE.

In the last 12 months mBank S.A. has acted as dealer-manager for tender or exchange offers for the shares of: Centrum Nowoczesnych Technologii, Ceramika Nowa Gala, CI Games, Ergis, Globalworth Poland, Helio SA, MCI
Capital, Mostostal Warszawa, NWAI Dom Maklerski, Pfleiderer Group, Primetech.

Asseco Poland provides IT services to mBank S.A.
mBank S.A. has a cash service agreement in place with Pekao and a phone subscription agreement in place with Orange Polska S.A.

mBank S.A., its shareholders and employees may hold long or short positions in the issuers’ shares or other financial instruments related to the issuers’ shares. mBank, its affiliates and/or clients may conduct or may have
conducted transactions for their own account or for account of another with respect to the financial instruments mentioned in this report or related investments before the recipient has received this report.

Copying or publishing the present report, in full or in part, or disseminating in any way information contained in the present report requires the prior written agreement of mBank S.A. Recommendations are addressed to all
Clients of Biuro maklerskie mBanku.

Recommendations are addressed to all Clients of Biuro maklerskie mBanku.

All investment recommendations and strategies issued by mBank S.A. over the last 12 months are available at:
http://www.mdm.pl/ui-pub/site/market_and_analysis/analysis_and_recommendations/fundamental_analysis/recommendations?recent_filter_active=true&lang=en

The activity of mBank S.A. is subject to the supervision of the Polish Financial Supervision Commission.

Individuals who did not participate in the preparation of recommendations, but had or could have had access to recommendations prior to their publication, are employees of Biuro maklerskie mBanku authorised to access the
premises in which recommendations are prepared and/or individuals having to access to recommendations based on their corporate roles, other than the analysts mentioned as the authors of the present recommendations.

This publication constitutes investment research within the meaning of Art. 36.1 of Commission Delegated Regulation (EU) 2017/565.

The compensation of the research analysts responsible for preparing investment research is determined independently of and without regard to the compensation of or revenue generated by any other employee of the Bank,
including but not limited to any employee whose business interests may reasonably be considered to conflict with the interests of the persons to whom the investment research prepared by the Research Department of Biuro
maklerskie mBanku is disseminated. With that being said, since one of the factors taken into consideration when determining the compensation of research analysts is the degree of fulfillment of annual financial targets by
customer service functions, there is a risk that the adequacy of compensation offered to persons preparing investment research will be questioned by a competent oversight body.

For U.S. persons only: This research report is a product of mBank SA which is the employer of the research analyst(s) who has prepared the research report. The research analyst(s) preparing the research report is/are
resident outside the United States (U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject to supervision by a U.S. broker-dealer, and is/are not required to
satisfy the regulatory licensing requirements of FINRA or required to otherwise comply with U.S. rules or regulations regarding, among other things, communications with a subject company, public appearances and trading
securities held by a research analyst account.

This report is intended for distribution by mBank SA only to "Major Institutional Investors" as defined by Rule 15a-6(b)(4) of the U.S. Securities and Exchange Act, 1934 (the Exchange Act) and interpretations thereof by U.S.
Securities and Exchange Commission (SEC) in reliance on Rule 15a 6(a)(2). If the recipient of this report is not a Major Institutional Investor as specified above, then it should not act upon this report and return the same to
the sender. Further, this report may not be copied, duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor.

In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to conduct certain business with Major Institutional Investors, mBank SA has entered
into an agreement with a U.S. registered broker-dealer, Cabrera Capital Markets. ("Cabrera"). Transactions in securities discussed in this research report should be effected through Cabrera or another U.S. registered broker
dealer.

Strong and weak points of valuation used inr
DCF - acknowledged as the most methodologically correct method of valuatlon, it consists in discounting financial flows generated by a company; its weak point is the significant susceptibility to a change of forecast
assumptions in the model.

Relative - based on a comparison of valuation multipliers of companies from a given sector; simple in construction, reflects the current state of the market better than DCF; weak points include substantial variability
(fluctuations together with market indices) as well as difficulty in the selection of the group of comparable companies.

Economic profits - discounting of future economic profits; the weak point is high sensitivity to changes in the assumptions made in the valuation model.

Discounted Dividends (DDM) - discounting of future dividends; the weak point is high sensitivity to changes in the assumptions as to future dividends made in the valuation model.

NAYV - valuation based on equity value, one of the most frequently used method in case of developing companies; the weak point of the method is that it does not factor in future changes in revenue/profits of a company.
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