BANKING OPERATIONS

GENERAL INFORMATION

On 31 December 2004, the banking sector of the Republic of Latvia comprised 22 banks and one branch of a foreign bank (the Latvian branch of Nordea Bank Finland Plc.).  

In March of 2004, the Financial Supervision Authority of the Republic of Estonia issued a licence to the JSC Parex banka for opening a branch in Estonia, thus the JSC Parex banka became the first Latvian bank establishing a branch outside Latvia.

In the 4th quarter of 2004, upon a change in their name, several banks re-registered their licences, namely, the JSC Baltijas Tranzītu banka re-registered its licence to the JSC Baltic Trust Bank, the JSC Latvijas Ekonomiskā komercbanka to the JSC LATEKO BANKA, and the JSC Bank Paritāte to the JSC PARITATE BANKA.

By the end of the reporting period, 52 notifications from the financial sector supervisory authorities of member countries of the European Economic Area were received regarding the intention of banks from these countries to undertake financial services in Latvia without opening a branch (see Table 1). In the reporting year, a notification by a Latvian bank regarding the exercise of the freedom to provide services in the European Union Member States (Sweden and Germany) was sent to the supervisory authorities of the EU Member States.

Table 1

NOTIFICATIONS OF PROVISION OF FINANCIAL SERVICES IN LATVIA 

(at end of period)

	State
	30.06.2004
	30.09.2004
	31.12.2004

	Great Britain
	11
	16
	19

	Germany
	2
	7
	8

	Austria
	1
	4
	8

	Ireland
	1
	4
	5

	Denmark
	1
	1
	2

	France
	-
	2
	3

	Netherlands
	-
	1
	2

	Italy
	-
	1
	1

	Estonia
	-
	1
	1

	Finland
	-
	-
	1

	Hungary
	-
	-
	1

	Luxembourg
	-
	-
	1

	Total
	16
	37
	52


During 2004, the total paid-up capital of banks grew by 24.7%, reaching 383.8 million lats at the end of the year. Within the reporting year, for the purpose of promoting their further development, several banks increased their share capital (the JSC Aizkraukles banka, the JSC Hansabanka, the JSC VEF banka, the JSC LATEKO BANKA, the JSC Latvijas tirdzniecības banka, the JSC Multibanka, the JSC NORD/LB Latvia, the JSC Ogres komercbanka, the JSC Parex banka, the JSC Rietumu Banka, the JSC Trasta komercbanka and the JSC Latvijas Hipotēku un zemes banka). 

In 2004, the share of foreign capital in the paid-up share capital of banks rose by 3.9 percentage points, amounting to 57.8% of the total paid-up capital of banks at the end of the reporting period, compared to 53.9% on 31 December 2003. 

In the 4th quarter of 2004, with the consent of the Financial and Capital Market Commission (hereinafter – the Commission), Sampo Bank Plc acquired 100% of the share capital of the JSC Māras banka. As a result, the number of banks operating as subsidiaries of foreign banks increased to 8 (the JSC Hansabanka, the JSC Latvijas Biznesa banka, the JSC Latvijas tirdzniecības banka, the JSC Latvijas Unibanka, the JSC Māras banka, the JSC NORD/LB Latvia, the JSC PARITATE BANKA, and the JSC Vereinsbank Rīga) and the market share of these banks made up 43.5% of total banking assets at the end of 2004, compared to 41.8% a year earlier. 

During the regular trading session performed at the Riga Stock Exchange on 16 December 2004, the last Government-owned ordinary voting shares of the JSC Latvijas Krājbanka were sold and thus the process of privatisation of this bank practically ended. At the end of the reporting year, the Latvian Government was still the only shareholder of the JSC Latvijas Hipotēku un zemes banka, and its share in total banking assets constituted 4% on 31 December 2004. The share of the Latvian State in the total paid-up capital of banks decreased from 6.5% on 31 December of 2003 to 5.9% on 31 December 2004.

MARKET CONCENTRATION 

An analysis of the level of concentration in a market applies several methods. One of such methods is determining the market share of five largest market participants. The market share of the five largest banks amounted to 62.4% of assets, 73.6% of loans, and 65.9% of deposits at the end of 2004 (compared to 63.1%, 73.4%, and 66.6%, respectively, on 31 December 2003) (See Figure 1). 

Figure 1

MARKET SHARE OF FIVE LARGEST LATVIAN BANKS IN 2000–2004 

(at end of period; %)
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For measuring the level of concentration in the market, the Herfindhal–Hirschman index (HHI)
 is also used. The HHI may vary between 0 and 1 and, in cases where it approaches 1, absolute concentration or monopoly is observed. Market concentration is considered to be moderate where the HHI does not exceed 0.20
. In Latvia, the HHI index for banking assets, loans and deposits has fluctuated minimally over the last years and was 0.102, 0.139 and 0.106, respectively, at the end of 2004, compared to 0.105, 0.140 and 0.112, respectively, on 31 December 2003  (See Figure 2). 

Figure 2

HHI INDEX FOR BANKING ASSETS, LOANS AND DEPOSITS 

(at end of period)
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STRUCTURE OF ASSETS AND LIABILITIES 

In 2004, banking assets grew by 2,133.4 million lats, or 37.3%, reaching 111.6% of the gross domestic product
 or 7,850.1 million lats by the end of the reporting period, compared to 101% on 31 December 2003 (see Figure 3). Though the amount of both loans issued and deposits taken in the reporting year increased, it should be noted that the loan growth rate exceeded the deposit growth rate by 9.4 percentage points. 

Figure 3

ASSETS, LOANS AND DEPOSITS

(at end of period; in millions of lats)
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Upon development of the banking sector, the structure of both banking assets and liabilities changed. In the reporting year, upon an increase in the aggregate loan portfolio of banks by 46%, their share in banking assets grew by 3.3 percentage points and reached 55.8% on 31 December 2004 (compared to 52.5% a year earlier) (see Figure 4).  

In the reporting year, claims on credit institutions rose by 46.1% and their share of the asset structure increased by 1.5 percentage points as a result and amounted to 24.7% at the end of December. At the end of 2004, 72.6% of the claims of banks on credit institutions were claims on credit institutions of OECD countries (compared to 68.1% on 31 December 2003), which reached 1,407 millions lats on 31 December of 2004. A major part, or 64.1% of the claims of banks on credit institutions comprised claims on demand (compared to 72.7% on 31 December 2003).

Though the total amount of investments made by banks in securities during 2004 practically did not change, their share in banking assets fell by 4.2 percentage points and accounted for 11.5% on 31 December 2004, compared to 15.7% a year earlier.   

In 2004, the amount of claims made by banks against the Bank of Latvia significantly rose, i.e. almost by 85%, and their share in assets at the end of December amounted to 2.9%, compared to 2.2% the year before. One of the actual causes of this rapid increase is related to the fact that a decision taken by the Bank of Latvia’s Board of Governors regarding an increase in the norm of required reserves for banks from 3% to 4% has been in effect since 24 July 2004.

Figure 4

STRUCTURE OF ASSETS

(as a percentage)

	                           31.12.2003
	
	                   31.12.2004
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Though the amount of deposits attracted by banks increased by 36.6%, their share in banking liabilities dropped by 0.4 percentage points, accounting for 64.9% on 31 December 2004 (see Figure 5).

In 2004, the amount of liabilities of banks to credit institutions rose by 53.8% and their share in banking liabilities increased as a result, totalling 21.1% at the end of December, compared to 18.9% a year earlier. In the reporting year, most part or 65% of total banking liabilities to credit institutions were liabilities to credit institutions of OECD countries (compared to 62.2% on 31 December 2003) and their share grew by 60.7%. Approximately 72% of this increase in liabilities was comprised of foreign banks’ financing to their Latvian subsidiaries
. At the end of the reporting year, 10.4% of banking liabilities to credit institutions were demand liabilities while 32.4%, liabilities with an original maturity up to one year, 56%, liabilities with an original maturity over one year and 1.2%, liabilities arising from repo transactions, compared to 26%, 39.6%, 32.9% and 1.5%, respectively, on 31 December 2003. 

Figure 5

STRUCTURE OF LIABILITIES

(as a percentage)
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	                               31.12.2004
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LOANS

To ensure the setting up of a database of bank loans and to carry out more stringent supervision of the credit risk of banks and evaluation of the quality of the loan portfolio of banks, the Commission has formulated Regulations on Preparing and Submitting Information on the Loan Portfolio Structure for Banks, which took effect on 23 July 2004, but the information in compliance with the requirements of these regulations was prepared and submitted by banks in full for the first time regarding the situation as of 31 December 2004. The topicality of the regulations is determined by lending development tendencies witnessed by the banking sector in the reporting year. 

In 2004, a total of loans issued to non-banks rose by 46%, i.e. from 3,001 million lats at the end of the previous year to 4,380.6 million lats at the end of the reporting year. By the end of the reporting year, most part, or 86.8%, of the loans issued to non-banks were received by residents. In the reporting year, the ratio of bank loans issued to residents to the gross domestic product
 grew and accounted for 54% at the end of the year, compared to 45.1% on 31 December 2003. 

Loan portfolio by national economy sector

In the reporting year, the amount of loans issued to the national economy grew by 624.8 million lats, or 35.1%, reaching 2,406.2 million lats by the end of the year. The largest amount of loans was issued to such national economy sectors as trade, real estate transactions, financial intermediation and manufacturing industry, which received 18.5%, 16.8%, 16.4% and 15.5%, respectively, of total loans granted to national economy sectors, compared to 20.3%, 12.3%, 15.8% and 14.8%, respectively, on 31 December 2003 (see Figure 4). Real estate transactions and construction were sectors where the amount of issued loans grew most rapidly in 2004, i.e. by 84.7% and 56.6%, respectively (see Figure 6).
Figure 6

SHARE OF LOANS ISSUED TO NATIONAL ECONOMY SECTORS OF BANKING ASSETS AND ANNUAL GROWTH RATE OF SUCH LOANS 

(31.12.2004;%)
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Loan portfolio, broken down by borrowers (residents)  

Though the amount of loans issued to private undertakings (residents) in the reporting year increased by 532.9 million lats, or 37.8%, their share in a total of loans issued to residents in 2004 continued to gradually decrease and made up 51.1% at the end of the reporting year, compared to 53.1% a year earlier.  The amount of loans issued to private persons during the reporting year grew by 567.2 million lats, or 76.3%, compared to 77.1% during 2003; their share in total loans issued to residents, in turn, rose to 34.5%, compared to 28% on 31 December 2002  (see Figure 7). 
Figure 7

SECTORAL BREAKDOWN OF BORROWERS 

(as a percentage)
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	                               31.12.2004
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Loan portfolio of private persons (residents)  

In 2004, the amount of loans issued anew to private persons reached 1.032 million lats, incl. loans for housing (579 million lats) and consumer loans (188 million lats) (see Figure 8). 67.8% of a total of loans issued to private persons by the end of 2004 were loans for housing (compared to 65.5% on 31 December 2003). During the reporting year, their amount rose by 82.5% (compared to 104.9% during 2003) and totalled 888.2 million lats at the end of December. At the end of 2004, the average loan amount for housing, reconstruction and renovation per one borrower was 11.2 thousand lats. The amount of consumer loans issued to private persons in the reporting year increased even more rapidly, or by 95.8%, compared to 65.5% in 2003, and their share in a total of loans issued to private persons by the end of 2004 accounted for 20.4% (compared to 18.4% on 31 December 2003). 

Figure 8

AMOUNT OF LOANS ISSUED TO PRIVATE PERSONS ANEW 

(in millions of lats)
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Loan portfolio, broken down by type of currency
During the reporting year, the breakdown of issued loans by currencies gradually changed. This was fostered by both the increase in refinancing rates (from 3% to 3.5% in March and to 4% in November) which was effected by the Bank of Latvia two times for the purpose of reducing the rapid lending growth, and the pegging of the lats to the euro at the end of 2004, which was practically effected by the Bank of Latvia on 30 December, by determining the exchange rate of the euro against the lats as follows: 1 euro = 0.7028 lats, subject to a fluctuation within a range of (1%. 

Since the beginning of 2004, of total loans issued to residents, the share of loans issued in both lats and US dollars had decreased (by 4.8 and 6.9 percentage points, respectively), totalling 39.1% and 28.5%, respectively, on 31 December 2004, whereas the share of loans issued in euros in 2004 grew by 13 percentage points, reaching 32% on 31 December 2004 (see Figure 9). Deposits to non-residents were mostly issued in US dollars (67.7%) and euros (28.9%), compared to 65.4% and 28.4% on 31 December 2003. 

Figure 9

LOAN PORTFOLIO OF RESIDENTS, BROKEN DOWN BY CURRENCY 
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LOAN PORTFOLIO BY TYPE OF LOAN
In the reporting year, mortgage lending was still the key type of lending. The amount of issued mortgage loans
 had increased by 625.9 million lats or 77.6% since the beginning of 2004 and their share in total loans issued by the end of December amounted to 33.2% on 31 December 2004, compared to 27.9% a year earlier. Commercial loans (for the increase of current assets of undertakings) and industrial loans (for the acquisition of fixed assets and financing of long-term investment projects) also comprised a significant share of the total loan portfolio of banks. Their share in the loan portfolio accounted for 28.4% and 19.5%, respectively, at the end of December, compared to 31% and 20.9%, respectively, on 31 December 2004 (see Figure 10).  

Figure 10

TYPES OF LOANS AND THEIR ANNUAL GROWTH RATE 

(31.12.2004;%)
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Term structure of the loan portfolio 

In 2004, changes in the term structure of loans continued. Upon an increase in long-term loans by 66.3%, their share in the total loan portfolio reached 47.3% on 31 December 2004, compared to 41.6% the year before. Though in the reporting year the amount of medium- and short-term loans grew, their share of the loan portfolio shrank, i.e. by 2 percentage points for medium-term loans, 2.9 percentage points for short-term loans and 0.9 percentage points for demand loans, making up 36.1%, 13.4% and 3.1%, respectively, on 31 December 2004 (see Figure 11). 

Figure 11

TERM STRUCTURE OF THE LOAN PORTFOLIO 
(as a percentage)
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Quality of the loan portfolio
With the increase in the lending volume, the loan quality did not substantially change. By the end of the reporting period, banks had assessed 98% of the loan portfolio as standard while 0.9%, as close-watch, compared to 97.7% and 1% on 31 December 2003. Though the volume of non-performing loans (substandard, doubtful, or lost) in the reporting year rose by 8.1 million lats or 19.7%, their share in a total of loans granted to non-banks diminished and totalled 1.1% at the end of 2004, compared to 1.4% a year earlier (see Figure 12). Upon an increase in the lending volume, banks implemented prudent loan appraisal policies and continued to increase the amount of specific provisions for claims on non-banks. Their amount reached 48.8 million lats by the end of the reporting period, thus covering 99.1% of the amount of non-performing loans, compared to 89.4% on 31 December 2003. During the reporting year, the ratio of specific provisions for non-banks to total loans issued to non-banks did not materially change and was 1.1% on 31 December 2004 as compared to 1.2% the year before.

Figure 12

DYNAMICS OF NON-PERFORMING LOANS 

(as a percentage of total loans)
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When issuing loans, banks evaluate solvency of borrowers and, according to the usual practice, the client’s monthly payment does not exceed 40% of his/her monthly revenues. To assess the banking practice in evaluating solvency of borrowers, in October of 2004, the Commission conducted a survey on major banks for the purpose of determining the monthly debt payment-to-income ratio for borrowers (private persons) of the recent 200 mortgage loans issued by said banks. Data received attested that 80% of the borrowers’ monthly loan payments did not exceed 30% of their monthly income.  

DEPOSITS

In 2004, the amount of deposits increased by 1,363.8 million lats or 36.6%, amounting to 5,094.3 million lats at the end of the year. 

In the reporting year the amount of resident deposits grew 2 percentage points slower than that of non-resident deposits (by 35.5% and 37.5%, respectively), and the share of residents of total deposits slightly dropped as a result and made up 46%, compared to 46.4% on 31 December 2003. The share of deposits by private persons in a total of resident deposits increased by 37.2% and their share reached 53.2% on 31 December 2004, compared to 52.5% a year earlier (see Figure 13). On 31 December 2004, of total deposits taken from residents, 61.7% were deposits in lats while 21.4%, in euros, 16.1%, in US dollars, compared to 63.4%, 10.9% and 24.9% on 31 December 2003.

Figure 13
SECTORAL BREAKDOWN OF DEPOSITORS (RESIDENTS) 

(as a percentage)
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	                               31.12.2004
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In the reporting year, deposits by private undertakings retained the largest share of total non-resident deposits, totalling 92% on 31 December 2004, compared to 90% the year before. Of total deposits taken from non-residents, most part or 77.6% were deposits in US dollars (compared to 78.6% on 31 December 2003). 

Upon an increase in total deposits, the term structure of deposits slightly changed. Demand deposits prevailed in a total of deposits and their share accounted for 72.2% on 31 December 2004 as compared to 73.2% the year before. The amount of deposits with an agreed maturity of up to one year grew most rapidly, i.e. by 53.3%, and their share reached 22.5% on 31 December 2005 as compared to 20.1% the year before. In 2004, the amount of long-term deposits (with an agreed maturity of more than five years) shrank from 0.8% at the beginning of the year to 0.5% at the end of the year. 

PERFORMANCE INDICATORS

In 2004, banks earned a profit of 116 million lats (after tax)
 or 62.2% more than in the previous year when their profit totalled 71.5 million lats7. For the purposes of analysing performance indicators of banks, they are broken down into three groups by asset size
. As the banks are under constant development, the number of banks in each group may vary.  Thus, in the reporting period, group I included four large-size banks while group II, ten average-size banks and group III, eight small-size banks.

Profitability Indicators (ROA and ROE)
As the profits earned by banks in 2004 grew much more rapidly than the volume of assets and capital and reserves, i.e. by 62.2%, 37.3% and 30.6% respectively, then, both the return on assets (ROA)
 and the return on equity (ROE)
 slightly rose and accounted for 1.7% and 21.4%, respectively, at the end of the year, compared to 1.4% and 16.7%, respectively, on 31 December 2003. 

When comparing ROA and ROE for groups of banks, it is evident that these indicators during the reporting year improved for the banks of both group I and group II, that is, the average return on assets for the banks of group I increased from 1.6% to 2.06%, while for the banks of group II, from 1.2% to 1.36%, whereas the average return on equity for the banks of group I rose from 18.02% to 23.38% while for the banks of group II, from 14.66 to 18.93%. The average return on both assets and equity for the banks of group III, or the so-called small-size banks, decreased, i.e. ROA from 1.64% to 1.22% while ROE, from 10.07% to 9.21%. In most cases, larger banks in terms of assets have higher ROA and ROE and vice versa for banks with a smaller volume of assets these indicators are lower, i.e. at the end of the reporting year ROA for the banks of group I ranged from 1.25% to 2.77% while for the banks of group II, from 0.62% to 2.26% and for the banks of group III, from 0.57% to 1.82%. ROE, in turn, ranged from 13.62% to 39.12% for the banks of group I, from 6.86% to 37.14% for the banks of group II and from 4.91% to 21.73% for the banks of group III (see Figure 14). 

Figure 14

PROFITABILITY INDICATORS (ROA AND ROE) BY GROUPS OF BANKS 

(as a percentage)
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Income and Expense Structure 

The lending growth rate in 2004 slightly changed also the income and expense structure for banks. Upon an increase in income from interest on loans issued to non-banks by 38%, its share in total banking income continued to grow (by 3.9 percentage points) and totalled 43.3% at the end of the year. The second major source of income for banks was fee and commission income, though its volume in the reporting year rose by 19.7%, its share in total income slightly dropped and accounted for 24.4% on 31 December 2004, compared to 25.6% a year earlier (see Figure 15). 

Figure 15

INCOME STRUCTURE

(as a percentage)
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In 2004, upon an increase in banking administrative expenses by 19.2%, their share in total banking expenses rose by 0.7 percentage points, reaching 44.3% by the end of the year. A major part (57.4%) of administrative expenses comprised other expenses
, whereas expenses related to staff remuneration amounted to 39.8% on 31 December 2004, compared to 58.9% and 38%, respectively, a year earlier. 

In the reporting year, one of the major banking expense items was comprised of interest expenses. A major part (56%) of interest expenses at the end of the year comprised interest expenses on non-bank deposits while 25.7%, interest expenses on liabilities to credit institutions (compared to 60.3% and 21.7% on 31 December 2003). Since the volume of both liabilities of banks to credit institutions and attracted deposits significantly rose (by 53.8% and 33.6%, respectively) in 2004, interest expenses on these attracted funds also increased (51.2% and 18.3%) and a share of total interest expenses in the banking expenses reached 28% (compared to 25.8% on 31 December 2003) (see Figure 16).

In 2004, the growth rate of the banking profit resulting from financial activity was significantly higher than that of banking administrative expenses, that is, they grew by 27% and 19.2%, respectively, and the financial efficiency ratio
 for banks improved, accounting for 51.5% on 31 December 2004 as compared to 56.1% the year before.
Figure 16

EXPENSE STRUCTURE 

(as a percentage)

	                   31.12.2003
	
	                                 31.12.2004
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EXPOSURES FOR BANKS  

Credit Risk and Market Risk 

The Commission’s Regulations for Calculating Capital Adequacy, which substituted for the former Regulations for Calculating Capital Adequacy of Banks and Brokerage Companies, came into effect on 26 November 2004. To promote the competitiveness of Latvian banks in the EU financial markets, the minimum capital adequacy
 for banks was changed from 10% to 8% as of November of 2004. 

The amount of a bank’s capital required for hedging against credit risk and market risks is determined by capital adequacy requirements. Though a total of capital requirements for banks increased by 27.5% as from the beginning of 2004 to the end of September, reaching 471.5 million lats by the end September, upon coming into effect of the requirement of the Credit Institution Law regarding decreasing the minimum capital requirements for banks to 8%, a total of capital requirements for banks had diminished to 401.3 million lats by the end of December. At the end of 2004, most part, or 97.4% of all capital adequacy requirements for Latvian banks comprised capital requirements for the credit risk inherent in the banking book, whereas a total of market risk capital requirements constituted only 2.6% (compared to 96.5% un 3.5%, respectively, on 31 December 2003) (see Figure 17). 

Figure 17

CAPITAL ADEQUACY REQUIREMENTS AND EQUITY

(in millions of lats)
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 In 2004, the ratio of banks’ risk-weighted assets to banks’ equity changed, and the capital adequacy ratio for the banking sector ranged from 12.5% on 31 March 2004 to 11.6% 
30 September 2004, totalling 11.7% at the end of the reporting year (the same as in 2003) (see Figure 18).

Figure 18

EQUITY, VALUE OF RISK-WEIGHTED ASSETS AND CAPITAL ADEQUACY RATIO FOR BANKS  

(in millions of lats; %)
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In the reporting year, the capital adequacy ratio for groups I and III slightly decreased and at the end of December this ratio was as follows: 10.6% (ranging from 10% to 12.1%) for group I while for group III, 21% (ranging mostly from 15% to 24.8%), except for one bank whose capital adequacy ratio was 40.3%, compared to 11.2% and 24.7%, respectively, on 31 December 2003. The capital adequacy ratio for group II slightly rose during the year, reaching 12.9% on 31 December 2004 (ranging from 9.2% to 18.4%), compared to 11.1% a year earlier.

Figure 19

CAPITAL ADEQUACY RATIO FOR GROUPS OF BANKS 
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(as a percentage)

Liquidity risk

In 2004, as the growth rate of liquid assets
 and current liabilities
 for banks changed, the liquidity ratio for the banking sector increased, reaching 58.1% on 31 December 2004, compared to 57.9% the year before (credit institutions must maintain adequate liquid assets in sufficient amounts, but not less than 30% of total current liabilities) (see Figure 20). 

Figure 20

LIQUID ASSETS, CURRENT LIABILITIES AND LIQUIDITY RATIO FOR BANKS 
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Like the capital adequacy ratio, differences in the liquidity ratio among groups of banks were observed. The smaller the bank in terms of asset volume, the higher its liquidity ratio and vice versa, that is, this ratio is comparatively lower for the banks with a higher volume of assets. At the end of the reporting year, the liquidity ratio for group I was 47.9% (between 32.9% and 65%) while for group II, 71% (between 37.7% and 78.2%), with the exception of two banks whose liquidity ratio was 104.1% and 125.1%, respectively, and for group III, 84.3% (mainly between 63.2% and 92.6%, with the exception of one bank whose capital adequacy ratio was 124%, compared to 47.1%, 76.3% and 70.3%, respectively, on 31 December 2003 (see Figure 21). 

Figure 21
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Interest rate risk 

In their day-to-day operations banks are vulnerable also to interest rate risk that might exert an unfavourable influence on the bank’s profits and economic value, i.e. banks are subject to interest rate risk. On 6 August 2004, to determine the minimum requirements for managing the interest rate risk inherent in balance and off-balance sheet positions included in the banking and trading book, the Commission’s Regulations for Managing the Interest Rate Risk and Preparing a Report on the Term Structure of Interest Rate Risk came into effect, pursuant to which banks submitted to the Commission such reports for the first time regarding the last quarter of 2004.

At the end of 2004, 84.8% of banking assets and off-balance sheet long positions and 74.6% of liabilities and off-balance sheet short positions were vulnerable to interest rate changes (i.e. assets/liabilities and off-balance sheet positions whose market value changes are dependent on interest rate changes). The term structure of assets/liabilities and off-balance sheet positions vulnerable to interest rate changes shows that most part of assets and liabilities, i.e. 43.5% and 58.9%, respectively, on 31 December 2004, were assets and liabilities with a residual maturity of up to one month (see Figure 22).

Figure 22

TERM STRUCTURE OF ASSETS/LIABILITIES AND OFF-BALANCE SHEET POSITIONS VULNERABLE TO INTEREST RATE CHANGES 

(on 31 December 2004; %)
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Banking consolidation groups 
At the end of 2004, 10 banks registered in Latvia were managed by groups subject to consolidated supervision (JSC Hansabanka, JSC Latvijas Unibanka, JSC Multibanka, JSC Nord/LB Latvia, JSC Parekss Banka, JSB Paritāte, JSC Rietumu banka, JSC Trasta komercbanka, JSC VEF banka and State JSC Latvijas Hipotēku un zemes banka), which had 40 subsidiaries in total, incl. 13 leasing companies, five investment brokerage firms, three investment management companies, two banks, two pension funds, two insurance companies, five auxiliary undertakings and eight other financial institutions (see Table 2).

Table 2

TYPES OF ACTIVITY OF SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS 

	Type of subsidiary
	31.12.2003
	31.12.2004

	
	in total
	incl. foreign
	in total
	incl. foreign

	Leasing companies (LEC)
	9
	2
	13
	3

	Investment companies (IVC)
	3
	-
	-
	-

	Investment brokerage firms (IBF)

	-
	-
	5
	3

	Investment management companies (IMC)16
	-
	-
	3
	-

	Banks (BNK)
	1
	1
	2
	2

	Pension funds (PFU)
	1
	-
	2
	-

	Insurance companies (ISC)
	2
	1
	2
	1

	Auxiliary undertakings (AUU)
	4
	3
	5
	3

	Other financial institutions  (OFI)
	14
	5
	8
	4

	In total
	34
	12
	40
	16


In the reporting period, investments by Latvian banking groups were mostly made in subsidiaries registered in Latvia (25) and Lithuania (5), as well as in subsidiaries registered in Cyprus (2), Russia (2), Ukraine (2), the US (1), the Great Britain (1), Estonia (1), Switzerland (1) and Antilles (1) (see Table 3). 

Table 3

SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS

	Banks and their subsidiaries
	Type of company
	State

	JSC Hansabanka
SIA Hansa Līzings

JSC IMC Hansa Fondi
SIA Hansabankas Centrālā ēka

MM Līzings

SIA Baltijas Autolīzings

SIA Baltijas Apdrošināšanas Brokers

SIA Hansa atklātais pensiju fonds
	LEC
IMC

AUU

LEC
OFI

PFO
	Latvia

Latvia

Latvia

Latvia

Latvia

Latvia

	JSC Latvijas Unibanka
SIA Unilīzings

SIA Investīciju sabiedrība Optimus fondi
	LEC
IMC
	Latvia

Latvia

	JSC Multibanka
JSC Multilīzings
	LEC
	Latvia

	JSC Nord/LB Latvia
JSC Nord/LB Līzings
	LEC
	Latvia

	JSC Parex banka
JSC Parex Asset Management
JSC Parex ieguldījumu pārvaldes sabiedrība
M.B.M. Investments Limited Liability Company

Regalite Holdings Limited  

JSC Parex Bank 

SIA Parekss līzings

JSC Parekss atklātais pensiju fonds
Closed JSC Baltic Polis

Parex Group Representation Limited

Parex Leasing &Factoring, OU 

Parex Asset Management

SIA Aktīvu pārvaldīšanas kompānija un pensiju fondu administrators Parex Asset Management Ukraina

Parex Global Opportunities Fund B.V.

Closed JSC Parex faktoringas ir Lizingas
Closed JSC Parex investiciju valdymas
AP Anlage & Privatbank AG

Closed JSC Financial Company Parex Capital Ukraine

Closed JSC Parex Lizingas
JSC Parekss apdrošināšanas kompānija
JSC Parex
	IBF
IMC

AUU

AUU

BNK

LEC
PFU

ISC

AUU

LEC
IBF
IBF

OFI

LEC
IBF

BNK

OFI

LEC
ISC

OFI
	Latvia

Latvia

ASV

Cyprus

Lithuania

Latvia

Latvia

Lithuania

Great Britain Estonia

Russia

Ukraine

Antilles

Lithuania

Lithuania

Switzerland

Ukraine

Lithuania

Latvia

Latvia

	JSC PARITATE BANKA
SIA Paritāte Līzings

SIA DIGIPRO
	LEC
AUU
	Latvia

Latvia

	JSC Rietumu Banka
JSC RB securities IBS

RB Securities Limited 

AAS Ekoseif-Invest
	IBF

CFI

CFI
	Latvia

Cyprus

Russia

	JSC Trasta komercbanka
SIA TKB Līzings
	LEC
	Latvia

	JSC VEF banka
SIA Veiksmes līzings
	LEC
	Latvia

	JSC Latvijas Hipotēku un zemes banka
JSC Hipolīzings
JSC Hipotēku bankas finanšu konsultāciju centrs
JSC Hipotēku bankas nekustamā īpašuma aģentūra
	LEC
OFI

OFI
	Latvia

Latvia

Latvia


The ratio of the equity of banking consolidation groups to the total of groups’ risk-weighted assets and off-balance sheet positions (capital adequacy) may not be less than 8%. At the end of 2004, for all banks subject to consolidated supervision, the average capital adequacy ratio calculated based on individual financial statements of banks (14.32%) was still slightly higher than that calculated based on consolidated financial statements of banking groups (14.17%) (compared to 12.83% un 12.64%, respectively, on 31 December  2003). 
Financial Holding Companies Included in Consolidation Groups 

In the reporting year, the JSC Akciju komercbanka Baltikums, the responsible bank of a financial holding group, was also subject to consolidated supervision. The said financial holding group comprises the JSC Baltikums Bankas Grupa, a financial holding company registered in the Republic of Latvia, and its three subsidiaries (See Table 4). 
Table 4

SUBSIDIARIES OF FINANCIAL HOLDING COMPANIES INCLUDED IN CONSOLIDATION GROUPS 

	Subsidiaries
	Type of undertaking
	State

	JSC Baltikums Bankas Grupa
JSC Akciju komercbanka Baltikums
JSIC Baltikums Asset Management  

SIA Baltikums Līzings
	BNK

IMC

LEC
	Latvia

Latvia

Latvia
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� Herfindhal-Hirschman index (HHI) – sum of the squares of the market shares of individual companies.


�      


N – number of companies;


MS – market share of individual companies.


� Data published in the Internet home page of the International Monetary Fund (IMS "Compilation Guide on Financial Soundness Indicators") on 30 July 2004 (www.imf.org).


� Latvia’s GDP in the first three quarters of 2004 was 7,033.9 million lats, according to updated data published in the Internet home page of the Central Statistics Board of the Republic of Latvia.





� The Bank of Latvia has determined that liabilities of banks to foreign banks shall be included in the calculation of the norm of required reserves for banks as of January of 2005. 


� Latvia’s GDP in the first three quarters of 2004 was 7,033.9 million lats, according to updated data published in the Internet home page of the Central Statistics Board of the Republic of Latvia. 





� Mortgage loans – loans issued to clients against mortgage for the acquisition of real estate, construction or reconstruction.


� Non-audited data.


� Group I comprises banks with assets exceeding 500 million lats while Group II, from 100 to 500 million lats and Group III, up to 100 million lats. The breakdown of banks into groups does not include data of foreign bank branches. 


� ROA – the ratio of the profit/loss from the beginning of the year (annualised) to assets (average).


� ROE – the ratio of the profit/loss from the beginning of the year  (annualised) to capital and reserves (average).


� Other administrative expenses must include expenses on insurance premiums, business trips, telecommunication and information, computer services, etc.


� Financial efficiency ratio is the ratio of administrative expenses to financial activity profit/loss.


Financial activity profit/loss is the profit/loss before administrative, other expenses and extraordinary income/expense.


� The capital adequacy of a company is the ratio between the company’s own funds and the sum of the risk weighted assets and off-balance sheet items and risk weighted assets and off-balance sheet items. The sum of risk weighted assets and off-balance sheet items shall be calculated as the sum of the capital requirements for market risks multiplied by coefficient 12.5. 








� Liquid assets = vault cash + claims on central banks and other credit institutions + fixed-income debt securities of central governments.


� Current liabilities – claim liabilities and liabilities with a residual maturity of not more than 30 days.


� During previous periods they were included in other subsidiary types. 
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