BANKING OPERATIONS

GENERAL INFORMATION

On 31 December 2002, there were 22 banks in the Republic of Latvia and one branch of a foreign bank (the Latvian branch of Nordea Bank Finland Plc.).

In the 4th quarter of 2002, the total paid up share capital of banks grew by 7.6% and reached 283.7 million lats at the end of the year. 

Within the reporting year, the share capital was increased by seven banks (the JSC Aizkraukles banka, the State JSC Latvijas Hipotēku un zemes banka, the JSC Hansabanka, the JSC Akciju komercbanka Baltikums, the JSC Reģionālā investīciju banka, the JSC Rietumu banka and the JSC Parex Bank). The breakdown of the JSC Parex Bank’s shareholders into residents and non-residents substantially changed. 

Within 2002, the share of foreign capital in the paid-up capital of banks dropped by 13.4 percentage points and comprised 54.4% at the end of the year (on 31 December 2001 – 67.8%). In the reporting year, the number of banks in which foreign shareholders own more than 50% of capital decreased and, as a result, there were nine such banks on 31 December 2002 (on 31 December 2001 – 10). 

Six banks were subsidiaries of foreign banks (the JSC Hansabanka, the JSC Latvijas Unibanka, the JSC Vereinsbank Rīga, the JSC Latvijas Biznesa banka, the JSC Pirmā banka, the JSC Paritāte), and the market share of these banks made up 37.8% of total banking assets on 31 December 2002.

The State of Latvia was still the only owner of the JSC Latvijas Hipotēku un zemes banka, and its share in total banking assets constituted 4% on 31 December 2002. The share of capital owned by the State in the JSC Latvijas Krājbanka remained at 32.1%.

At the end of 2002, the market share of five major banks accounted for 65.3% of assets, 73.7% of loans and 68.4% of deposits (at the end of 2001 – 66.2%, 73.1% and 69.0%, respectively) (See Fig. 1).

Figure 1

MARKET SHARE OF FIVE MAJOR LATVIAN BANKS IN 1999 –2002 

(at end of period; %)
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STRUCTURE OF ASSETS AND LIABILITIES

In 2002, assets of banks rose by 964.0 million lats, or 27.9%, and reached 4 422.5 million lats on 31 December 2002 (see Fig. 2). 

Figure 2

ASSETS

(at end of period; in millions of lats)
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Upon development of the banking sector, the structure of banking assets changed (See Fig. 3). In  2002, upon an increase in loans by 29.9%, their share in banking assets grew from 47.3% at the end of 2001 to 48.1% on 31 December 2002. The claims on credit institutions in terms of share constituted the second largest item of banking assets, i.e. 25.2%. The amount of claims made by banks on Latvian credit institutions increased by 44.5% while the amount of claims on credit institutions of OECD countries, by 29.5%, reaching respectively 143.2 million lats and 898.4 million lats at the end of the reporting year. In the reporting year, upon an increase in investments made by banks in securities by 22.1%, their share in banking assets fell by 0.9 percentage points and accounted for 16.3% on 31 December 2002.    

Figure 3. 

STRUCTURE OF ASSETS
(as a percentage)

	                           31.12.2001
	
	                   31.12.2002
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In 2002, the structure of banking liabilities slightly changed (see Fig.4). Deposits were the largest source of funds attracted by banks. Upon an increase in their amount by 31.8%, reaching 3 070.3 million lats, the share of deposits in banking liabilities amounted to 69.4% on 31 December 2002 (67.4% – on 31 December 2001). In terms of share, liabilities of Latvian banks to credit institutions constituted the second largest item of banking liabilities, i.e. 14.4%. The amount of liabilities of banks to Latvian credit institutions grew by 44.7%, while the amount of liabilities to credit institutions of OECD countries grew by 31.7%, reaching respectively 144.5 million lats and 418.4 million lats at the end of the reporting year.  

Figure 4

STRUCTURE OF LIABILITIES
(as a percentage)

	                        31.12.2001
	
	                               31.12.2002
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LOANS

In 2002, a total of loans issued by banks rose by 29.9%, i.e. from 1 635.7 million lats at the end of 2001 to 2 125.1 million lats on 31 December 2002 (by 50.5% – in 2001).

Of total loans, 88.9% were issued to borrowers-residents. The Latvian national economy was actively engaged in borrowing. The amount of loans issued to private enterprises (residents) grew by 26.7%, reaching 1 056.3 million lats at the end of the reporting year, or 55.9% of total loans issued to residents (on 31 December 2001 – 59.3%). The largest amount of loans from the total residents’ portfolio as of 31 December 2002 was issued to the following national economy sectors: trade – 21.9%, manufacturing industry – 16.4%, financial intermediation – 17.4% of the loan portfolio of residents.

In the reporting year, the amount of loans issued to financial institutions (residents) (insurance companies, pension funds, financial leasing companies, brokerage firms, etc.) increased by 33.1%, totalling 241.1 million lats, or 12.8% of total loans issued to residents at the end of the year (on 31 December 2001 – 12.9%). 

In 2002, the amount of loans issued to private persons (residents) increased rapidly – by 75.8%, reaching 419.8 million lats, or 22.2% of a total of loans issued to residents, on 31 December 2002 (on 31 December 2001 – 17.0%). Major part of the loans issued to private persons (residents) – 56.6% – was issued for housing (on 31 December 2001 – 51.8%) while 19.7%, for consumption (on 31 December 2001 – 27.5%).  When compared to the respective period of the previous year, the amount of loans issued for housing increased by 91.9%, totalling 237.6 million lats on 31 December 2002.  

In 2002, banks provided loans mainly for the current asset increase. Of total loans, 37.1% were commercial loans. The share of industrial loans provided for the financing of current asset acquisition and long-term investment projects made up 23.0% of the total loan portfolio.
Mortgage lending continued to develop rapidly. Its growth rate in the reporting year accounted for 72.8%, thus the share of mortgage loans in the banking loan portfolio increased to 19.9%, reaching 411.7 million lats on 31 December 2002 (on 31 December 2001 – 15.2%).

Positive changes in the term structure of loans continued. In the reporting year, the amount of loans with a maturity of more than one year rose by 44.1%, also, long-term loans (5 years and more) increased by 66.4%, totalling 781.6 million lats, or 36.9% of the total loan portfolio, on 31 December 2002 (on 31 December 2001 – 29.0%) (See Fig. 5).
Figure 5
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 TERM STRUCTURE OF LOANS 

Upon an increase in the lending amount, the loan quality did not decrease. At the end of the reporting year, banks had assessed 97.1% of the loan portfolio as standard while 0.9%, as close-watch. The share of non-performing loans (substandard, doubtful, lost) in the total of loans granted to non-banks decreased from 2.8% at the end of 2001 to 2.0% on 31 December 2002 (See Fig. 6). 

At the end of 2002, the ratio of specific provisions for non-banks to a total of loans granted to non-banks was 1.5%.  At the end of the reporting year, specific provisions for non-banks covered 78.1% of the amount of non-performing loans (on 31 December 2001 – 61.7%).

Figure 6

DYNAMICS OF NON-PERFORMING LOANS 
(as a percentage of total loans)
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DEPOSITS

In 2002, the amount of deposits increased by 740.6 million lats, or by 31.8%, reaching 3 070.3 million lats at the end of the year.

In the reporting year, the largest rate of growth of deposits – by 38.1% – refers to non-resident deposits, totalling 54.3% of total non-bank deposits at the end of the year. 88.4% of non-resident deposits were private enterprise deposits. 

In 2002, the amount of resident deposits rose by 25.0% (also, the amount of deposits of private persons grew by 29.5%). In the reporting period, the major share in total deposits of residents was constituted by deposits of private persons – 51.5% – and deposits of private enterprises  – 32.5% (on 31 December 2001 – 49.7% and 33.4%, respectively).

The major share in total deposits was constituted by deposits of private enterprises – 62.9% – and deposits of private persons – 29.5% (on 31 December 2001 – 61.7% and 29.9%, respectively) (see Fig. 7).

Figure 7

DEPOSITS MADE IN BANKS BY SOURCES
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In 2002, deposits with a maturity of more than one year increased by 38.8% and amounted to 210.5 million lats, or 6.9% of total deposits at the end of the reporting period (on 31 December 2001 – 6.5%). At the end of the reporting period, demand deposits retained the largest share in total deposits – 71.9% (on 31 December 2001 – 68.1%). 

PERFORMANCE INDICATORS 

In 2002, the profit of the banking sector totalled 56.3 million lats, i.e. by 13.5% more than in 2001 when the profit reached 49.6 million lats. 

In 2002, major sources of banking revenue were income from the interest on loans issued to non-banks – 40.4% – and fee and commission income – 24.6% of total revenue (at the end of 2001 – 38.3% and 23.1%, respectively). 

In the reporting year, upon an increase in banking administrative expenses by 0.4 percentage points, which was more rapid than that for financial activity profit/loss (by 14.4% and 14.0%, respectively), the financial efficiency ratio (the ratio of banking administrative expenses to net financial activity profit/loss) increased by 0.2 percentage points and was 57.6% on 31 December 2002 (on 31 December 2001 – 57.4%). 

On 31 December 2002, the return on equity (ROE) of banks was 16.4%, or by 2.6 percentage points less than on 31 December 2001. In the reporting year, the return on assets (ROA) of banks ranged from 1.3% to 1.5% and was 1.5% at the end of the year (on 31 December 2001 – 1.5%). 

In 2002, the capital adequacy ratio, which is the ratio of credit institutions’ equity to the sum of risk-weighted assets and off-balance sheet items, decreased compared to the year before. This testifies to increased efficiency in the use of banking capital. On 31 December 2002, the capital adequacy ratio of the banking sector was 13.1% (on 31 December 2001 – 14.2%), which still significantly exceeded the regulatory requirement of 10.0%. 
In 2002, upon a decrease in the number of banks with the capital adequacy ratio above 20% and upon an increase in the number of banks with the capital adequacy ratio under 20%, the breakdown of banks by capital adequacy slightly levelled off (see Fig. 8). 

Figure 8

BREAKDOWN OF BANKS BY CAPITAL ADEQUACY
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When splitting banks into groups according to the amount of their assets, a strong correlation between the capital adequacy ratio of banking capital and banking assets was revealed. In the reporting year, the capital adequacy ratio for banks of group III saw the sharpest changes, which dropped from 42.4% at the end of 2001 to 30.4% at the end of 2002. Within the reporting year, the fluctuations in the capital adequacy ratio for banks of group I were not so sharp (from 11.4% to 11.1%) and the said ratio was significantly lower than that for other banks traditionally, since larger banks usually utilise the resources at their disposal more efficiently and engage in lending more actively (see Fig. 9).   

Figure 9

CAPITAL ADEQUACY RATIO OF LATVIAN BANKS
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In the reporting year, since the current liabilities of banks increased more rapidly than their liquid assets, the liquidity ratio of the banking sector decreased by 3.4 percentage points and was 62.1% on 31 December 2002, which still significantly exceeded the minimum regulatory requirement (the Financial and Capital Market Commission has determined that credit institutions must hold an appropriate amount of liquid assets for meeting liabilities, however, not less than 30.0% of total current liabilities. 

CONSOLIDATED SUPERVISION 

Bank supervision based on consolidated financial statements or consolidated supervision is one of the most important aspects of the banking operation supervision. 
A bank (the responsible bank of a group) must assess risks on the basis of consolidated financial statements, if its parent company is a financial holding company registered in Latvia, or if the bank is the parent company of another credit institution or financial institution, or if the bank, directly or indirectly, owns 20% and more of the share capital or the number of voting shares of another credit institution or financial institution. 
Thus, at the end of 2002, six banking groups managed by banks registered in Latvia  (the JSC Hansabanka, the JSC Latvijas Unibanka, the JSC Parex Bank, the JSC Rietumu banka, the JSC Multibanka and the JSC VEF banka) and one financial holding company group including one financial holding company registered in Latvia (the JSC Baltikums Bankas Grupa) and its three financial subsidiaries (the JSC Akciju komercbanka Baltikums, the Investment JSC Baltikums Asset Management and the JSC Baltikums Līzings)  were subject to consolidated supervision (see Table 1). 

Table 1

SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS 

(31.12.2002)

	JSC Hansabanka
	JSC Latvijas Unibanka
	JSC

Parekss-banka
	JSC Rietumu banka
	JSC Multibanka
	JSC

VEF banka

	JSC Hansa Līzings (Latvia)
	JSC Unilīzings
(Latvia)
	JSC Parex Asset Management (Latvia)
	RB Securities Limited (Cyprus)
	JSC Multilīzings
(Latvia)
	JSC Veiksmes līzings (Latvia)

	Investment Company Hansa Fondi (Latvia)
	JSC Unibankas investīciju sabiedrība (Latvia)
	Investment JSC 

Parekss ieguldījumu sabiedrība (Latvia)
	JSC RB securities (Latvia)
	
	

	JSC Ķīpsalas saules akmens (Latvia)
	
	Closed JSC Financial Company Parex Capital Ukraine (Ukraine)
	AB FMI Baltijos vertybiniai popieriai (Lithuania)
	
	

	MM Līzings (Latvia)
	
	Regalite Holdings Limited (Cyprus)
	JSC Baltijas karšu centrs (Latvia)
	
	

	
	
	JSC Parex Bank (Lithuania)
	
	
	

	
	
	SIA Parekss līzings (Latvia)
	
	
	

	
	
	Non-profit JSC 

Parekss atklātais pensiju fonds (Latvia)
	
	
	

	
	
	Closed JSC

Baltic Polis (Lithuania)
	
	
	

	
	
	Parex Group 

Representation Limited (Great Britain)
	
	
	

	
	
	M.B.M. Investments Limited Liability Company (USA)
	
	
	

	
	
	Closed Joint Company Parex Lizingas (Lithuania)
	
	
	

	
	
	JSC Parekss apdrošināšanas kompānija (Latvia)
	
	
	

	
	
	JSC Parekss (Latvia)
	
	
	


At the end of 2002, these six banking groups subject to consolidated supervision had 25 subsidiaries, including seven leasing companies, three investment companies, one bank, one pension fund, two insurance companies, four auxiliary undertakings and seven other financial institutions (see Table 2).

Table 2

TYPES OF SUBSIDIARIES INCLUDED IN CONSOLIDATION GROUPS 

	Types of subsidiaries
	31.12.2001
	31.12.2002

	
	In total
	Incl. foreign
	In total
	Incl. foreign

	Leasing companies
	8
	2
	7
	1

	Investment companies
	3
	-
	3
	-

	Banks
	1
	1
	1
	1

	Pension funds
	2
	-
	1
	-

	Insurance companies 
	-
	-
	2
	1

	Auxiliary undertakings
	2
	-
	5
	3

	Other financial institutions
	5
	4
	6
	3

	In total 
	21
	7
	25
	9


In the reporting year, investments by Latvian banking groups were mainly made in subsidiaries registered in Latvia (16) and Lithuania (4), as well as in subsidiaries registered in Cyprus (2), Ukraine (1), the U.S. (1) and the United Kingdom (1). 

Banking consolidation groups in accordance with the Law on Credit Institutions must comply with the requirements governing the operation of credit institutions (capital adequacy, restrictions on exposures and investments) upon the basis of consolidated financial statements. 

The ratio of banking groups’ equity to the sum of the group’s risk-weighted assets and off-balance sheet items (capital adequacy) may not be less than 10%. In the 4th quarter of 2002, for all banks, the average capital adequacy ratio calculated on the basis of individual financial statements of banks (13.10%), was higher than that calculated on the basis of consolidated financial statements of banking groups (12.85%). 
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