RESULTS OF BANKING OPERATIONS

General Information 

At the end of 2001, financial services in the Republic of Latvia were provided by 21 banks and one branch of a foreign bank (Latvian branch of Nordea Bank Finland). Dresdner Bank AG (Germany) opened a representative office in Latvia not entitled to provide financial services. 

In 2001, a credit institution operating licence was issued to the joint-stock company Akciju komercbanka Baltikums and the joint-stock company Reģionālā investīciju banka. In the reporting period, a credit institution operating licence of the joint stock company Saules banka was revoked due to the bank’s reorganisation as a result of its acquisition by the joint-stock company Rietumu Banka.

The concentration of capital in the banking sector continued. The share of five major banks increased, amounting to 66.2% of assets, 73.0% of loans and 69.0 % of deposits 
(see Fig. 1).
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Fig. 1. Market share of 5 major Latvian banks from 1998 to 2001 (end of period; %)
Assets

In the reporting period, banking assets rose by 760 million lats, or 28.2% and reached 3,458.5 million lats (Fig. 2). 
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Fig. 2. Banking assets (at end of period; in billions lats)

As a result of the banking sector development, the structure of banking assets changed (See Fig. 3). Upon an increase in loans by 50.5%, their share in banking assets rose from 40.3% to 47.3%. In the reporting period, the amount of claims on credit institutions grew by 9.4%, whereas their share in banking assets diminished and made up 24.2% as at 31 December 2001. 
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Fig. 3. Structure of banking assets (as a percentage)

Banking claims on credit institutions according to share were the second largest banking asset position. In the reporting period, upon an increase in the domestic interbank market volume, the amount of claims on Latvian credit institutions grew 2.8 times. In the fourth quarter, a substantial part of loans by Latvian banks were issued to credit institutions of the OECD countries; as a result, total banking claims on credit institutions of the OECD countries increased by 5.3%, reaching 693.6 million lats.

Securities 

Investments of banks in securities witnessed changes. Their share in total banking assets comprised 21.3% as at 31 December 2001 (see Fig. 3). In the reporting period, a total of fixed income debt securities grew by 44.1%, amounting to 317.4 million lats, whereas a total of central government securities, as a result of the economic crisis in Argentine, fell by 5.0% and their share in banking assets accounted for 7.1% at the end of the period.

Loans 

The national economy was actively engaged in borrowing. 85.9% of loans were granted to borrowers-residents. The rapid growth of the national economy determined the increase in loans in all the major national economy sectors: 17.7% in manufacturing, 31.4% in trade and 22.0% in transport, storage and communications, whereas the amount of loans issued to construction increased as much as 2.3 times. Mortgage lending developed rapidly. Its growth rate in the reporting period amounted to 112.1%, consequently, the share of mortgage loans in the loan portfolio of banks increased from 10.9% at the beginning of 2001 to 15.2% at the end of 2001.  
In the reporting year, upon an increase in the amount of loans issued to private persons-residents by 54.6% and reaching 238.8 million lats at the end of 2001, the amount of loans issued for the purchase of dwellings rose by 66.2%, amounting to 123.8 million lats as at 31 December 2001 (Fig. 4).
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Fig. 4. Breakdown of loans issued to private persons (residents) by types (in millions lats) 

The changes in the term structure of loans in 2001 were caused by more extensive use of borrowing for the financing of current assets (commercial loans increased by 66.6%, reaching 42.4% of the loan portfolio) as well as by more extensive use of credit cards (credit card loans increased by 3.8 million lats, or 32.6%), thus the volume of short-term loans increased by 49.7%. The volume of long-term loans (more than 5 years) increased almost twofold, reaching 469.8 million lats, or 29% of the aggregate loan portfolio at the end of the reporting year (See Fig. 5).
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Fig. 5. Term structure of loans (as a percentage) 
The amount of lending substantially increased, the stable tendency of the loan quality to improve continued. By the end of the year, banks had assessed 95.8% of the loan portfolio as standard while 1.4%, as close-watch. The share of non-performing loans (substandard, doubtful, lost) in the total of loans granted to non-banks dropped from 4.5% to 2.8% (see Figure 6) and their volume decreased as a result. The ratio of specific provisions for non-banks to the total of loans granted to non-banks decreased by 1.2 percentage points and amounted to 1.7% at the end of 2001, attesting to the overall improvement of quality of the banking sector’s loan portfolio.
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Fig. 6. Dynamics of non-performing loans (as a percentage of total loans) 
Liabilities

Structure of liabilities 

Differing growth rate of separate types of liabilities caused changes in the structure of aggregate banking liabilities. In the reporting year, liabilities of Latvian banks against credit institutions increased by 68.3% and their share in total liabilities, as a result of an increase by 3.5 percentage points, made up 15.0%. 

Deposits were the main source of funds attracted by banks. During 2001, the share of deposits in banking liabilities decreased from 69.1% of total liabilities at the end of 2000 to 67.4% as at 31 December 2001. 

Deposits 

In 2001, the amount of deposits grew by 24.9%, totalling 2,329.7 million lats 
as at 31 December 2001. Upon an increase in deposits of residents by 25.1%, or 225.1 million lats, deposits of non-residents grew by 24.8% and their share in total deposits constituted 51.9% as at 31 December 2001. 

In the reporting period, the deposits of private persons grew most rapidly – by 34.7%, amounting to 696.4 million lats as at 31 December 2001 (see Fig. 7), or 42.3% of total deposits.
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Fig. 7. Deposits made in banks by sources (at end of period; in millions lats)
The year 2001 witnessed positive changes in the term structure of deposits, the amount of medium term deposits (from 1 to 5 years) rose by 36.7% while the amount of long-term deposits (more than 5 years), by 42.9% (see Fig. 8). 
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Fig. 8. Term structure of deposits (in millions of lats) 

Capital and Reserves

In accordance with the requirements of the Law on Credit Institutions, as of 1 January 2000, the paid-up share capital of banks may not be less than 5 million euros, recalculating in lats according to the euro exchange rate determined by the Bank of Latvia. All banks complied with this requirement of law. 

In 2001, the aggregate paid-up share capital of banks increased by 17.6% and amounted to 236.9 million lats at the end of the year (See Fig. 9). Though the number of banks decreased, the total amount of capital and reserves increased. Banks became better capitalised – the paid-up share capital increased, also, their profitability improved.
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Fig. 9. Capital of banks (in millions lats)

In 2001, 10 banks received a permit for the increase in share capital. Foreign capital investments were made only in two of them. Foreign shareholders owned more than 50% of the bank’s share capital in 10 banks. Five banks are subsidiaries of foreign banks
(joint stock company Hansabanka, joint stock company Latvijas Unibanka, joint stock company Vereinsbank Rīga, joint stock company Latvijas Biznesa banka and joint stock company Pirmā banka). 

In 2001, the share of foreign capital in the paid-up share capital of banks diminished by 2.1 percentage points. At the end of 2001, this indicator accounted for 67.8%. 

In 2001, the share of Estonian and German capital in the share capital of Latvian banks continued to grow (by 1.0 and 5.0 percentage points, respectively). This was related to the consolidation of operations of the Scandinavian bank ForeningsSparbanken AB (Swedbank) and the German bank Nordddeutsche Landesbank Girozentrale in the banking sector of Latvia (see Fig.10). 
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Fig. 10. Structure of share capital of banks (as a percentage) 
The Latvian Government is still the only shareholder of the joint-stock company Latvijas Hipotēku un zemes banka and the Government-owned share in the joint-stock company Latvijas Krājbanka made up 32.0% of the bank’s share capital.

Profitability

In 2001, the profit of the banking sector reached 49.6 million lats, compared to 38.3 million in 2000. The main sources of banks were income from the interest on loans issued to non-banks and fee and commission income: respectively 38.3% and 23.1% of total income. In the reporting year, the efficiency coefficient of financial activity, i.e., the ratio of administrative expenses to net financial activity income, was 57.4, a 3.2 percentage point drop year-on-year. The return on equity (ROE) increased by 0.4 percentage points, reaching 19.0%, whereas the return on assets (ROA) slightly declined – from 1.6% in 2000 to 1.5% in 2001.  

Upon an increase in the banking sector assets, administrative expenses increased, whereas the ratio of administrative expenses to assets continued to drop from 4.6% as at 31 December 1999 to 3.5% as at the end of the reporting period (See Fig. 11). 
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Fig. 11. Ratio of banks’ administrative expenses to assets (as a percentage)
Capital adequacy 

On 31 December 2001, the capital adequacy ratio of banks was 14.2% (regulatory requirement – 10%). In the reporting period, the number of banks whose capital ratio was over 20% increased (see Fig. 12). 
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 Fig. 12. Breakdown of banks by capital adequacy (number at end of period)
Ensuring maximum compliance with EC directives, capital adequacy calculations made by banks as of 1 January 2001 included not only the credit risk and currency risk capital requirement but also capital requirement for the position, commodities, settlement and counterparty risk inherent in the trading book. As at 31 December 2000 the capital adequacy ratio of the banking sector was 14.3% (regulatory requirement – 10%) while as at 31 December 2001,14.2%, but, if capital adequacy calculations had been made according to the requirements for the year 2000, this ratio would have been 14.7% as at 31 December 2001. 
Thus, in the reporting year, when including the risk capital requirement inherent in the trading book in capital adequacy calculations, the capital adequacy ratio of the banking sector decreased by 0.5% percentage points. In the reporting year, the share of a total of market risk capital requirements in the total of all capital requirements was comparatively small and varied from 3% to 5%. The main risk for banks was constituted by the credit risk of the banking book. At the end of 2001, the ratio of capital to total assets remained unchanged year-on-year – 10.6%; however, the rapid increase in the amount of the loan portfolio of banks brought about an increase in the total amount of the banking sector assets having a 100% risk weighting (see Fig. 13). 
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Fig. 13. Risk-weighted assets of banks and capital adequacy ratio (in millions lats, %)

Liquidity risk 

The Financial and Capital Market Commission has determined that banks should maintain liquid assets in amounts sufficient to meet their obligations but not less than 30% of their total current liabilities (minimum liquidity requirement). The following unencumbered assets shall be regarded as liquid assets: vault cash, claims on demand to the Bank of Latvia and solvent credit institutions, those claims on demand to the Bank of Latvia and solvent credit institutions whose remaining maturity does not exceed 30 days, and deposits with another maturity, if the contract stipulates the possibility to withdraw these deposits before the specified maturity date (with the exception of prepayment penalty), investments in securities if they have a stable, unlimited market, i.e., they may be sold within a short time without substantial losses or may be used as collateral for the receipt of loans. Current liabilities are liabilities on demand and liabilities whose remaining maturity does not exceed 30 days.
Every day banks must control liquidity, assess and plan the term structure of assets and liabilities. In the reporting year, the liquidity ratio of the banking sector ranged from 65% to 69% and accounted for 65% at 31 December 2001 (see Fig. 14).  
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Fig. 14. Liquidity of banks (as a percentage)
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