BANKING OPERATIONS

GENERAL INFORMATION

On 31 December 2003, 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 2003, the total paid-up capital of banks grew by 8.5% and reached 307.9 million lats at the end of the year. Within the reporting year, to promote further development, the share capital was increased by nine banks (the JSC Akciju komercbanka Baltikums, the JSC Baltic International Bank, the JSC Latvijas Biznesa banka, the JSC Latvijas Ekonomiskā komercbanka, the State JSC Latvijas Hipotēku un zemes banka, the JSC Multibanka, the JSC Parex Bank, the JSC Rietumu banka and the JSC Trasta komercbanka). 

In 2003, the proportion of foreign capital in the paid-up capital of banks dropped by 0.5 percentage points and comprised 53.9% at the end of the year, compared to 54.4% a year earlier. During the reporting year, the number of banks in which foreign shareholders own more than 50% of capital remained unchanged at 9. 

Seven banks were subsidiaries of foreign banks (the JSC Hansabanka, the JSC Latvijas Biznesa banka, the JSC Latvijas tirdzniecības banka, the JSC Latvijas Unibanka, the JSC NORD/LB Latvija, the JSC Paritāte the JSC Vereinsbank Rīga) and the market share of these banks made up 41.8% of total banking assets at the end of 2003, compared to 37.8% a year earlier.  

The share of the Latvian State in the total paid-up capital of banks decreased from 7.3% at the end of 2002 to 6.5% on 31 December 2003. The Latvian Government was still the only shareholder of the JSC Latvijas Hipotēku un zemes banka, and its share in total banking assets remained at 4.1% at the end of 2003. As a result of privatisation, the Government-owned share in the JSC Latvijas Krājbanka diminished from 32.1% at the end of 2002 to 0.7% on 31 December 2003. 

MARKET CONCENTRATION 

At the end of 2003, the market share of five largest banks amounted to 63.1% of assets, 73.4% of loans and 66.6% of deposits (compared to 65.3%, 73.7% and 68.4%, respectively, on 31 December 2002) (See Figure 1). Such a level of concentration in the banking sector may be regarded as moderate, since in the European Union Member States the share of five largest banks in total assets ranges from 30% in the Great Britain and Luxembourg to even 82% in Belgium and 83% in the Netherlands
.
Figure 1

MARKET SHARE OF FIVE LARGEST LATVIAN BANKS IN 1999 –2003 

(at end of period; %)
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For measuring the level of industry concentration, several methods are applied in the world. One of the methods is the so-called Herfindhal–Hirschman index (HHI)
. Absolute concentration or monopoly is observed in cases where the HHI approaches one. In the European banking sector this index is mostly used for the calculation of asset concentration
. In Latvia, the HHI index for banking assets has fluctuated minimally over the last years and was about 0.11 at the end of 2003 (See Figure 2). In the EU Member States, the HHI varies between 0.02 in Germany and 0.21 in Finland
.
Figure 2

HHI INDEX FOR BANKING ASSETS 

(at end of period)
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STRUCTURE OF ASSETS AND LIABILITIES

In 2003, banking assets grew by 1,294.2 million lats, or 29.3%, reaching 5,716.7 million lats by the end of the reporting period. Though the amount of loans issued and deposits taken increased, it should be noted that that the loan growth rate exceeded the deposit growth rate by 19.7 percentage points (see Figure 3).

Figure 3

STRUCTURE OF ASSETS AND LIABILITIES 

(at end of period; in millions of lats)


[image: image3.wmf]5,717

4,423

3,001

2,678

2,444

2,278

2,125

3,730

3580

3,297

3,167

3,070

0

1,000

2,000

3,000

4,000

5,000

6,000

7,000

31.12.2002

31.03.2003

30.06.2003

30.09.2003

31.12.2003

Assets

Loans

Deposits


Upon development of the banking sector, the structure of bank assets changed (see Figure 4). In 2003, upon an increase in loans by 41.2%, their share in banking assets grew from 48.1% at the end of 2002 to 52.5% on 31 December 2003. 

Claims on credit institutions constituted the second largest item of banking assets in terms of share, i.e. 23.2%. The amount of claims made by banks on Latvian credit institutions rose by 43.9% while the amount of claims on credit institutions of OECD countries, by 0.5%, reaching respectively 206.1 million lats and 902.7 million lats at the end of 2003.  The amount of claims made by Latvian banks on credit institutions of the other states (non-OECD countries), in turn, rose even by 192.2% as compared to the year before and amounted to 217.7 million lats on 31 December 2003. This rapid increase could be related to the fact that the Regulations on Restrictions on Exposures Arising on Transactions with Residents of Zone B Countries were repealed by 28 March 2003 Decision of the Board of the Financial and Capital Market Commission, which were introduced after the Russian financial crisis in September of 1998.

In the reporting year, upon an increase in investments made by banks in securities by 23.9%, their share in banking assets fell by 0.6 percentage points and accounted for 15.7% on 31 December 2003. In 2003, investments made by banks in corporate debt securities with fixed-income grew considerably, i.e. by 41.3%, and their share in banking assets respectively rose by 0.8 percentage points, reaching 9.5% at the end of the reporting year. Most part, or 62.1%, of investments made by banks in corporate debt securities with fixed-income were investments in debt securities of non-resident credit institutions, compared to 46.8% a year earlier.

Figure 4

STRUCTURE OF ASSETS

(as a percentage)
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The year 2002 saw changes in the structure of banking liabilities (see Figure 5). Deposits were the largest source of funds attracted by banks. Though the amount of deposits increased by 21.5%, totalling 3,730.5 million lats, their share in banking liabilities continued to decrease and made up 65.3% at the end of the reporting year, compared to 69.4% on 31 December 2002. In terms of share, liabilities of Latvian banks to credit institutions constituted the second largest item of banking liabilities, thus, their share in banking assets grew by 4.5 percentage points within the year and amounted to 18.9% at the end of the reporting year. The amount of liabilities of banks to Latvian credit institutions rose by 44.1% while to credit institutions of OECD countries, by 60.5% and to credit institutions of the other (non-OECD) countries, even by 170.1%, reaching respectively 208.2, 671.6 and 199.5 million lats by the end of the reporting year.   

Figure 5

STRUCTURE OF LIABILITIES

(as a percentage)
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LOANS

In 2003, a total of loans issued to non-banks rose by 41.2, i.e. from 2,125.1 million lats at the end of 2002 to 3,001.0 million lats at the end of 2003.  By the end of the reporting year, a major part, or 88.3%, of loans issued to non-banks had been received by residents.

Providing Loans to National Economy Sectors 

In the reporting year, the amount of loans issued to national economy grew by 362.9 million lats, or 25.6%, reaching 1,781.3 million lats by the end of the reporting quarter. The largest amount of loans was issued to the following national economy sectors: trade, financial intermediation and manufacturing industry, which received 20.3%, 15.8% and 14.8%, respectively, of a total of loans granted to national economy sectors, compared to 21.9%, 17.4% and 16.4%, respectively, a year earlier. In the reporting year, the amount of loans issued for real estate transactions, lease and other commercial activity increased by 78.1%. Since the beginning of 2003, the amount of loans issued to these sectors has grown by 95.9 million lats and their share in total loans issued for the national economy development amounted to 12.3% at the end of the reporting year, compared to 8.6% on 31 December 2002 (see Figure 6).  In the reporting year, the amount of loans issued to such sectors as agriculture, hunting and forestry sharply rose – by 47.6%, whereas the sector of electricity, gas and water supply was the only one where the amount of loans issued in 2003 diminished (by 2.3%).

Figure 6

LOANS ISSUED TO RESIDENTS, BROKEN DOWN BY NATIONAL ECONOMY SECTOR

(in millions of lats)
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Loans, Broken down by Borrower 

Though the amount of loans issued to private undertakings (residents) in the reporting year increased by 352.6 million lats, or 33.4%, their share in a total of loans issued to residents within the year gradually decreased and made up 53.1% at the end of the reporting year, compared to 55.9% a year earlier.  The amount of loans issued to private persons (residents) in the reporting year grew by 323.6 million lats, or 77.1%, reaching 743.5 million lats by the end of the reporting year; their share in total loans issued to residents, in turn, rose to 28%, compared to 22.2% on 31 December 2002  (see Figure 7). 

Figure 7

STRUCTURE OF LOANS ISSUED TO RESIDENTS

(as a percentage)

	                        31.12.2002
	
	                               31.12.2003
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A major part of the loans granted to private persons (residents) – 65.5% – were issued for housing, compared to 56.6% on 31 December 2002, and 18.4% – for consumption, compared to 19.7% on 31 December 2002. The 2nd quarter of 2003 witnessed a rapid increase in the amount of loans issued for housing, that is, 64.8 million lats were granted for such loans anew, which was 76.1% more than in the 1st quarter. In the 4th quarter of 2003, 78.2 million lats were granted for housing loans anew, or 12.8% more than in the previous quarter (see Figure 8). The total amount of loans issued for housing reached 486.7 million lats by the end of 2003. 

Figure 8

AMOUNT OF HOUSING LOANS ISSUED TO PRIVATE PERSONS (RESIDENTS) ANEW  

(in millions of lats)
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Types of Loans

In 2003, banks provided loans mainly for the current asset increase for enterprises. Of total loans, 31.0% were commercial loans at the end of the reporting year. A second major type of loans in the reporting year was mortgage loans
. The amount of mortgage loans issued within the reporting year increased by 95.8%, totalling 806.1 million lats on 31 December 2003, and their share respectively rose from 19.9% at the end of the previous year to 27.9% by the end of the reporting year. In the reporting year, upon an increase in the amount of industrial loans, provided for the fixed asset acquisition and long-term investment project financing, by 26.8%, their share fell to 20.9% of the total loan portfolio, compared to 23% a year earlier.  

Term Structure of Loans 

Positive changes in the term structure of loans continued. Loans with a maturity of more than one year rose by 38.8%; also, the amount of long-term loans (more than 5 years) rose by 59.4%, amounting to 1,246.1 million lats, or 41.6% of the total loan portfolio on 31 December 2003, compared to 36.9% a year earlier (see Figure 9). 

Figure 9

TERM STRUCTURE OF LOANS 

(as a percentage)
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Quality of loans 
With the increase in the volume of lending, the loan quality did not deteriorate. By the end of the reporting year, banks had assessed 97.6% of the loan portfolio as standard while 1.0%, as close-watch. The share of non-performing loans (substandard, doubtful, or lost) in the total of loans granted to non-banks dropped from 2.0% at the end of 2002 to 1.4% at the end of 2003 (see Figure 10). Since the amount of non-performing loans within the reporting year changed only slightly, i.e. from 41.9 million lats on 31 December 2002 to 41.1 million lats at the end of the reporting year, the decrease in their share may be attributed to a sharp increase in the amount of loans issued anew. 

At the end of 2003, the ratio of specific provisions for non-banks to total loans granted to non-banks was 1.2%. Specific provisions for claims on non-banks covered 89.4% of the amount of non-performing loans, compared to 78.1% a year earlier. 

Figure 10

DYNAMICS OF NON-PERFORMING LOANS 

(as a percentage of total loans)
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DEPOSITS

In 2003, the amount of deposits increased by 660.1 million lats, or 21.5%, amounting to 3,730.5 million lats at the end of the reporting year. 

In the reporting year, non-resident deposits had the highest deposit growth rate – by 23.5%, reaching 46.4% of total deposits taken by non-banks by the end of the reporting year, compared to 45.7% on 31 December 2002. In the reporting period, the share of deposits by private persons and private enterprises in a total of resident deposits prevailed, accounting for 52.5% and 32.2%, respectively, compared to 51.5% and 32.5% on 31 December 2002.  In 2003, the amount of non-resident deposits rose by 19.9%. Of non-resident deposits, 90.0% were deposits by private enterprises. 

At the end of the reporting year, deposits by private enterprises and private persons still retained the largest share of total deposits, making up 63.2% and 29.5%, respectively, compared to 62.9% and 29.4%, respectively, a year earlier (see Figure 11). 

Figure 11

DEPOSITS MADE IN BANKS BY RESIDENTS, BROKEN DOWN BY SOURCES 
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In the reporting year, the term structure of deposits slightly changed. The amount of deposits with a maturity of more than one year grew by 20%, reaching 252.6 million lats, or 6.8% of total deposits by the end of the reporting year, compared to 6.9% on 31 December 2002. In the reporting year, the share of demand deposits increased by 1.3 percentage points and amounted to 73.2% at the end of the year.  

PERFORMANCE INDICATORS

As in 2002, also in 2003, all banks earned a profit which after tax was 71.5 million lats, or 27% more than in the previous year when the profit reached 56.3 million lats.

In order to determine the dependence of individual performance indicators of banks on the volume of banking assets, banks were split into three groups.
 As the banks are under development, their number in each group may vary; thus, in the reporting period, group I included four banks while group II, ten banks and group III, eight banks. 

Profitability Indicators (ROA and ROE) 
In the reporting year, profitability indicators for banks evidenced minor changes. The return on equity (ROE)
 slightly changed and was 16.7%, or 0.3 percentage points more than at the end of the previous year, whereas the return on assets (ROA)
 fell by 0.1 percentage point and was 1.4% on 31 December 2003. When comparing both these indicators for the groups of banks, it is evident that banks of group III with the lowest ROA and ROE at the end of the previous year managed to improve these indicators slightly within 2003, thus, ROA increased from 1.1% to 1.6% while ROE, from 9.3% to 10.1%. For banks of group I with the highest average ROA and ROE at the end of the previous year, the ROA within the reporting year remained unchanged at 1.6%, whereas the ROE dropped from 18.9% to 18.0%. As a result of the operations of banks belonging to group II, their ROA within the year decreased from 1.4% to 1.2%, whereas the ROE rose from 14.1% to 14.7% (see Figure 12). At the end of 2002, the average ROE of 50 largest EU Member States was 11.4%, while ROA, 0.43%
. 
Figure 12

PROFITABILITY INDICATORS (ROA AND ROE) BY GROUPS OF BANKS

(as a percentage)
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Income and expense structure 

In 2003, the income and expense structure for banks slightly changed. Under increasing competition, when banks are compelled to develop and diversify their services, banks show a tendency towards increasing the importance of non-interest income. Though the main sources of profit in the banking sector were interest income – 54.3% (incl. income from interest on loans issued to non-banks – 39.4%) and fee and commission income – 25.6% of total banking income, their share in the income structure minimally changed. The share of income from interest on loans issued to non-banks decreased by 1 percentage point, whereas the share of income derived by banks from commissions respectively grew (see Figure 13). During the reporting year, upon a gradual increase in the banking income from foreign currency transactions, which was evidently determined by fluctuations in major exchange rates and large trading volume, the share of this income in the income structure of banks constantly increased, amounting to 8.5% of all banking income at the end of 2003, compared to 6.3% on 31 December 2002. 
Figure 13

INCOME STRUCTURE 

(as a percentage)
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In the reporting year, interest expenses still constituted the main banking expense item. Upon a decrease in interest expenses on non-bank deposits by 3.3 percentage points, their share in total banking income also diminished, i.e. from 18.1% to 15.6%. The share of interest expenses of banks in total banking expenses fell from 29.1% to 25.8%. Banking administrative expenses, including active advertising campaigns on mortgage lending organised by banks, increased by 14.7% compared to the year before. The share of administrative expenses in the expense structure for banks amounted to 43.6% at the end of the reporting year (see Figure 14). 

Figure 14

INCOME STRUCTURE

(as a percentage)
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In the reporting year, as the banking profit resulting from financial activity increased more rapidly (17.7%) than banking administrative expenses (14.7%), the financial efficiency ratio
 for banks improved, accounting for 56.1% at the end of the year, compared to 57.6% a year earlier. At the end of the reporting year, the average financial efficiency ratio for banks of the European Union was 65.95%
.

Capital Adequacy 

On 31 December 2003, the capital adequacy ratio of the banking sector was 11.7%, compared to 13.1% on 31 December 2002) (the minimum regulatory requirement – 10%).  

In the reporting year, the capital adequacy ratio continued to diminish for all the three groups of banks, however, for banks of group I this ratio was still at lowest. At the end of the reporting period, the capital adequacy ratio for group I was 11.2% (between 10.2% and 12.3%) while for group II, 11.1% (between 10.4% and 12.0%) and group III, 24.7%  (in most cases between 15.0% and 26.5%, with the exception of two banks whose capital adequacy ratio was 50.9% and 100.4%, respectively), compared to 11.6%, 13.0% and 23.9%, respectively, on 31 December 2002) (see Figure 15).    

Figure 15

CAPITAL ADEQUACY RATIO FOR GROUPS OF BANKS 
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Liquidity

In the reporting year, since the current liabilities of banks rose more rapidly than their liquid assets, the liquidity ratio for the banking sector dropped by 4.2 percentage points and made up 57.9%, which significantly exceeds the minimum liquidity requirements (credit institutions must maintain adequate liquid assets in sufficient amounts, but not less than 30% of total current liabilities). 

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 – for banks with a higher volume of assets, this ratio is comparatively lower and within the reporting year there was a levelling-off in these differences in the liquidity ratio. In the 4th quarter of 2003, the noticeable changes in the liquidity ratio for banks of group II were dependent on the comparatively rapid increase in this ratio in two banks (See Figure 16). 

Figure 16

LIQUIDITY RATIO FOR GROUPS OF BANKS 
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CONSOLIDATION BANKING GROUPS 
In 2003, the group of the State JSC Latvijas Hipotēku un zemes banka joined the groups subject to consolidated supervision, which were managed by banks registered in Latvia, and there were seven such groups at the end of the reporting year as a result (JSC Hansabanka, JSC Latvijas Unibanka, JSC Multibanka, JSC Parex Bank, JSC Rietumu banka, JSC VEF banka and the State JSC Latvijas Hipotēku un zemes banka), which had 34 subsidiaries in total, incl. nine leasing companies, three investment companies, one bank, one pension fund, two insurance companies, four auxiliary undertakings  and 14 other financial institutions (see Table 1).

Table 1

TYPES OF ACTIVITY OF SUBSIDIARIES INCLUDED IN CONSOLIDATION BANKING GROUPS 

	Type of subsidiary
	31.12.2002
	31.12.2003

	
	in total
	incl. foreign
	in total
	incl. foreign

	Leasing companies (LEC)
	7
	1
	9
	2

	Investments companies (IVC)
	3
	-
	3
	-

	Banks (BNK)
	1
	1
	1
	1

	Pension funds (PFU)
	1
	-
	1
	-

	Insurance companies (ISC)
	2
	1
	2
	1

	Auxiliary undertakings (AUU)
	5
	3
	4
	3

	Other financial institutions  (OFI)
	6
	3
	14
	5

	In total
	25
	9
	34
	12


In the reporting year, investments of Latvian banking groups were mostly made in subsidiaries registered in Latvia (22) and Lithuania (5), as well as in subsidiaries registered in Cyprus (2), Ukraine (1), the USA (1), the Great Britain (1), Estonia (1) and Russia (1) (see Table 2).

Table 2

SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS

	Banks and their subsidiaries
	Type of undertaking
	State

	JSC Hansabanka
SIA Hansa Līzings

IC Hansa Fondi
SIA Ķīpsalas saules akmens

MM Līzings
	LEC

IVC
AUU
LEC
	Latvia

Latvia

Latvia

Latvia

	JSC Latvijas Unibanka
SIA Unilīzings

SIA Investīciju sabiedrība Optimus fondi
	LEC

IVC
	Latvia

Latvia

	JSC Multibanka
JSC Multilīzings
	LEC
	Latvia

	JSC Parex Bank

JSC Parex Asset Management
Investment JSC Parekss ieguldījumu sabiedrība
Non-profit JSC Parekss atklātais pensiju fonds
JSC Parekss apdrošināšanas kompānija
JSC Parekss
SIA Parekss līzings

JSC Parex Bank 

Closed JSC Baltic Polis

Closed JSC Parex Lizingas 

Closed JSC Parex faktoringas ir Lizingas 

Closed JSC Parex investiciju valdymas
Parex Kredit osauhing

Closed JSC Financial Company Parex Capital Ukraine 
Parex Asset Management

Regalite Holdings Ltd  

Parex Group Representation Limited 

M.B.M. Investments Limited Liability Company 
	OFI
IVC
PFU
ISC

OFI
LEC

BNK

ISC

LEC

LEC

OFI
OFI
OFI
OFI
AUU
AUU
AUU
	Latvia

Latvia

Latvia

Latvia

Latvia

Latvia

Lithuania

Lithuania

Lithuania

Lithuania

Lithuania

Estonia

Ukraine

Russia

Cyprus

Great Britain

USA

	JSC Rietumu banka
JSC RB securities

RB Securities Limited 
	OFI
OFI
	Latvia

Cyprus

	JSC VEF banka
SIA Veiksmes līzings
	LEC
	Latvia

	State JSC Latvijas Hipotēku un zemes banka
JSC Hipolīzings
SIA Hipotēku bankas finanšu konsultāciju centrs

SIA Hipotēku bankas nekustamā īpašuma aģentūra

SIA Rapsis

SIA Vandzenes rapsis

SIA Vārmes rapsis

SIA Tilžas rapsis
	LEC

OFI
OFI
OFI
OFI
OFI
OFI
	Latvia

Latvia

Latvia

Latvia

Latvia

Latvia

Latvia


The ratio of the equity of banking groups 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 2003, for all banks subject to consolidated supervision, the average capital adequacy ratio calculated based on individual financial statements of banks (12.83%) was still higher than that calculated based on consolidated financial statements of banking groups (12.64%). 
In the reporting period, one financial holding group, which included the financial holding company JSC Baltikums Bankas Grupa registered in the Republic of Latvia and its three financial subsidiaries, was also subject to consolidated supervision (See Table 3).
Table 3

SUBSIDIARIES OF FINANCIAL HOLDING COMPANY GROUPS 

	Subsidiaries 
	Type of undertaking
	State

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

SIA Baltikums Līzings
	BNK

IVA

LEC
	Latvia

Latvia

Latvia
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� Data of the European Central Bank as of 31.12.2002.


� Herfindhal-Hirschman index (HHI) – sum of the squares of the market shares of all the companies in a market.


�      


N – number of companies;


MS – market share of companies.


� Research conducted by the Central Bank of Hungary in December of 2003.


� Data of the European Central Bank as of 31.12.2002.


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


� I Group I comprised banks with assets exceeding 300 million lats;


 Group II –  from 100 to 300 million lats;


 Group III – up to 100 million lats.


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


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


� Data of the European Central Bank as of 31.12.2002.


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


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


� Data of the Central European Bank as of 31.12.2002.
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