BANKING OPERATION

GENERAL INFORMATION

On 31 March 2008, there were 21 banks and four branches of foreign banks operating in the Republic of Latvia: Allied Irish Banks Plc. Latvia branch, Nordea Bank Finland Plc. Latvia branch, SKANDINAVISKA ENSKILDA BANKEN AB Riga branch and Svenska Handelsbanken AB Latvia branch. 

By 31 March 2008, 196 notifications from the financial sector supervisory institutions of the European Economic Area (EEA) countries were received regarding the exercise of the freedom to provide services in Latvia without opening a branch. 

In April 2007, two of the banks accomplished the process of the change of brands, namely, the JSC SEB Latvijas Unibanka changed its name to the JSC SEB banka, whereas the JSC BALTIC TRUST BANK – to the JSC GE Money Bank. 

For the further development purposes the JSC Akciju komercbanka "Baltikums" raised its share capital in the reporting quarter thus the total banking paid-up share capital increased by 0.2% and at the end of March accounted for 890.7 million lats, incl. the share of foreign capital totalling 78.1% (compared to 78.2% on 31 December 2007). The share of the Latvian State in the total paid-up capital of banks has not changed significantly during the 1st quarter of 2008 and reached 5.4% at the end of March.

By the end of the 1st quarter of 2008, 10 banks still were subsidiaries of foreign banks, and the market share of these banks in total banking assets on 31 March 2008 accounted for 55.2%, incl. six subsidiary banks of the EU
 Member States – 52.1%, but four subsidiary banks of CIS
 countries banks – 3.1% (compared to 55.9%, 51.7% and 4.2% on 31 December 2007). 

STRUCTURE OF ASSETS AND LIABILITIES 

Upon a slight decrease in banking assets over the first months of 2008, their amount totalled 21.3 billion lats at the end of March. In the banking assets structure, loans constituted the greater share, 71.3%, while the share of banking claims on MFI
, 12.5%, and banking claims on the Bank of Latvia, 6.9% (compared to 68.1%, 16% and 6.5% on 31 December 2007) (see Figure 1). 

Figure 1

STRUCTURE OF ASSETS

(as a percentage)
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At the end of the reporting quarter, deposits constituted 44.9% in the structure of banking liabilities and banking liabilities to MFI reached 41.3% (compared to 46.4% and 40.1% on 31 December 2007) (see Figure 2). 

Figure 2

STRUCTURE OF LIABILITIES 

(as a percentage) 
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Of total banking liabilities to MFI, 92.4% were liabilities to MFI of OECD countries 
(compared to 91.4% on 31 December 2007), whereas the financing of foreign banks to their subsidiaries and branches in Latvia totalled 69.6% (compared to 67.4% on 31 December 2007). 

LOANS

In early 2008, upon a slowdown in the national economic growth rate, the gradual decline in the loan growth continued in the Latvian banking sector, namely, the growth rate of total loans issued to residents fell compared to the previous quarter from 5.1% to 3.3%. 

In the reporting quarter, total amount of loans issued to non-banks grew by 279.5 million lats or by 1.9% and at the end of March reached 15,195.6 million lats.

Loan portfolio broken down by national economy sector

The amount of loans issued to the development of the Latvian national economy in the reporting quarter grew by 248.7 million lats or 3.5% (compared to 5.7% in the 4th quarter of 2007). By the end of March, 7,313 million lats were granted in loans for the development of the national economy. The largest amount of loans was still issued to such national economy sectors as real estate transactions, manufacturing industry, financial intermediation and trade which received 30.9%, 14%, 12.6% and 12.5%, respectively (compared to 30.4%, 13.9%, 12.6% and 12.3% on 31 December 2007) (see Figure 3). 
Figure 3

SHARE OF LOANS ISSUED TO NATIONAL ECONOMY SECTORS IN CREDIT PORTFOLIO* AND ANNUAL GROWTH RATE OF SUCH LOANS 

(31.03.2008; as a percentage)
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* Banking loan portfolio comprises loans issued to resident financial institutions, public enterprises and private companies. 

In the reporting quarter, the most rapid growth in lending was observed in the sectors the share of which in the total credit portfolio was comparatively low (under 5%), namely, the highest rise in lending was in such sectors as electricity, gas and water supply (by 31.8%), quarry and mining industry (by 27.3%), education (by 16.6%), as well as transport, storage and communications (by 15.8%). 
Loan portfolio broken down by borrower (residents)

By the end of the 1st quarter of 2008, 89.2% of loans issued by non-banks were granted to residents, incl. private non-financial undertakings, 45.8%, households, 45.5%, and financial institutions, 6.2% (compared to 45.6%, 45.4% and 6.4% on 31 December 2007) (see Figure 4). 

Figure 4
SECTORAL BREAKDOWN OF BORROWERS

(as a percentage)
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In the reporting period, the growth rate of housing loans continued decreasing and at the end of the 1st quarter of 2008 totalled 3.1% (compared to 4.8% in the 4th quarter of 2007). By 31 March 2008, 4,853.6 million lats were issued for the purchase of housing while 722.6 million lats - for consumption, namely, 78.8% and 11.7% of total housing loans. During the reporting quarter, 483 million lats were granted for household loans anew*, incl. for housing acquisition, 317 million lats, but for consumption loans, 80 million lats (see Figure 5). 

Figure 5

TOTAL OF HOUSING LOANS ISSUED ANEW *

(in million lats)
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* Incl. loans with unforeseen changes in contractual conditions.

By the end of the reporting quarter, the number of loans issued to households reached 1.1 million, of which the greater part or 719 thousand were payment card and current account loans, while the number of loans issued or consumption totalled 210 thousand, but almost 155 thousand loans were issued for purchase, reconstruction and repair of housing. 

Average amount of a loan issued to one household for purchase, reconstruction and repair of housing kept growing in the reporting quarter and at the end of March accounted for 31.4 thousand lats, whereas average amount of a loan issued to one household for consumption decreased down to 2.5 thousand lats, but average amount of loans for payment cards remained unchanged, i.e. 356 lats (compared to 31 thousand lats, 2.6 thousand lats and 356 lats on 31 December 2007) (see Figure 6).

Figure 6 

AVERAGE AMOUNT OF A LOAN ISSUED TO HOUSEHOLD 

(thousand lats)
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Loan portfolio broken down by currency
In the reporting quarter, the share of loans issued both in lats and US dollars continued decreasing in credit portfolio of residents amounting to 12.2% and 2.3%, respectively (compared to 13.6% and 2.4% on 31 December 2007), the share of loans issued in euro grew by par 1.5 percentage points and reached 84.9% on 31 March (see Figure 7). 

Figure 7

LOAN PORTFOLIO OF RESIDENTS, BROKEN DOWN BY CURRENCY

(as a percentage)
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In the loan portfolio of non-residents still prevailed euro, 52.8% and US dollars, 41.4% (compared to 57.4% and 36.6% on 31 December 2007). 

Loan portfolio, broken down by type of loan 
At the end of the 1st quarter of 2008, the greater share of total banking loan portfolio constituted mortgage loans (53.6%), commercial loans (for the increase of current assets of undertakings) (19.6%) and industrial loans (13.6%) (compared to 52.9%, 20.3% and 13.4% on 31 December 2007) (see Figure 7). In the reporting quarter, the growth rate of almost all types of lending was on decline compared to the previous quarter, incl. the growth rate of industrial and mortgage loan by 5.8 and 0.8 percentage points, but the amount of commercial loans fell by 1.8% compared to the previous quarter.

Figure 7

TYPES OF LOANS AND THEIR ANNUAL GROWTH RATE 

 (31.03.2008; as a percentage)
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*Banking loan portfolio comprises loans issued to residents except of loans to central/local governments and transit loans.

Term structure of loan portfolio

At the end of the 1st quarter of 2008, the share of long-term loans (more than 5 years) in banking loan portfolio accounted for 57.2% and medium-term loans (between one and five years), 29.8% (compared to 56.5% and 30.8% on 31 December 2007)
 (see Figure 8).

Figure 8

TERM STRUCTURE OF LOAN PORTFOLIO 

(as a percentage)
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Quality of loan portfolio
At the end of the 1st quarter of 2008, the banks had assessed 98.8% of the loan portfolio as standard and 0.5% ( as non-performing loans (NPL) (compared to 99.2% and 0.4% on 31 December 2007). Upon an increase in the amount of close-watch
 loans in the reporting period by 77%, respectively up to 0.7% of total loan portfolio (compared to 0.4% on 31 December 2007) (see Figure 9). 

In the reporting period, upon deterioration of loan quality the amount of specific provisions for claims on non-banks grew respectively (by 18%) and by the end of March reached 85.5 million lats. Since the growth rate of loans in the reporting period was considerably lower (1.9%), the ratio of specific provisions to total loans slightly climbed up and reached 0.6% at the end of March. The ratio of specific provisions to NPL was 120.4% at the end of March (compared to 0.5% and 129.8% on 31 December 2007).

Figure 9

DYNAMICS OF NON-PERFORMING LOANS

(to loan balance)
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At the end of the 1st quarter of 2008, in 19 banks the proportion of NPL was below 1% and the share of assets of these banks in total banking assets totalled 93.8% (compared to 97.1% on 31 December 2007) (see Table 1). The share of NPL of individual banks in the loan balance on 31 March 2008 ranged between 0% and 3.3% (except one bank where the ratio was 9.2%). 

Table 1
BREAKDOWN OF BANKS BY PROPORTION OF THEIR NPL IN BALANCE OF LOANS 

	Proportion of non-performing loans to total loans 

(%)
	31.12.2007
	31.03.2008

	
	Number of banks 
	Banking market share

(% of total 

 banking assets)
	Number of banks 


	Banking market share

(% of total 

 banking assets)

	0-0.5
	12
	70.4
	11
	67.8

	0.6-1
	7
	26.7
	8
	26.0

	1.1-2
	3
	2.3
	3
	5.2

	Above 2.1
	1
	0.6
	2
	1.0


In the 1st quarter of 2008, the share of overdue payments in the banking total loan portfolio slightly increased (principal sum and/or interest payment), i.e. by the end of March the loans with payments overdue up to 30 days constituted 5.6%, with payments overdue between 31 and 90 days, 2%, but with payments overdue above 91 days, 1.4% (compared to 4.9%, 1.2% and 0.8% on 31 December 2007). Though at the end of the reporting quarter the borrowers of 90.9% of total loans issued had delayed neither the repay of interest nor refund of principal loan (compared to 93.2% on 31 December 2007), however this ratio broken by economic sectors fluctuated from 80.4% % in the health and social care sector to 99.8% in the financial intermediation (see Figure 10). 

Figure 10

OVERDUE LOAN PAYMENTS BROKEN BY ECONOMIC SECTORS

(31.03.2008; %)

[image: image11.emf] 

75% 80% 85% 90% 95% 100%

Health and social care 

Transport, storage and communications 

Households 

Other sectors

Construction 

Education

Real estate transactions 

Quarry and mining industry 

Agriculture, forestry and fishery 

Manufacturing industry

Hotels and restaurants 

Trade

State administration and defence 

Electricity, gas and water supply 

Financial intermediation 

Without overdue payments Overdue payments up to 30 days 

Overdue payments between 31 and 90 days  Overdue payment between 91 and 180 days 

Overdue payments above 180 days 


Loan portfolio collateral
At the end of the 1st quarter of 2008, of total loans issued 71.9% were secured by mortgage
 (compared to 71.8% on 31 December 2007). At the end of March, a major part of mortgage or 88.8% constituted first mortgage, incl. 50.4% were housing mortgages, 34.7% – commercial property mortgages, but 14.8% – land mortgages (compared to 88.9%, 49.6%, 36% and 14.4% on 31 December 2007). Of other types of loan collateral, most popular were commercial pledges – 9.1% (see Figure 11).

Figure 11

TYPES OF LOAN PORTFOLIO COLLATERAL

(% to the loan balance)
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In the reporting period, mortgages prevailed as collateral type for loans issued to such sectors as, for instance, transport, storage and communications – 92.7%, construction – 89.9% and real estate transactions – 89.8%. Commercial pledges were a popular type of loan collateral with a number of sectors, for instance, trade, manufacturing industry, as well as hotels and restaurants, serving as collateral for loans issued to relevant sector, and accounted for 30.6%, 30.2% and 29.9% respectively, of total loans issued to the respective sector at the end of March. Whereas shares and debt securities are still less popular type of loan collateral, as well as deposits for only about 2% of total loans issued by banks (see Figure 12). 

A considerable part of loans, issued to the state and local government enterprises which represent such sectors as electricity, water and gas supply as well as state administration and defence, were granted without any collateral, i.e. 39.2% and 36.9%, respectively.

Of loans granted to households, 90.2% were secured by mortgage, incl. first mortgage for housing as collateral, 81.5%, land as first mortgage, 8.3%, first mortgage for commercial property, 3.8%, but other types of mortgages, 6.5% (compared to 90.6%, 81.2%, 8.4%, 3.6% and 6.8% on 31 December 2007). Whereas the loans issued to households for the acquisition, reconstruction or repair of housing were secured by mortgage at 99.4%.

Figure 12

TYPES OF LOAN PORTFOLIO COLLATERAL BROKEN BY ECONOMIC SECTORS

(31.03.2008; %)
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DEPOSITS

In the 1st quarter of 2008, the amount of resident deposits grew by 97.6 million lats or 1.8% and at the end of March reached 5.590.9 million lats (compared to 5.3% in the 4th quarter of 2007). The greater part of total residents’ deposits in the reporting year was constituted by household deposits, 54.9%, and private non-financial companies, 27% (compared to 55.3% and 28.4% on 31 December 2007) (see Figure 13). 

Figure 13
SECTORAL BREAKDOWN OF DEPOSITORS (RESIDENTS)

(as a percentage)
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Of total deposits attracted from residents, 53.7% were deposits in lats, 39% deposits in euros, 6.5% in US dollars (compared to 53.2%, 38.4% and 7.7% on 31 December 2007) (see Figure 14).

Figure 14
RESIDENT DEPOSITS BROKEN BY CURRENCY 

(as a percentage)
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In the 4th quarter of 2007, an essential influx of non-resident deposits was observed in the banking sector (by 25.7%), which could be explicable by advantageous conditions for deposits offered by the Latvian banks at the end year as well as an upsurge in business activities of non-resident clients in the late-year period when financial institutions of several neighbouring countries were on Christmas and holiday season. Since demand deposits and short-term deposits prevailed, the amount of non-resident deposits considerably shrank in the first months of 2008 (by 15.2%) and also their share in total deposits decreased respectively totalling 41.5% at the end of March (compared to 46% on 31 December 2007).

At the end of the period, deposits of private non-financial undertakings traditionally retained a major share of total non-resident deposits, 80.7% (compared to 86.5% on 31 December 2007). A major part, or 59.2%, of total non-resident deposits were in US dollars (compared to 68.4% on 31 December 2007).

At the end of the 1st quarter of 2008, demand deposits made up 58.1% of total deposits, short-term deposits (up to one year), 36%, medium-term (one to five years), 5.7% and long-term deposits (above five years), 0.2% (compared to 60.9%, 34.1%, 4.7% and 0.2% on 31 December 2007). 

PERFORMANCE INDICATORS 

The banking sector overall ended the 1st quarter of 2008 with a profit of 87 million lats
 after tax (except two banks and two branches of foreign banks which ended the reporting quarter with losses), namely, by 2% down from the 1st quarter of the previous year when the profit was 88.8 million lats. 

Profitability ratios (ROA and ROE)

In the 1st quarter of 2008, upon a decrease in the amount of profit earned by the banking sector by 16.6% compared to the previous quarter, also the profitability ratios, respectively, the return on equity (ROE) and the return on assets (ROA) at the end of March 19.5% and 1.6% (compared to 24.2% and 2.0% on 31 December 2007) (see Fig. 15). At the end of the quarter, ROE for individual banks ranged from -8.1% to 39.3%, while ROA from –5.1% to 4.3%.

Figure 15

PROFITABILITY INDICATORS

(as a percentage)
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Income and expense structure

In the reporting quarter, upon in decrease in lending rate, banking income from interest on loans issued to non-MFI exceeded those of the previous quarter only by 0.3% (compared to11.8% in the 4th quarter of 2007), and their share in total banking income on 31 March 2008 amounted to 59.6%. The amount of second major source of income for banks - income from fee and commission – had shrunk compared to the previous period by 11.4%, but their share in the structure of banking income fell by 2.5 percentage points, totalling 11.4% at the end of March (see Figure 16). 

Figure 16

INCOME STRUCTURE

(as a percentage)
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The share of major banking expense structure items, interest expenses and administrative expenses, in total banking expenses at the end of the 1st quarter of 2008 accounted for 54.5% and 25.8% (compared to 52.4% and 30% on 31 December 2007). In the reporting period, upon a decrease in quality of credit portfolio and consequently growing amount of specific provisions for claims on non-banks, banking expenses on loan impairment and liabilities grew for almost 30% which at the end of March constituted 5.6% of total banking expenses at the end of March (compared to 3.9% on 31 December 2007) (see Figure 17). 

Figure 17

EXPENSE STRUCTURE

(as a percentage)
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Efficiency of banking activities slightly decreased in the reporting quarter and the proportion of banking expenses to income
 totalled 47% at the end of March (compared to 45.6% on 31 December 2007).

EXPOSURES FOR BANKS 

Credit risk, market risks and operational risk

Regulations on the Calculation of Minimum Capital Requirements took effect on 11 May 2007 (transposing requirements of directives 2006/48/EC and 2006/49/EC pursuant to provisions of the Basel II Accord regarding to minimum capital requirements) considerably affecting risk assessment and risk management in banks. Banks made use of a possibility to apply these Regulations provided for in the Credit Institutions Law as of 1 January 2008 and submitted to the Commission the first reports for the 1st quarter of 2008 in accordance with the new Regulations.

Several new methods for risk measurement and assessment have been introduced along with the new Regulations allowing for more precise measuring of risk. The procedure for the calculation of credit risk capital requirement has been completely changed, namely, in the calculation the banks may choose either Standardised Approach or Internal Ratings Based Approach. Besides, in addition to requirements for credit risk and market risk the banks will have to calculate also capital requirements for operational risk
. 

In the 1st quarter of 2008 total volume of banks’ capital adequacy requirement
 reached 1,149.50 million lats, incl. 90.4% were capital requirements for the credit risk inherent in banking book, 6.9% were capital requirements for operational risk and 2.7% – capital requirements for position, foreign currency and commodity risk.

In the 1st quarter of 2008, the amount of risk-weighted assets of banks decreased by 4.4%, whereas the bank equity grew by 9.7%, and the total capital adequacy requirement ratio of the banking sector reached 12.6% at the end of March (compared to 11.1% on 31 December 2007) (see Figure 18). 

Figure 18

CAPITAL ADEQUACY RATIO 

(as a  percentage)
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In the reporting quarter, upon an increase in the number of banks with capital adequacy ratio above 10% (minimum capital adequacy ratio is set at 8%), the market share of these banks in total banking assets also grew (see Table 2). As for individual banks, their capital adequacy ratio on 31 March 2008 fluctuated between 8.8% and 17.4% (except two banks the ratios of which were 39.4% and 81.4%). 

Table 2
BANK GROUPS BROKEN DOWN BY CAPITAL ADEQUACY RATIO

	 Capital adequacy ratio

(%)
	31.12.2007
	31.03.2008

	
	Number of banks 
	Banking market share

(% of total

 banking assets))
	Number of banks
	Banking market share

(% of total

 banking assets))

	8-10
	4
	33.1
	3
	24.4

	10.1-15
	11
	63.6
	13
	72.6

	15.1-20
	4
	2.9
	3
	1.3

	above 20
	2
	0.4
	2
	1.7


Liquidity risk

In the 1st quarter of 2008, upon a decrease in total banking claims on MFI (by 24.3%) and total deposits (by 6.1%), also total banking liquid assets and current liabilities shrank (by 16.9% and 9.9%, respectively). Since the amount of banking liquid assets
 decreased more swiftly than the amount of current liabilities
 (by 7 percentage points), the liquidity ratio for the banking sector shrank and at the end of March totalled 51.4% (compared to 55.7% on 31 December 2007) (credit institutions must maintain adequate liquid assets in sufficient amounts, but not less than 30% of total current liabilities) (see Figure 19). 

Figure 19

LIQUID ASSETS, CURRENT LIABILITIES AND LIQUIDITY RATIO FOR BANKS
[image: image1.wmf]12.5

16.0

13.6

12.0

13.0

5.8

5.9

6.8

7.2

7.7

71.3

68.1

69.5

70.6

69.4

7.8

7.5

7.6

7.6

7.5

0%

20%

40%

60%

80%

100%

31.03.2007.

30.06.2007.

30.09.2007.

31.12.2007.

31.03.2008.

Claims on MFI

Securities 

Loans

Cash and claims on the Bank of Latvia

Other assets

 (in thousand lats; as a percentage)

At the end of reporting quarter a majority of banks had liquidity ratio above 40%, and the market share of these banks in the total banking assets accounted for 85.8% (see Table 3). At the end of March, the liquidity ratio for individual banks ranged between 31.3% and 88.8% (except two banks the ratios of which were 100%).

Table 3
BANK GROUPS BROKEN DOWN BY THEIR LIQUIDITY RATIO
	Liquidity ratio

(%)
	31.12.2007
	31.03.2008

	
	Number of banks 
	Banking market share

(% of total

 banking assets)
	Number of banks 


	Banking market share

(% of total

 banking assets)

	30-40
	2
	12.6
	5
	14.3

	41-50
	3
	39.3
	5
	54.4

	51-70
	11
	39.5
	6
	23.5

	above 71
	5
	8.6
	5
	7.9
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� EU – European Union.


� CIS – Commonwealth of Independent States.


� Monetary financial institutions (MFI) – credit institutions and money market funds.


� Close-watch loans are loans under intensified control of the institution’s management because of an inherent potential unreliability, which, unless averted, may influence the debt repayment and inflict loss on the institution (for instance, if economic or market conditions may unfavourably influence the borrower, debt repayment is delayed for less than 30 days by the borrower, or debt repayment is delayed for 31 - 90 days, but the secondary repayment source is reliable).


� Mortgage is a pledge of real estate property registered with the Land Register, retaining a mortgager’s property rights under restrictions set by a pledge holder. In case of a mortgager’s default, the pledged property goes on sale.


� Non-audited data.


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


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





� Proportion of expenses to income = (administrative expenses + depreciation of cost of intangible assets and fixed assets)/net interest income + interest from dividends + net commission fee + profit /loss of financial instruments transactions + result of financial instruments adjustments + other ordinary income – other common expenses + adjustment for decrease in the value of financial assets due for sale.


� Operational risk – is the risk of loss resulting from inadequate or failed internal processes, people and systems, or from external events, including legal risk.


� The capital adequacy requirement reflects the bank’s capital required for hedging against credit risk and market risks.


� 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.
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				31.03.2007.		30.06.2007.		30.09.2007.		31.12.2007.		31.03.2008.
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		Loans		12,037		13,177		14,137		14,916		15,196

		Other assets		408		456		509		565		576

		Total assets		17,337		18,665		20,352		21,916		21,302
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