BANKING OPERATION
GENERAL INFORMATION

At end-January 2009, Pohjola Bank Plc Latvia branch was registered with the Commercial Register of the Republic of Latvia, however, the branch did not commence financial activities yet in the reporting quarter and on 31 March 2009 there were still 21 banks and six branches of foreign banks operating in the Republic of Latvia. 

By 31 March 2009, 231 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. 

Changes in the names of several banks and branches of the Member State banks took place in spring 2009. AS Hansabanka accomplished the process of the change of brand that was launched in the previous autumn and as of 17 March 2009 changed its name to Swedbank AS. Also, the branch of Balti Investeeringute Grupi Pank AS registered the change of name with the Commercial Register of the Republic of Latvia, and as from 27 March it is the Latvian branch of BIGBANK AS as well as the joint stock Latvijas Tirdzniecības banka, which has been AS LTB Bank since 24 April 2009.

For the further development purposes the AS GE Money Bank and sate-owned AS Latvijas Hipotēku un zemes banka increased their share capital in the reporting quarter, thus the total banking paid-up share capital increased by 4.2% and at end-March amounted to 925.6 million lats, incl. the share of foreign capital totalling 74.4% (compared to 78.1% on 31 December 2008) (see Figure 1).

Figure 1


BANKING PAID-UP SHARE CAPITAL BROKEN BY COUNTRIES
(at end-period; as a percent)
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With increasing share capital of the state-owned AS Latvijas Hipotēku un zemes banka, also the state-owned share in total paid-up banking share capital grew and on 31 March 2009 made up 14.4% (compared to 11.7% on 31 December 2008). With the decision of the Cabinet of Ministers 85.14% of AS Parex banka shares were taken over by the state-owned joint stock company Privatizācijas aģentūra (Latvian Privatization Agency) on 27 February 2009 (as from November 2008, 85.14% of AS Parex banka shares have been controlled by the state-owned AS Latvijas Hipotēku un zemes banka (Mortgage and Land Bank of Latvia)). 

At the end of 1Q 2009, 10 banks still were subsidiaries of Member State banks and foreign banks, and the market share of these banks in total banking assets on 31 March 2009 accounted for 54.6%, incl. five subsidiary banks of the EU banks - 51.3%, but five subsidiary banks of CIS
 countries banks, 3.3% (compared to 54.2%, 50.6% and 3.6% on 31 December 2008).

STRUCTURE OF ASSETS AND LIABILITIES
Following a decrease in the total volume of bank liabilities to MFI
 (mostly because or partial or full repayment of syndicated loans by several banks) and a decrease in bank liabilities to the Bank of Latvia, the total amount of banking sector assets contracted by 1,038.8 million lats in 1Q 2009, or 4.5%, and their volume at end of March accounted for 22.2 billion lats. Loans constituted the greater part in the structure of banking assets, 73.8%, banking claims on MFI, 10.7%, investments in securities, 6.7%, as well as cash and claims on the Bank of Latvia, 5.2% (compared to 71.4%, 10.7%, 8.9% and 5.7% on 31 December 2008) (see Figure 2). 

Figure 2

STRUCTURE OF ASSETS 

(as a percentage)
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At the end of the reporting quarter, resident deposits constituted 27.5%, non-resident deposits, 16%, while the banking liabilities to MFI and the Bank of Latvia, 42.2% (compared to 25.7%, 16.3% and 44.7%, respectively, on 31 December 2008) (see Figure 3). 

Figure 3


STRUCTURE OF LIABILITIES

(as a percentage) 
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 Financing of foreign banks to their subsidiaries and branches in Latvia shrank by 535 million lats in 1Q 2009, or by 7.4%, and at the end of March totalled 73% of total banking liabilities to MFI (compared to 73.8% on 31 December 2008).

LOANS

In 1Q 2009 in the times of economic slowdown, a decrease in total banking loan portfolio balance kept shrinking from the end-2008 and contracted by 196 million lats in 1Q 2009, or 1.2%, totalling 16.4 billion lats by the end of March (in comparison with a decrease of 70 million lats, or 0.4%, in 4Q 2008). 

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 also decreased by 138 million lats, or 1.7%, totalling 8 billion lats by the end of March (as compared to 4Q 2008 when a decrease was by 8 million lats, or 0.1%). In the reporting quarter, the most dramatic decline in loan balance was observed in the economy sectors where the share of loans granted did not exceed 3%, namely, loan balance granted to state administration and defence fell by 28.5%, electricity, gas and heat supply - by 15.4%, while education sector - by 8.7%. Though the total amount of loans issued to the development of the sector of economy contracted in 1Q 2009, loan balance in a number of sectors grew: provision of professional, scientific and technical services, by 6.4%; transport and storage, by 4.9%; art, entertainment and recreation, by 4%; lodging and catering, by 2.5%.

Largest amounts of loans by the end of March were still granted to such economic sectors as real estate transactions (31.1%), manufacturing industry (14.2%), trade (12.3%), financial and insurance activities (11.5%) and construction (9.9%), though loan balance in several of above sectors decreased during the reporting quarter, e.g., financial and insurance activities, 8%, and manufacturing industry, by 0.3% (see Figure 4). 
Figure 4

SHARE OF LOANS ISSUED TO NATIONAL ECONOMY SECTORS IN CREDIT PORTFOLIO * AND ANNUAL GROWTH RATE OF SUCH LOANS 
(31.03.2009; as a percentage)
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* Banking loan portfolio comprises loans issued to resident financial institutions, public enterprises and private companies. 

Loan portfolio broken down by borrowers (residents) 

By the end of 1Q 2009, of total amount of loans to non-banks, 88.6% % were issued to residents, incl. private non-financial undertakings – 47.1%, households – 43.4% and financial institutions – 5.6% (compared to 46.8%, 43.2% and 6.1% on 31 December 2008) (see Figure 5). Most substantial decrease was in the amount of loans issued to financial institutions, by 84 million lats, or 9.4%; households, by 70 million lats, or 1.1%; as well as private non-financial undertakings, by 55 million lats, or 0.8%.
Figure 5
BORROWERS BROKEN BY SECTORS 

(as a percentage)
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In 1Q 2009, 435 million lats were granted for non-financial undertaking loans anew (incl. loans with modified loan agreement conditions) or by 27.3% less than in the previous quarter (see Figure 6).

Figure 6

TOTAL OF LOANS ISSUED ANEW TO NON-FINANCIAL INSTITUTIONS 
(million lats)
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In the reporting quarter, the growth rate of housing loans decreased by 46 million lats, or 0.9%, while consumption loans shrank by 10 million lats, or 1.3%, and by the end of March 5,005.6 million lats were issued for the acquisition of housing, while 777.6 million lats – for consumer loans, i.e. 79.4% and 12.3%, respectively, of total loans granted to households. 

The amount of loans issued anew to households (incl. loans with modified loan agreement conditions) shrank from 418 million lats in 4Q 2008 to 286 million lats in the reporting quarter, or by 31.6%, incl. the acquisition of housing, 191 million lats, and consumption loans, 31 million lats (see Figure 7). 

Figure 7

TOTAL OF HOUSING LOANS ISSUED ANEW 

(million. lats)
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In the reporting quarter the number of payment cards issued and payment card loans grew by 68.5 thousand, whereas the number of loans both for purchase, reconstruction and repair of housing and consumption fell by 1.7 thousand and 8.8 thousand, respectively. At the end of March, total number of loans issued to households amounted to 1.3 million, of which the greater part, or 820 thousand, were payment card and current account loans, while the number of loans issued or consumption totalled 220 thousand, but 156 thousand loans were issued for the purchase, reconstruction and repair of housing. 

At the end of 1Q 2009, the average amount of a loan issued to one household was: 32.1 thousand lats for purchase, reconstruction and repair of housing; 2.4 thousand lats - for consumption, 363 lats – for payment card  (compared to 32 thousand lats, 2.3 thousand lats and 397 lats compared to 31 December 2008).

Loan portfolio broken down by currency
In the reporting quarter, upon a substantial decrease in balance of loans issued in lats, i.e. by 9.6%, the share of loans issued in euro grew amounting to 10.6% and 86.2%, respectively, by end-March (compared to 11.6% and 85.3% on 31 December 2008) (see Figure 8). 

Figure 8

LOAN PORTFOLIO OF RESIDENTS, BROKEN DOWN BY CURRENCY 

(as a percentage)
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In the reporting quarter, following an increase in non-resident loan portfolio by 17 million lats, or 0.9%, the euro was still dominating currency in the loan portfolio, 50.1%, while US dollars constituted 46% (compared to 50.7% and 45.2% on 31 December 2008). 

Loan portfolio broken down by loan type 
Though in 1Q 2009 the greatest decrease was in mortgage loans (by 102 million lats, or 1.2%) and commercial loans (for the increase of current assets of undertakings) (by 78 million lats or 2.3%), however, they still constituted a major share in the loan portfolio, namely, 53.7% and 20%, respectively (compared to 53.7% and 20.3% on 31 December 2008). The amount of industrial loans grew by 0.1% in the reporting quarter, and their share in total loan portfolio at the end of March totalled 13.4% (compared to 13.2% on 31 December 2008) (see Figure 9). 

Figure 9

TYPES OF LOANS AND THEIR ANNUAL GROWTH RATE
(31.03.2009; as a percentage)
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* Banking loan portfolio comprises loans issued to residents except the loans to central/local governments and transit loans.

Term structure of loan portfolio

At the end of the reporting quarter the share of long-term loans (more than 5 years) in banking loan portfolio accounted for 58.9%, medium-term loans (between one and five years), 27.5%, and short-term loans (up to one year), 8.1%, and demand loans, 5.6% (compared to 59.1%, 27.2%, 8.9% and 4.8%, respectively, on 31 December 2008) (see Figure 10).

Figure 10

TERM STRUCTURE OF LOAN PORTFOLIO 

(as a percentage)
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Quality of loan portfolio 

Following a rapid increase in the unemployment and decline in resident income in 1Q 2009, the borrowers’ solvency also worsened accordingly. The share of overdue payments in the banking total loan portfolio (principal sum and/or interest payment) grew from 15% 
at end-2008 to 20.5% at the end of reporting quarter, incl. the share of loans with payments overdue more than 90 days totalling 7.1% at end-March, or 1.162 million lats (compared to 3.6% at end-2008). Upon deterioration in loan portfolio quality in the reporting period, provisioning for loan impairment grew by 190 million lats and at end-March totalled 558 million lats. By the end of 1Q 2009 banking provisions constituted 3.4% of banking loan portfolio (compared to 2.2% at end 2008) (see Figure 11). 
Figure 11

MORE THAN 30 DAYS PAST DUE LOANS AND PROVISIONS OF LOAN PORTFOLIO (%)
(31.03.2009; as a percentage)
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At the end of reporting quarter the share of loans with payments overdue above 90 days in the loan balance for 14 banks did not exceed the average banking sector ratio, namely, 7.1%, whereas the share of these banks’ assets in total assets of the banking sector totalled 61.6% (see Table 1). Meanwhile the share of loans with payments overdue above 90 days in the loan balance for seven banks (constituting 9.6% in total banking sector assets) was above 10%. 

Table 1
BREAKDOWN OF BANKS BY PROPORTION OF LOANS WITH PAYMENTS OVERDUE ABOVE 90 DAYS IN BALANCE OF BANK LOAN PORTFOLIO 
	Share of loans with payments overdue above 90 days in a bank loan portfolio (%)
	31.12.2008
	31.03.2009

	
	Number of banks and branches of foreign banks 
	Banking market share

(% of total 

 banking assets)
	Number of banks and branches of foreign banks


	Banking market share

(% of total 

 banking assets)

	Under 3.6
	13
	58.2
	9
	18.6

	3.7-7.1
	10
	38.9
	5
	43.0

	7.2-10.0
	-
	-
	6
	28.8

	Above 10
	4
	2.9
	7
	9.6


Majority of loans with payments overdue above 90 days was comprised of loans granted to resident households (incl. acquisition of housing) and loans to such sectors as real estate transactions and construction, as well as loans to non-residents (see Figure 12). The share of above sectors in total loans past due above 90 days at end-March, respectively 45.7%, 33.2%, 28.6%, 7.1% and 4.2% (compared to 55.7%, 40%, 19.5%, 4.5% and 5.4% at end-2008).

Figure 12

CONCENTRATION OF LOANS WITH PAYMENTS OVERDUE ABOVE 90 DAYS BROKEN DOWN BY LOAN CATEGORIES 
(31.03.2009; as a percentage)
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Loan portfolio collateral
At the end of 1Q 2009, of total loans, 73% were secured by mortgages
, of which most popular were housing first mortgages, 33.4% and commercial property first mortgages, 25.4% (compared to 73%, 32.2% and 26.4%, respectively, on 31 December 2008). Of other types of loan collateral, most popular still were commercial pledges, 9.2% (compared to 9.4% on 31 December 2008) (see Figure 13).

Figure 13

TYPES OF LOAN PORTFOLIO COLLATERAL
(% to the loan balance)
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At the end of the reporting quarter mortgages prevailed as collateral type for loans issued to such sectors as state administration and defence – 97.9%, dwelling and catering – 92.8%, real estate transactions – 92.8%, as well as construction – 88.2%. Whereas commercial pledges were popular collateral with such sectors as information and communication services, water supply and waste disposal, transport and storage, as well as manufacturing industry, by the end of March constituting 78.9%, 38.6%, 31% and 28.9%, respectively, of total loans issued to the respective sector. Shares and debt securities were still less popular type of loan collateral as well as deposits which served as collateral for about 2.4% of total loans issued by banks. Of loans to the enterprises (mostly state and local government authorities), which represent electricity, gas and heat supply, 71.5% were granted without any collateral (namely, 2.2% of total loans granted to national economy) (see Figure 14). 

Figure 14

TYPES OF LOAN PORTFOLIO COLLATERAL BROKEN BY ECONOMIC SECTORS 
(31.03.2009; as a percentage)

[image: image12.emf] 

0% 20% 40% 60% 80% 100%

Financial and insurance activities

Electricity, gas and heat supply

Information and communications services

Water supply and waste management

Non-residents

Transport and storage

Trade

Professional, scientific and technical services

Manufacturing

Health and social care

Administrative and support service activities

Mining and quarrying

Agriculture, forestry and fishing

Arts, enertaiment and recreation

Education

Construction

Households

Accomodation and catering services

Operations with real estate

Mortgages Debt securities and shares Commercial pledge Suretyship Deposit  Collateral Without collateral


Of loans issued to households, 90.1% were secured by mortgage, incl. loans for the acquisition, reconstruction and repair of housing were mortgage backed by 99.3%.

DEPOSITS

During 1Q 2009 total volume of deposits dropped by 103 million lats, or 1.1%, incl. an increase in the amount of resident deposits by 135 million lats, or 2.3% (mostly because of additional placement of funding by the State Treasury in the JSC Parex banka), whereas the amount of non-resident deposits fell by 238 million lats, or 6.3%. 

The term structure of deposits was still changing during the reporting quarter. Total decrease in deposit stock in the banking sector still concerned mainly demand deposits, i.e. deposit stock shrank by 6.9% in the reporting quarter, but their share contracted from 49.7% at end 2008 to 46.8% at end-March 2009, incl. almost equal decrease in both resident and non-resident demand deposits, by 7% and 6.8%, respectively. Meanwhile the amount of short-term deposits grew by 301 million lats during the quarter, or 7%, and their share in total deposits by the end of March made up 47.7% (compared to 44.1% at the end of 2008).

The share of resident deposits in total deposits at end of March totalled 63.2% 
(compared to 61% at the end of 2008). The greater part of resident deposits were household deposits (45.9%), private non-financial companies’ deposits (22.5%), as well as central and local government deposits (18%) (see Figure 15). 

Figure 15
SECTORAL BREAKDOWN OF DEPOSITORS (RESIDENTS)
(as a percentage)
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In the reporting quarter changes in the structure of resident deposit currencies continued, i.e. the amount of deposits in lats shrank by 233 million lats, or 7.9%, while deposits in euro grew by 370 million lats, or 13.7%. At the end of March, of total deposits attracted from residents, 44.4% were deposits in lats, 50.2% – deposits in euros, 4.7% – deposits in US dollars (compared to 49.3%, 45.2% and 4.9% at end 2008) (see Figure 16).

Figure 16
RESIDENT DEPOSITS BROKEN BY CURRENCY
(as a percentage)
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Following a notable decline in deposits in US dollars (by 267 million lats or 11.6%), also their share shrank by the end of March totalling 57.5% (compared to 61% at end of 2008). Deposits of private non-financial undertakings (76.1%) traditionally retained a major share of total non-resident deposits (compared to 76.6% at end of 2008). 

PERFORMANCE INDICATORS 

The banking sector on the whole reported losses of 51.3 million lats in 1Q 2009  (after tax). In the reporting quarter, 14 banks and one branch of foreign bank overall posted 14.8 million lats in profit, meanwhile the rest seven banks and five foreign bank branches reported losses totalling 66 million lats at the end of the reporting quarter.

Profitability indicators (ROA un ROE)

In 1Q 2009, upon steeply increasing expenses on loan loss provisioning, decreasing lending growth rate and high financing costs, banking profitability of banks notably declined, i.e. banking profitability indicators ROA and ROE decreased and at end of March were -0.90% and -11.23%, respectively (compared to 0.27% and 3.63% on 31 December 2008) (see Figure 17). 

Figure 17

PROFITABILITY INDICATORS
(as a percentage)
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By end of reporting quarter, ROE varied from -91.6% to 14.8% for individual banks
(see Figure 18), while ROA from -45.1% to 4.5%.

Figure 18

DISPERSION OF BANK ROE 
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Income and expense structure

Negative lending growth rate and worsening of loan quality in the reporting quarter still had an impact on the bank income and expense structure. In 1Q 2009 (compared to the previous quarter), following a notable decrease both in banking income from interest on loans issued to non-MFI (by 18.8%) and income from fee and commission (by 22.4%), their share in total banking income also contracted, and by the end of March constituted 54% and 10.5%, respectively (compared to 61.3% and 12.5% on 31 December 2008) (see Figure 19). 

Figure 19

INCOME STRUCTURE

(as a percentage)
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In 1Q 2009, upon a decrease both in total banking liabilities to MFI (by 6.5%) and the volume of non-MFI deposits (by 1.1%), also interest expense on these funds fell by 29.2% and 1.6%, respectively, and at the end of March they constituted only 34.4% of total banking expenses  (compared to 43.7% on 31 December 2008). Following a steep decrease in quality of credit portfolios, the bank expenses on provisions for loan impairment and liabilities grew substantially, and at end of March they were second major banking expense item (30.6%) succeeding interest expenses (38.9%) (compared to 19% and 47.9% at end 2008). Following a decrease in administrative expenses by 20.7% in the reporting period, their share in the expense structure fell to 17.6% at end of March (compared to 22.6% on 31 December 2008) (see Figure 20).

Figure 20

EXPENSE STRUCTURE

(as a percentage)
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Efficiency of banking activities continued diminishing in the reporting quarter, and the proportion of banking expenses to income
 at end March totalled 185.5% (compared to 75.5% at end 2008).

EXPOSURES OF BANKS  

Capital requirements for credit risk, market risk and operational risk 

At end 1Q 2009 the total amount of banking capital adequacy requirements
 accounted for 1,207.7 million lats, incl. 89.4% were capital requirements for the credit risk inherent in the banking book, 7.7% were capital requirements for operational risk and 2.9% – capital requirements for position, foreign currency and commodity risks (see Figure 21).

Figure 21

BREAKDOWN OF CAPITAL ADEQUACY REQUIREMENTS
(million lats)
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Deterioration of banking asset quality in 1Q 2009 required the banks to make notable additional provisions, thereby in the reporting period the banking own funds decreased by 3.9%, while the amount of bank risk-weighted assets fell by 0.1%, and total capital adequacy ratio of the banking sector also declined totalling 11.4% at end March (compared to11.8% on 31 December 2008) (see Figure 22). 

Figure 22

ANNUAL GROWTH RATE OF RISK-WEIGHTED ASSETS AND SHARE CAPITAL AND CAPITAL ADEQUACY RATIO 
(as a percentage)
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For individual banks, their capital adequacy ratio at end March varied from 9.1% to 62.4% (except one bank with capital adequacy ratio under 8%, and one bank with capital adequacy ratio above 100%) (see Table 2). 

Table 2
BANK GROUPS BROKEN DOWN BY CAPITAL ADEQUACY RATIO
	 Capital adequacy ratio

(%)
	31.12.2008
	31.03.2009

	
	Number of banks
	Banking market share

(% of total

 banking assets)
	Number of banks 


	Banking market share

(% of total

 banking assets)

	Below 10
	3
	25.9
	2
	19.7

	10.1-12
	6
	30.6
	3
	13.7

	12.1-15
	5
	32.8
	8
	56.4

	15.1-20
	5
	9.1
	5
	7.7

	above 20
	2
	1.6
	3
	2.5


Liquidity risk

During 1Q 2009 in view that the decrease rate in the amount of liquid assets outpaced a decrease in current liabilities, i.e. by 12.9% and 4.3%, respectively, liquidity indicator of the banking sector also diminished and at end of March was 48.0% (compared to 52.8% at end 2008) (credit institutions are obliged to maintain adequate liquid assets in sufficient amounts, but not less than 30% of total current liabilities) (see Figure 23). 

Figure 23

LIQUID ASSETS, CURRENT LIABILITIES AND LIQUIDITY RATIO OF BANKS 
 (thousand lats; as a percentage)
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At the end of reporting period, liquidity ratio for 17 banks exceeded 40% and the market share of these banks constituted 69.3% of total banking assets (see Table 3). For individual banks, liquidity ratio ranged from 30.2% to 80.4% at end of March (except four banks where liquidity ratio of one bank was below 30%, but of the rest three banks this ratio notably exceeded 100%).

Table 3
BANK GROUPS BROKEN DOWN BY THEIR LIQUIDITY RATIO

	Liquidity ratio

(%)
	31.12.2008
	31.03.2009

	
	Number of banks
	Banking market share

(% of total

 banking assets)
	Number of banks 
	Banking market share

(% of total

 banking assets)

	Below 40
	2
	10.1
	4
	30.7

	41-50
	8
	34.6
	6
	26.8

	51-70
	6
	51.9
	6
	35.2

	above 71
	5
	3.4
	5
	7.3




















� CIS Commonwealth of Independent States.


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


� 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.


� 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.


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