BANKING OPERATIONS

GENERAL INFORMATION

On 31 March 2006, the banking sector of the Republic of Latvia comprised 22 banks and one branch of a foreign bank (Nordea Bank Finland Plc. Latvia branch).

JSC NORD/LB Latvija has changed its name to JSC DnB NORD Banka in May 2006. 

In the course of 1st quarter of 2006, the JSC Baltic Trust Bank increased its share capital hereby total paid-up banking share capital grew by 19.7% and at the end of March amounted to 465.1 million lats, incl. a proportion of foreign capital at 60.2% (compared to 58.6% on 31 December 2005). 

At the end of the reporting quarter, nine banks still were subsidiaries of foreign banks (JSC Hansabanka, HVB Bank Latvia AS, JSC Latvijas Biznesa banka, JSC Latvijas tirdzniecības banka, JSC Latvijas Krājbanka, JSC Nord/LB Latvija, JSC PARITATE BANKA, JSC Sampo Banka and JSC SEB Latvijas Unibanka), and the market share of these banks accounted for 52.7% of total banking assets at the end of March.

STRUCTURE OF ASSETS AND LIABILITIES

During the 1st quarter of 2006, the banking assets rose by 689.5 million lats or 6.3% and their volume at the end of March reached 11.6 billion lats. In the reporting quarter, the growth rate of loans exceeded that of deposits by 6.7 percentage points (see Figure 1). 

Figure 1

ASSETS, LOANS AND DEPOSITS

(at end of period; in millions of lats)
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Upon the development of banking sector, changes appeared in the structure of both, banking assets and liabilities. Upon an increase in the total banking loan portfolio by 10% in the reporting quarter, the share of loans in banking assets at the end of March totalled 65.8% (compared to 55.8% on 31 December 2005) (see Figure 2). 

Figure 2

STRUCTURE OF ASSETS

(as a percentage)
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The amount of liabilities of banks to monetary financial institutions
 (MFI) in the reporting period was still on the decline, hereby also their share in the structure of assets decreased respectively, and on 31 March 2006 totalled 14.7% (compared to 17.6% on 31 December 2005). Of total banking liabilities to MFI, 64.5% or 1,104.6 million lats were liabilities to the MFI of OECD countries (compared to 66.4% on 31 December 2005).

On 31 March 2006, the amount of banking investments in securities made up 10.3% of banking assets (compared to 9.9% on 31 December 2005). 

The amount of claims made by banks against the Bank of Latvia in the reporting quarter climbed by 16.3%, and their proportion in the banking assets by the end of March reached 5% (compared to 4.6% on 31 December 2005). This increase was a result of a decision to raise the norm of required provisions for banks from 6% to 8%, which took effect on 24 December 2005. 

The amount of deposits in banks rose by 3.3% in the reporting quarter, meanwhile their share in the banking liabilities continued decreasing and on 31 March 2006 was 55.1% (compared to 56.7% on 31 December 2005) (see Figure 3). 

In the reporting quarter, the amount of banking claims on monetary financial institutions continued growing and their share in the structure of banking liabilities reached 31.6% at the end of March (compared to 29.9% on 31 December 2005). Of total banking claims on MFI, 86% were claims on the MFI of OECD countries (compared to 83.6% on 31 December 2005), of which about 80% were financing of foreign banks to their subsidiaries and branches in Latvia. 
Figure 3

STRUCTURE OF LIABILITIES

(as a percentage)
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LOANS

In the 1st quarter of 2006, a total of loans issued to non-banks rose by 699 million lats or by 10% and on 31 March amounted to 7,659.3 million lats.

Loan portfolio broken down by national economy sector

The amount of loans issued to the Latvian national economy development in the reporting quarter rose by 359.9 million lats or 9.8%. By the end of March, a total of 4,045.8 million lats were issued 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, financial intermediation, trade and manufacturing industry which received 25.2%, 20%, 13.6% and 13.2%, respectively, of total loans granted to the national economy sectors (compared to 24.5%, 19.2%, 14.2% and 12.8% on 31 March 2005). The sectors where the amount of issued loans grew most rapidly in the reporting quarter were the following: in the financial mediation, 14.5%, manufacturing industry, 13.4%, and real estate transactions, 12.9% (see Figure 4).
Figure 4

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

(31.03.2006; 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 borrower (residents)

By 31 March 2006, a major part, or 90%, of loans issued by non-banks were granted to residents, incl. private non-financial undertakings, 45.5%, and households, 39.7%, while to financial institutions – 11.5% (compared to 46.4%, 39.1% and 11.1% on 31 December 2005) 
(see Figure 5). 

Figure 5
SECTORAL BREAKDOWN OF BORROWERS

(as a percentage)
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	                               31.03.2006
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A major part of the loans granted to private persons, 73.7% or 2,017 million lats, were issued for housing, while 14.3% or 391.6 million lats, for consumption (compared to 71.9% and 14.8% on 31 December 2005). 
By 31 March 2006, a total of 756.5 thousand loans were issued for households, incl. 494.3 thousand of payment cards and current accounts loans, 115.8 thousand – loans for consumption, whereas 109.1 thousand loans were issued for the purchase, reconstruction and repair of housing, i.e., 65.3%, 15.3% and 14.4%, respectively.

The average amount of a loan issued to a household continued growing and the at the end of March was as follows: 18.5 thousand lats for the purchase, reconstruction and repair of housing, 2.8 thousand lats for consumption, 213 lats – for payment cards (compared to 16.9 thousand lats, 3.3 thousand lats and 200 lats, respectively, on 31 December 2005) (see Figure 6).

Figure 6

AVERAGE LOAN AMOUNT ISSUED TO A HOUSEHOLD 

(in thousands of lats)
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Loan portfolio broken down by type of currency 
In the reporting quarter, of total loans issued to residents, the share of loans issued both in lats and in US dollars continued decreasing, and at the end of March made up 29.1% and 8.1%, respectively (compared to 30% and 11.2% on 31 December 2005), on the contrary the share of loans issued in euros grew by 4 percentage points and on 31 March totalled 62.7% (see Figure 7). 

Figure 7

REZIDENTS’ LAON PORTFOLIO BROKEN DOWN BY CURRENCY

(as a percentage)
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In the loan portfolio of non-residents, the US dollars still prevailed, 62.2%, as well as euros, 35% (compared to 63.5% and 33.8% on 31 December 2005). 

Loan portfolio broken down by loan type 
During the reporting quarter, the amount of mortgage loans2 grew by 384.5 million lats, or 13.2%, but their share in total loans issued by the end of March reached 43.5% (compared to 42.4% on 31 December 2005). The proportion of commercial loans (for the increase of current assets of undertakings) and industrial loans (for the acquisition of fixed assets and financing of long-term investment projects) in the loan portfolio at the end of March made up 28.5% and 16%, respectively (compared to 28% and 17.9% on 31 December 2005) (see Figure 8).

Figure 8

TYPES OF LOANS AND THEIR ANNUAL GROWTH RATE 

(31.03.2006; 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 

In the reporting year, long-term loans (over five years) still constituted a major share, 49.2%, and medium-term loans (between one and five years), 35.3% (compared to 48.3% and 36.4% on 31 December 2005) (see Figure 9).

Figure 9

TERM STRUCTURE OF LOAN PORTFOLIO (percent)
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Quality of loan portfolio
On 31 March 2006, banks had assessed 99% of the loan portfolio as standard, while 0.5%, as close-watch and 0.6%, as non-performing loans (compared to 98.8%, 0.5% and 0.7% on 31 December 2005) (see Figure 10). In the reporting quarter, the banks continued implementing prudent loan appraisal policy. The amount of specific provisions for claims on non-banks at the end of March accounted for 47.4 million lats, which exceeded the volume of non-performing loans by 105.4% (compared to 98.8% on 31 December 2005). 

Figure 10

BANKS’ NON-PERFORMING LOANS

(to loan balance)
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Loan portfolio collateral 

At the end of 1st quarter of 2006, of total loans issued, 63.2% were secured by mortgage
. A major part, or 76.7%, constituted primary mortgage to property – first mortgage, incl. 57% were housing mortgages, 26.6% – commercial property mortgages, but 16.4% – land mortgages (compared to 75.8%, 55.4%, 26.6% and 18% on 31 December 2005). Of other types of loan collateral, most popular were commercial pledges, 13.3%, and suretyship, 9.7% (compared to 11.2% and 9.4% on 31 December 2005) (see Figure 11).

Figure 11

TYPES OF LOAN PORTFOLIO COLLATERAL

(to loan balance)
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Of loans granted to households, 89.3% were secured by mortgage, incl. first mortgage for housing as collateral, 76.8%, land as first mortgage, 9%, first mortgage for commercial property, 3.4%, and other types of mortgages, 10.8% (compared to 89.1%, 76.4%, 8.8%, 3.3% and 11.5% on 31 December 2005). 

DEPOSITS

In the 1st quarter of 2006, the amount of deposits grew by 203.8 million lats, or 3.3%, and at the end of March constituted 6,404.2 million lats. 

In the reporting period, upon an increase in residents’ deposits by 10.7%, their share in total deposits grew and reached 56.6% at the end of March (compared to 52.8% on 31 December 2005). The greater part of total residents’ deposits in the reporting year was constituted by household deposits, 54.7%, and private non-financial companies, 31.4% (compared to 55.5% and 34.3%, respectively, on 31 December 2005) (see Figure 12). 

Figure 12
SECTORAL BREAKDOWN OF DEPOSITORS (RESIDENTS)
(as a percentage)
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	                               31.03.2006
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Of total deposits attracted from residents, 59.6% were deposits in lats, 26.6% – deposits in euros, 13.1% – in US dollars (compared to 60.1%, 25.4% and 13.6% on 31 December 2005) (see Figure 13).

Figure 13
RESIDENT DEPOSITS BROKEN BY CURRENCY 

(as a percentage)

[image: image17.wmf]61.7

60.6

59.8

60.1

59.6

15.8

15.6

14.9

13.6

13.1

21.5

23.0

24.5

25.4

26.6

0

20

40

60

80

100

31.03.2005

30.06.2005

30.09.2005

31.12.2005

31.03.2006

LVL

USD

EUR

Other type


In the reporting quarter, upon a decrease in the amount of non-resident deposits by 5%, their share in total deposits dropped correspondingly and as of 31 March 2006 accounted for 43.4% (compared to 47.2% on 31 December 2005).

By the end of the reporting period, deposits by private undertakings, as usual, retained the largest share of total non-resident deposits, 86.3% (compared to 89.9% on 31 December 2005). Of total deposits attracted from non-residents, most part, or 74.7%, were deposits in US dollars (compared to 74.5% on 31 December 2005).

In the reporting quarter, demand deposits still prevailed in a total of deposits and their share made up 67.5% by the end of March (compared to 70.6% on 31 December 2005). 

PERFORMANCE INDICATORS 

In the first quarter of 2006, all the banks operated with profit that after tax accounted for 61.8 million lats, or by 21% up from the respective period in 2005 when the banks earned 51.1 million lats. 

Profitability indicators (ROA and ROE)

In the 1st quarter of 2006, the banking profit growth rate was considerably higher than the volume of capital and reserves, as well as assets, i.e. by 26.3%, 7.2% and 6.3%, and consequently, both the return on assets (ROA) and the return on equity (ROE) rose and by the end of March reached 28.6% and 2.2%, respectively (compared to 27.1% and 2.1% on 31 December 2005) (see Figure14). By the end of the reporting period, ROE for individual banks ranged from 0.2% to 65.2%, whereas ROA – between 0.04% and 4.2%.

Figure 14

PROFITABILITY INDICATORS (ROA UN ROE) 

(as a percentage)
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Income and expense structure

In the 1st quarter of 2006, upon retaining of a high lending growth rate the share of banking income from interest on loans issued to non-banks at the end of March reached 48.3% (compared to 44.9% on 31 December 2005). Commission income accounted for 18.5% of total banking income at the end of March (compared to 21.7% on 31 March 2006) (see Figure15). 
Figure 15

INCOME STRUCTURE

(as a percentage)
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	                                 31.03.2006
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Interest expenses and administrative expenses are the major banking expense structure items. Their share in total expenses by the end of the 1st quarter 2006 amounted to 39.7% and 37.9%, respectively (compared to 32.9% and 42% on 31 December 2005) (see Figure 16). 

Figure 16

EXPENSE STRUCTURE

(as a percentage)
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	                                 31.03.2006
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Since both the amount of banking liabilities to MFI and the amount of deposits attracted continued growing in the reporting quarter, namely, by 12.5% and 3.3%, then also interest expenses on the funds attracted increased and at the end of March amounted to 41.3% and 47.2% of total interest expenses (compared to 36% and 50.2% on 31 December 2005). 

A major part of administrative expenses still was made up of other expenses
 (52.5%) and expenses for staff remuneration (41.8%) (compared to 57.2% and 39.5% on 31 December 2005). 

In the 1st quarter of 2006, the growth rate of the banking income was significantly higher than that of banking expenses, i.e. by 7% and 1.4%, respectively. Thus the banking operation efficiency improved and the share of expenses to income at the end of March was 46.6% (compared to 48.2% on 31 December 2005). 

RISK EXPOSURES TO BANKS
Credit risk and market risks

In the 1st quarter of 2006, total volume of bank’s capital adequacy requirement
 grew by 8.1% and at the end of March totalled 674.9 million lats. At the end of reporting period, of total capital adequacy requirement, 96.4% were capital requirements for credit risk in a bank’s portfolio, whereas a total of market risk capital requirements constituted only 3.6% (compared to 96.8% and 3.2% on 31 December 2005). 

Since the bank equity capital grew more rapidly than the total bank capital adequacy requirements in the reporting period, namely, by 16.7% and 8.1%, total capital adequacy requirement ratio of the banking sector grew respectively at the end of March reaching 10.9% (compared to 10.1% on 31 December 2005) (see Figure 17). 

Figure 17


CAPITAL ADEQUACY RATIO

(as a percentage)
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In the reporting quarter, the number of banks with capital adequacy ratio between 8% and 10% has dropped (see Table 1). As for individual banks, their capital adequacy ratio on 31 March 2006 ranged between 8.8% and 59.2%. 

Table 1
BANK GROUPS BROKEN DOWN BY CAPITAL ADEQUACY RATIO 

	Capital adequacy ratio

(%)
	31.12.2005
	31.03.2006

	
	Number of banks 
	Banking market share (% of total banking assets)
	Number of banks 


	Banking market share (% of total banking assets)

	8-10
	7
	74.4
	4
	51.0

	10-15
	7
	18.3
	9
	39.7

	15-20
	3
	5.5
	4
	6.0

	above 20
	5
	1.9
	5
	3.3


Liquidity risk

In the 1st quarter of 2006, upon an increase in current liabilities
 by 3.1%, liquid assets
 decreased, in turn, by 3.4%, and the liquidity ratio for the banking sector also diminished and by the end of March was 49% (compared to 52.3% on 31 December 2005) (credit institutions must maintain adequate liquid assets in sufficient amounts, but not less than 30% of total current liabilities) (see Figure 18). 

Figure 18

LIQUID ASSETS, CURRENT LIABILITIES AND LIQUIDITY RATIO FOR BANKS 
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At the end of reporting period, the liquidity ration for individual banks ranged between 31.1% and 117.6%.

Interest rate risk 

At the end of 1st quarter of 2006, 89.7% of banking assets and off-balance sheet long positions and 82.4% of liabilities and off-balance sheet short positions were vulnerable to interest rate changes (i.e. assets/liabilities and off-balance sheet positions whose market value changes are dependent on interest rate changes) (compared to 88.1% and 78.7% on 31 December 2005). The term structure of assets/liabilities and off-balance sheet positions vulnerable to interest rate changes shows that most part of assets and liabilities, i.e. 41.7% and 59%, respectively on 31 March 2006, were assets and liabilities with a residual maturity
 of up to one month (compared to 39.8% and 54.2% on 31 December 2005) (see Figure 19).

Figure 19

TERM STRUCTURE OF ASSETS/LIABILITIES AND OFF-BALANCE SHEET POSITIONS VULNERABLE TO INTEREST RATE CHANGES  

(on 31.03.2006; %)
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CONSOLIDATION GROUPS

Banking consolidation groups
At the end of the 1st quarter of 2006, 13 banks registered in Latvia were managed by groups subject to consolidated supervision (JSC Baltic Trust Bank, JSC Hansabanka, HVB Bank Latvia AS, 
JSC Latvijas Biznesa banka, State JSC Latvijas Hipotēku un zemes banka, JSC Multibanka, JSC Nord/LB Latvija, JSC Parex banka, JSC PARITATE BANKA, JSC Rietumu Banka, JSC SEB Latvijas Unibanka, JSC Trasta komercbanka and JSC VEF banka), which had 56 subsidiaries in total, incl. 19 leasing companies, four investment brokerage firms, six investment management companies, three banks, six pension funds, one insurance company, seven auxiliary undertakings and ten other financial institutions (see Table 2).

Table 2

TYPES OF ACTIVITY OF SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS 

	Type of subsidiary
	31.12.2005
	31.03.2006

	
	in total
	incl. foreign
	in total
	incl. foreign

	Leasing companies (LEC)
	20
	10
	19
	9

	Investment brokerage firms (IBF)
	4
	3
	4
	3

	Investment management companies (IMC)
	6
	-
	6
	-

	Banks (BNK)
	3
	3
	3
	3

	Pension funds (PFU)
	6
	-
	6
	-

	Insurance companies (ISC)
	1
	-
	1
	-

	Auxiliary undertakings (AUU)
	7
	4
	7
	4

	Other financial institutions (OFI)
	9
	5
	10
	6

	In total
	56
	25
	56
	25


In the reporting period, investments by Latvian banking groups were mostly made in subsidiaries registered in Latvia (31) and Estonia (5) as well as Russia-registered subsidiaries (5), in Lithuania (3), Cyprus (3), Ukraine (3), Great Britain (1), Ireland (1), and in four other subsidiaries registered in non-European Union states. (see Table 3).

Table 3

SUBSIDIARIES INCLUDED IN BANKING CONSOLIDATION GROUPS

	Banks and their subsidiaries 
	Type of company 
	Country

	JSC Baltic Trust Bank
IMC BTB Asset Management
JSC BTB atklātais pensiju fonds
JSC BALTIC TRUST BANK atklātais pensiju fonds
	IMC

PFU

PFU
	Latvia

Latvia

Latvia

	JSC Hansabanka
SIA Hansa Līzings

JSC investment management company Hansa Fondi
JSC Hansa atklātais pensiju fonds
	LEC

IMC

PFU
	Latvia

Latvia

Latvia

	HVB Bank Latvia AS
HVB Leasing Ltd
	LEC
	Latvia

	JSC Latvijas Biznesa banka
Eesti Krediidipank AS

Krediidipanga Liisingu AS

Martinoza AS

Kreatuur
	BNK

LEC

OFI

OFI
	Estonia

Estonia

Estonia

Estonia

	JSC Multibanka
J/s Multilīzings


	LEC
	Latvia

	JSC Nord/LB Latvija
SIA Nord/LB Līzings
NORD/LB Fondi, IPAS 
	LEC

PFU
	Latvia
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	JSC Parex banka
Investment management joint stock Parex Asset Management
Regalite Holdings Limited  

JSC Parex Bank 

SIA Parex Express Kredīts
JSC Parekss atklātais pensiju fonds
Parex Group Representation Limited

Parex Leasing &Factoring, OU 

JSC Parex Asset Management
SIA Aktīvu pārvaldīšanas kompānija un pensiju fondu administrators – "Parex Asset Management Ukraina"
Parex Global Opportunities Fund B.V.

SIA E&P Baltic Properties
Closed JSC "Parex faktoringas ir Lizingas"

Closed JSC Parex investiciju valdymas
AP Anlage & Privatbank AG

SIA Pareks Lizing and Faktoring
SIA Ekspress līzing
SIA Laska Lizing
SIA Pareks lizing
SIA Pareks lizing
SIA Extroleasing
Calenia Investments Limited

SIA Parex Līzings un faktorings
Closed JSC Financial Company Parex Capital Ukraine
JSC Parex
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OFI

PFU
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BNK
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	Latvia
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Russia
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Lithuania

Lithuania
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Azerbaijan

Russia

Ukraine

Russia

Belarus

Russia

Cyprus

Latvia

Ukraine

Latvia

	JSC PARITATE BANKA
SIA Paritāte Līzings
SIA DIGIPRO
	LEC

AUU
	Latvia

Latvia

	JSC Rietumu Banka
JSC RB securities IBS
RB Securities Limited 

AAS RB Securities

JSC RB Asset Management" IMC

Alphyra Rietumu Financial Ltd
	IBF

OFI

OFI

IMC

AUU
	Latvia

Cyprus

Russia

Latvia

Ireland

	JSC SEB Latvijas Unibanka
JSC open pension fund SEB Unipensija
Investment company SEB Unifondi
SIA Unilīzings
AAS SEB Dzīvības apdrošināšana
	PFU

IMC

LEC

ISC
	Latvia

Latvia

Latvia

Latvia

	JSC Trasta komercbanka
SIA TKB Līzings
SIA TKB nekustamie īpašumi


	LEC

AUU
	Latvia

Latvia

	JSC VEF banka
SIA Veiksmes līzings
	LEC
	Latvia

	State JSC Latvijas Hipotēku un zemes banka
SIA Hipolīzings
SIA Hipotēku bankas finanšu konsultāciju centrs
SIA Hipotēku bankas nekustamā īpašuma aģentūra
KS Mazo un vidējo komersantu atbalsta fonds
	LEC

OFI

AUU

OFI
	Latvia

Latvia

Latvia

Latvia


The ratio of the equity of banking consolidation groups to the total of groups’ risk-weighted assets and off-balance sheet positions (capital adequacy) may not be less than 8%. 
On 31 March 2006, the average capital adequacy ratio calculated based on consolidated financial statements of banking groups was 17.3% (compared to 17.1% on 31 December 2005). 
Financial holding companies included in consolidation groups 

In the reporting quarter, the JC Akciju komercbanka Baltikums, the responsible bank of a financial holding group, was also subject to consolidated supervision. The said financial holding group comprises the JSC Baltikums Bankas Grupa – a financial holding company registered in the Republic of Latvia, and its four Latvia-registered financial subsidiaries: JSC Akciju komercbanka Baltikums (BNK), IPAS Baltikums Asset Management (IMC), SIA Baltikums Līzings (LEC) and JSC Pirmais Atklātais Pensiju fonds (PFU).
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� Monetary financial institutions (MFI) – credit institutions and monetary 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 from the beginning of the year to assets (average).


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





� Other administrative expenses must include expenses on insurance premiums, business trips, telecommunication and information, computer services, etc.


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


� Current liabilities – claim liabilities and liabilities with a residual maturity of not more than 30 days.


� Liquid assets = vault cash + claims on central banks and other credit institutions + fixed-income debt securities of central governments.


� Residual maturity– time period from the last day of reporting period till the agreement expiry date or the date when repayment should be carried out or interest rate revised under the agreement.
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