http://ijfr.sciedupress.com International Journal of Financial Research Vol. 12, No. 1; 2021

Financial Resources Management in Commercial Banks: Evidence From
Latvia

Natalia Konovalova® & Aina Caplinska?
! RISEBA University of Applied Sciences, Riga, Latvia
2 Daugavpils University, Daugavpils, Latvia

Correspondence: Natalia Konovalova, RISEBA University of Applied Sciences, Meza str.3, Riga, Latvia. Tel:
371-2-921-5208. E-mail: natalija.konovalova@riseba.lv

Received: October 31, 2020 Accepted: December 4, 2020 Online Published: February 1, 2021
doi:10.5430/ijfr.v12n1p369 URL: https://doi.org/10.5430/ijfr.v12n1p369
Abstract

Financial resources management issues are relevant for each commercial bank. Those banks that operate with an
excess of free financial resources lose profitability, but the liquidity of such banks is quite high. Other banks that
conduct aggressive policy aiming to place all the available resources with maximum efficiency, are forced to seek
solutions to the problem of locating additional liquid funds, in order to ensure timely fulfilment of liabilities. In this
article, the authors analyze the state of the resource base of Latvian commercial banks, identify reserves for
increasing the efficiency of banks and propose a methodology for optimizing the attraction and placement of
resources in commercial banks. Since bank resources management involves two interrelated issues — equity capital
management and management of liabilities (attracted and borrowed funds), the authors successively consider two
sides of this process. Besides, the process of equity capital and liabilities management is inseparably linked with
active transactions, i.e. with the use of resources, therefore the research also focuses on the interrelation between
passive and active transactions of the bank and on the development of a methodology for optimizing the attraction
and allocation of bank resources. The purpose of the research is to analyse passive operations in Latvian banks, to
assess the formation of their resource base and its management, as well as to work out some recommendations on
how to update the management of the combined (aggregate) resource base in Latvian commercial banks. The authors
have put forward a following hypothesis: the decline in financial resources leads to an increase in the bank's
efficiency, and vice versa, the increase in financial resources leads to an inefficient redistribution of funds in the
banking activity. During the study, this hypothesis was justified. The theoretical and methodological basis for the
research includes scientific works by Latvian and foreign authors, special economic literature, Latvian legislation,
regulations of the Bank of Latvia and of the Financial and Capital Market Commission, recommendations of the
Basel Committee on Banking Supervision, EU Directives. The authors used such research methods as economic
analysis, method of comparison, economic grouping, statistical methods, etc. The application of the proposed
methodology for optimizing the attraction and placement of resources is considered on the example of Latvian
commercial banks.
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1. Introduction

The formation (attraction) of resources is the basis and the priority of a commercial bank activity, its vitally
important task without which a bank cannot exist. The process of the creation of bank resource base includes the
formation of bank stock capital, the attraction of deposits, the emission of loan securities as well as the search of
interbank loans (credits) at financial markets. The ability of the bank to attract deposits and interbank (loans) credits
is the main criterion of the bank recognition by other market participants. So, the state of the resource base of a
commercial bank, firstly, reflects the assessment of the bank stability and reliability (security) by its clients and
depositors, and by other banks, secondly, it is the indicator of the quality of the bank clients service (the quantity and
the quality of the facilities offered to the clients, the existence of the bank branch offices (network), the provision of
electronic bank services, the politeness of the bank personnel etc.); and, thirdly, characterizes the price policy of the
bank, in other words, the ability of the bank managers to react adequately to the market changes in the prices of bank
services and other bank products. Since the formation of bank resources comes from the realization of passive
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operations, it is exactly passive operations that are bound to provide the optimal (most often maximal — depending on
the desired volume of active operations) amount of the attracted resources of every bank with the least expenditure.
Moreover, all bank operations are to comply with the demands of legislative and normative acts, as well as with the
recommendations of the supervisory bodies (institutions). At the same time the development of the resource
provision (base) is to comply with the realization of the bank principles, aims and its activity plans. It should be
noted that in present conditions it becomes more and more difficult for Latvian commercial banks to attract resources
on a long-term basis. Clients’ desire to obtain long-term credits (for terms over 5 years) is still great, however, only a
rare clients will express a wish to sign a deposit agreement with a bank placing their money on the bank account for
the term of more than 3-5 years. It causes a situation with a discrepancy in the terms of drawing resources and the
resources placement terms. As a result, banks are forced to work either in the conditions of increased risk or to refuse
their clients’ requests for long-term crediting. The task of the search of long-term resources for Latvian commercial
banks is an extremely important and urgent one. It can only be solved by a complex approach to the combined
(aggregate) resource base management. At the same time bank resource management demands high qualification
managers and bank administration personnel to take right managerial decisions aimed at the consolidation and
stabilization of the bank resource base. The problems of bank resources management are covered in the works by
Joseph F. Sinkey Jr., Peter S. Rose, Diana McNaughton, Lavrushin O.l., Larionova I.V. and others. However, the
issues of optimizing the attraction and allocation of bank resources while ensuring the required liquidity level and
achieving the maximum possible profitability level do not get enough attention. At the same time, the practice of
Latvian commercial banks shows the need for developing and using the appropriate methods for optimizing the
attraction and allocation of resources and for improving the approach to bank resources management. The novelty of
the study is that the authors developed a methodology for optimizing the attraction and placement of financial
resources and applied it in Latvian commercial banks. As a result of the study, it was found that Latvian commercial
banks do not effectively use the available resources and accordingly lose profit. Limitation of the research is 6-years
analyzed period (2014 — 2019), which started from period when Latvia enter eurozone (1* of January 2014).

2. Literature Review

The scale of the banks’ activities, determined by the volume of active transactions, depends on the total volume of
resources at their disposal. Because of a special mediatory character of the commercial banks’ activities, their
resource base is formed mainly by attracted and borrowed funds, i.e. by liabilities that account for more than 90% of
all the bank resources (Finance Latvia Association, 2020). This makes the banks compete more intensively for
attracting resources.

The credit resources market is developing simultaneously with the securities market, where banks act as the sellers of
their own securities or as the buyers of state and corporate securities. The presence of insurance, finance and other
credit institutions increases the competition in the credit resources market and exacerbates the problem of the surplus
cash accumulation by the banks (Joseph F. Sinkey, 2013). At the same time, in spite of the insignificant share of
equity capital in the banks’ funding sources (less than 10%), the role and importance of this source in the total
resource base of commercial banks are very significant. Firstly, equity capital forms the basis of a commercial bank’s
activity. Secondly, equity capital performs a protective function ensuring the protection of depositors” interests and
the absorption of losses not covered by the current bank’s income. Thirdly, equity capital is intended to cover
banking risks (Lavrushin O.l., 2012). In the widespread the capital is wealth that helps generate further wealth,
encompassing everything that gives personal satisfaction, but also helps generate more wealth. Capital is wealth
obtained by the results of his own and then used to produce more wealth (Barmuta, K. et al. 2019). Strong corporate
governance provides effective financial decisions connecting with the cost of capital (Mokhova, N. et al. 2018).
Studies for the bank specific variables such as total assets, capital, asset non-performing loans, income
diversification or costs etc. are using for internal bank assessment, while for external determinants GDP is widely
using to capture the external factors influence on the performance of banks. Besides, business tendency also
influences on banks (Herianingrum, S. et al. 2019). Authors Saksonova S. and Koleda O. identified a stable link
between bank capital and GDP growth. They proved this fact in the paper “Evaluating the Interrelationship between
Actions of Latvian Commercial Banks and Latvian Economic Growth” (Saksonova S. and Koleda O., 2017). After
the introduction of Basel Il requirements, banks began to increase the volume of capital. Analyzing the situation in
banks with government support and in banks without government support, the authors Tatibekova, A. and Bubeyeyv,
M. identified that Basel 11l capital measures to be less constraining for banks with government support, however,
they continued to increase capital in post crisis period. In contrast, changes in capital measures affected bond spreads
of banks without government support (Tatibekova, A., Bubeyev, M., 2020). The management of resources in banks
in modern conditions is innovative. Latvia needs to focus on the integrated development of all the components of the
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innovation system (Anna A. Mikhaylova et al. 2019). This also applies to the management of banking resources due
to the introduction of stricter capital and liquidity requirements. All conditions above mentioned confirm that bank
capital management and resources management on the whole is important function for successful bank activity.
Characterizing the proportion between equity and debt (liabilities) in Latvian commercial banks it is necessary to
note that the share of equity capital in the system of Latvian commercial banks by the end of 2019 was only 9.7 %
(FCMC, 2020). Accordingly, the total liabilities in Latvian commercial banks accounted for 90.3% (FCMC, 2020).
The presence of subordinated liabilities (subordinated capital) in the sources of formation of equity capital in many
commercial banks of Latvia changes the proportion by 1% in favour of equity (Finance Latvia Association, 2020).
The process of managing the resources of a commercial bank presupposes the efficient use of these resources in
accordance with the possibilities of the resource base formation and, vice versa, the formation of the resource base in
accordance with the possibilities of its use. The dialectic of these processes is solved by determining the “golden
mean” between raising and using bank resources. In this connection, bank resource management is aimed at ensuring
the stability and reliability of the bank as well as at optimization of the process of attracting and allocating cash
resources (Larionova 1.V, 2015). The resource management tasks of the banks are as follows:

- To maintain the equity capital value at the level that is necessary and sufficient for ensuring the bank’s reliability as
well as for the expansion of profitable active transactions.

- Not to allow the attraction of non-earning resources. This means that the bank should not attract excess deposits and
debt securities resources that cannot be deployed in the nearest future.

- To identify and preferentially attract credit resources the quantity and quality of which are necessary and sufficient
for carrying out and developing active transactions as well as for the formation of alternative sources for the
repayment of the bank’s liabilities.

- To raise “cheap” resources mainly in the form of demand deposits for the bank to get profit due to a higher margin
between active and passive transactions.

- To ensure the attraction of term deposits and other resources for a certain fixed period of time for enhancing the
bank’s stability and improving its balance sheet liquidity.

- Not to attract resources of doubtful origin in order to preserve the bank’s image and reputation (Lavrushin O.1.,
2012).

Evans Tee in the paper “Asset Liability Management and the Profitability of Listed Banks in Ghana” (Evans Tee,
2017) claims that liability management only not enough for financial resources management. He also provides
evidences that liability management in some countries has negative effect on bank activity and profitability. The
authors of this article believe that the financial resource management process should be considered in connection
with operations in bank assets, using Asset Liability Management (ALM). Asset and liability management (ALM)
can be defined as the practice of matching the term structure and cash flows of an organization’s assets and liability
portfolios to maximize returns and minimize risk (Choudhry M., 2007). The general term asset and liability
management started to be commonly used from the mid-1970-s. In the past, ALM was a more simplistic process with
less regulations and limitations (Choudhry M., 2007). ALM has changed significantly in the past two decades with
the growth and integration of financial institutions and the emergence of new financial products and services (Gunay
G. et al. 2005). Banks, hedge funds and more generally financial regulated companies engage in complex capital
markets activities that involve trading of instruments in derivative or cash form. All these activities contribute to
define the company’s asset and liability profile and the ability to manage well such a profile is crucial to the success
of a business. The financial crisis changed conditions for lending and borrowing and created uncertainty in funding
and capital requirements for most financial institutions. Regulations and competitive forces drive the need for an
optimization of the liquidity, term gaps and costs of funds within the organizations, which will help them to face new
challenges driven by market conditions and to continue to maintain profits for their shareholders (Dalessandro,
Antonio, 2013). It should be noted that after the crisis of 2008, the countries of Eastern Europe, including Latvia,
showed a trend of mergers and acquisitions of banks and firms. These issues have been investigated by the authors
Saksonova S. and Kantane I. In the paper “Mergers and Acquisitions: Examples of Best Practice in Europe and
Latvia” they concluded that in evaluating decisions on the possibilities for mergers and acquisitions Latvian firms
and banks have to be guided by the most important results of this process: possible increases in foreign direct
investment and the growth in market share (Saksonova S. and Kantane L., 2016). Asset-liability management
basically refers to the process by which an institution manages its balance sheet in order to allow for alternative
interest rate and liquidity scenarios (Francis M. E., 2007). Banks and other financial institutions provide services
which expose them to various kinds of risks like credit risk, interest risk and liquidity risk. Proper Asset-Liability
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management controls the risks inherent in the business due to mismatches between assets and liabilities (Rosen, D.
and Zenios, S. A. 2006). Asset-liability management is an approach that provides institutions with protection that
makes such risk acceptable. It is therefore appropriate for institutions banks, finance companies, leasing companies,
insurance companies, and others to focus on asset-liability management when they face financial risks of different
types. Asset-liability management includes not only a formalization of this understanding but also a way to quantify
and manage these risks leading to higher returns and profitability. Further, even in the absence of a formal
asset-liability management program, the understanding of these concepts is of value to an institution as it provides a
true picture of the risk/reward trade-off in which the institution is engaged (Fabozzi F. J. and Konishi A., 1995).The
profitability of banks is vital for the smooth operation of the financial system of a country. Therefore, the sector’s
profitability is of the major concern for those who are responsible for policy making and operating day to day with it
(Kosmidou K. et al. 2004) and (Shubiri A., 2010) identified that among the possible factors that have effect on banks’
profitability is the asset-liability management. This therefore implies that if banks are able to properly match their
liabilities to assets, then there is the possibility of improving profitability. Although the effect of the management of
banks’ asset and liability on their profitability has been studied by a number of Latvian researchers as Dalecka S.
(2016), Zarembo J (2015)., Kudinska M. (2016), Saksonova S (2006). etc., the issue of banks’ profitability and
asset-liability management in Latvia has received limited attention from the researchers. The determinants of
commercial banks profitability have also been studied by a lot of foreign researchers (Ramlall, 1. 2009), (Alper D.
and Anbar A., 2011), (Asiri, B. K., 2007), (Kwast M. L. 1982), Peter S. Rose (2012) Joseph F. Sinkey, Jr (2002)
found that bank profitability is affected by both internal and external factors. Internal factors are related to bank
management considering the asset-liability management practices and external determinants are factors which reflect
the economic and legal environment that affect the operation and performance of commercial banks. The efficient
composition of assets and liabilities of commercial banks is crucial for their sound financial performance (Golbert, L.
and Rai, A. 1996). All above mentioned allow doing conclusion that financial resources management in commercial
banks is bilateral process, which based on asset-liability management or based on optimization of attraction and
allocation of funds.

3. Formation of the Resource Base in Latvian Commercial Banks: Overall Trends

As is known, the resource base of commercial banks is formed by carrying out passive transactions. However, not all
the liability items of the bank can be regarded as resources. Resources are understood to mean a certain part of the
bank’s liabilities (the total of equity and liabilities) which is the source of funding active transactions. So, resources,
in the authors’ opinion, must be formed (raised, borrowed, capitalized, etc.) and intended for efficient deployment in
active transactions. Thus, resources will include the following liability items: clients’ deposits, amounts owed to
credit institutions, debt securities issued by the bank, subordinated capital (subordinated liabilities), capital and
reserves. Other liability items, such as deferred income and accrued expenses, provisions for liabilities and charges,
other liabilities, including accounts payable related to the bank’s internal business transactions, are non-resource
liabilities. As can be seen in Figure 1, clients’ deposits have the biggest share in the funding sources. For the
analyzed period (2014 — 2019) the share of clients’ deposits in the sources of formation of the banks’ resource base
increased from 72% to 77.6%, but their growth rates are declining. Share of liabilities to credit institutions is quite
small (not more than 12% for the analyzed period) and also has declining trend. Capital and reserves are an
important funding source. They enable commercial banks to determine their starting position at the initial stage of
operation, and later, to implement their development strategy. In recent years (2014-2019), commercial banks in
Latvia have been operating with the share of capital and reserves not exceeding 12.7%. Debt securities (bank bonds
and mortgage bonds) issued by Latvian commercial banks account for a very small share of the funding sources
(only 1-2%), and their share is declining for the analysed period. This is due to a decrease in the number of banks
issuing debt securities. However, authors consider that this source of banks’ financial resources has good prospects
for the development and can increase together with securities market development, will provide alternative sources
of banks’ funds and to strengthen the resources base of commercial banks in future. The composition and structure of
Latvian commercial banks’ liabilities (shareholders’ equity and liabilities) in 2014 — 2019 are shown in Figure 1.
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Figure 1. Structure of liabilities in Latvian commercial banks for the period 2014 — 2019 (prepared by the authors
basing on Latvian Financial and Capital Market Commission data, Finance Latvia Association data)

In general analyzing the dynamics of changes in the main types of banking resources in the commercial banks of
Latvia for the period from 2014 to 2019 (Figure 2), can conclude about the critical state of the banking system of
Latvia.
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Figure 2. Growth/decline rate of the main types of resources in Latvian commercial banks for the period 2014-2019
(developed by the authors basing on Latvian Financial and Capital Market Commission data, Finance Latvia
Association data, and Latvian commercial banks data)
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There is a downward trend in all types of resources. The sharp decrease in client deposits is associated with state
policy aimed at preventing money laundering and closing accounts of non-resident customers. In 2018, one of the
largest commercial banks, which serviced non-resident customers, was closed in Latvia that led to a significant
reduction in the total volume of deposits. The decrease in liabilities to credit institutions is due to the excess of
resources compared to their placement in income assets. Banks currently do not need additional resources as
interbank loans. Despite the general decrease in resources, the Latvian banking system has an excess of efficient
resources, the market for placing resources is reduced, and as a result, the demand for resources is reduced. The
decrease in equity in 2018-2019 is associated with the liquidation of two large banks during this period (ABLV Bank
and PNB Bank).

4. Equity Capital of a Commercial Bank: Analysis and Management

Equity capital of a commercial bank constitutes the basis of its activity and is an important source of financial
resources. Capital is meant to support customer trust in the bank and to prove its financial stability to creditors
(Larionova 1.V, 2013). The size of the equity capital of a commercial bank should be adequate for ensuring the
borrowers’ confidence in the bank’s ability to meet their borrowing needs. In its turn, the depositors and creditors’
trust in the banks strengthens the stability and credibility of the country’s banking system in general. For these
reasons, banking supervisory bodies pay special attention to the size and structure of equity capital, and the capital
adequacy ratio is considered to be one of the most important indicators for assessing the credibility of a bank. Capital
management means forecasting the size of the capital taking into account the growth of the volume of its balance
sheet and off-balance-sheet transactions, the size of risks taken by the bank and the compliance with the proportion
between different elements of the capital, established by relevant regulations. Thus, in the authors’ opinion, the
objects of capital management are the absolute value of equity capital, equity capital adequacy, the relationship
between Tier 1 and Tier 2 capital, the structure of elements within each tier, capital formation costs and return on
equity. We will now analyze the state of the capital management objects in the system of Latvian commercial banks.
As shown in Figure 3 the amount of equity capital in Latvian commercial banks is decreased from 3038873 thousand
euros in 2014 to 2187882 thousand euros in 2019.
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Figure 3. Change in the capital adequacy ratio and in the amount of equity capital in Latvian commercial banks in
2014-2019 (prepared by the authors basing on Latvian Financial and Capital Market Commission data, Finance
Latvia Association data)

Capital adequacy ratio is on the level more than 20% for the analyzed period and fluctuations in capital adequacy
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ratio are insignificant, they are from 20.97% to 22.31%. As mentioned above the substantial decrease in equity
capital in Latvian banking system in 2019 is associated with the liquidation of two large banks (ABLV Bank and
PNB Bank). But if we look at the each individual bank we can observe situation that the equity capital sum and
capital adequacy ratio in each individual bank are increased. There are 13 commercial banks in Latvia now, and
annual reports of each commercial bank show an increasing trend in equity capital sum and in capital adequacy ratio.
This opposition between trend of Latvian banking system in whole and individual banks can be explained by
reduction in the number of banks in Latvia, but not by internal bank management. The internal policy of each
individual bank, that operates in Latvian financial market aimed to strengthening of equity capital and its adequacy.
It should be noted the economic instability and crisis phenomena of the recent years have led to higher banking risks
and lower income, which, in its turn, requires bigger equity capital in each individual bank. When analyzing the
capital adequacy dynamics, it is possible to make a conclusion that this indicator, in the system of Latvian
commercial banks, is stable and varies between 20% and 22%, which fully corresponds to the regulatory
requirements. In accordance with the requirements of the Basel Committee and of the Financial and Capital Market
Commission (FCMC), the capital adequacy ratio must not be lower than 8%, and not be lower than 10,5% including
capital buffer. It is also necessary to note that the capital adequacy ratio, in the system of Latvian commercial banks,
was maintained at a constant level due to the adequate growth of capital in accordance with the growth of the risky
assets volume. An important role in the bank’s capital management is played by the analysis of the capital elements
and the analysis of the relationship between Tier 1 and Tier 2 capital.

The analysis of the elements of commercial banks’ capital shows that Tier 1 capital consists of more stable elements.
In their turn, the elements of Tier 2 capital ensure the total capital increase from internal and external sources and
optimize the volume of the bank’s total capital. When analyzing the relationship between Tier 1 and Tier 2 capital in
the system of Latvian commercial banks, it is necessary to note that Latvian commercial banks observe the set limits
regarding the relationship between the two tiers of capital, but are not active enough in using the opportunities for
increasing Tier 2 capital. Thus, during the analyzed period, from 2014 to 2019, the share of Tier 1 capital varied
between 87% and 93%, while the share of Tier 2 capital elements was only 6.9% - 13.0% (see Figure 4). The
analysis of the capital elements shows that the bank has the opportunity to increase Tier 1 and Tier 2 capital using
both internal and external sources. The main external sources for the increase of Latvian commercial banks’ capital
are the issue and allotment of shares (increase of Tier 1 capital) and attraction of subordinated capital (increase of
Tier 2 capital). Issue and allotment of shares is an expensive way of capital increase due to high preparation costs for
the new issue. In addition, there appears a risk related to the shareholder income as compared with that of debt
instrument holders. At the same time, the additional issue of shares leads to the growth, as a rule, of three elements of
the bank’s capital: share capital, share premium and reserves tied to the value of share capital. The increase of capital
using subordinated sources (subordinated liabilities) means obtaining long-term loans with at least 5-year maturity
for the replenishment of capital, with the agreed procedure of repayment in case of the bank’s bankruptcy. These
subordinated liabilities are repaid, in case of the bank’s bankruptcy, after satisfying the claims of all creditors, but in
priority to shareholders. The share of subordinated capital in the funding sources of Latvian commercial banks is not
big — not exceeding 1%, but it tends to grow. The main source for the internal growth of capital is profit
accumulation. It is often the easiest and the cheapest way of capital replenishment, especially for banks having a
high rate of return. Besides, when capital is raised using internal sources, there is no threat that the existing
shareholders will lose control of the bank and that the dividend yield will go down. However, it is necessary to take
into account that the bank’s profit is determined by its credit, investment, financial and dividend policy, which means
that the bank’s transactions may result both in the increase of capital and in the decrease of capital due to loss.
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Figure 4. Change in the relationship between Tier 1 and Tier 2 Capital in the system of Latvian commercial banks in
2014 — 2019 (calculated by the authors basing on Latvian Financial and Capital Market Commission data, Finance
Latvia Association data)

The amount of profit remaining at the bank’s disposal is of primary importance for the bank’s capital management. A
low level of profit leads to a slow growth of internal sources of capital. A high share of profit used for increasing the
bank’s capital leads to smaller dividends (Lavrushin O.l., 2012). At the same time, high dividends contribute to the
growing market value of the bank’s stock which makes it easier to raise capital from external sources. In this
connection, when managing the capital for ensuring its acceptable growth based on the use of internal and external
sources, it is necessary to ensure the implementation of an optimal dividend policy. In the author’s opinion, the
optimal dividend policy is the one that maximizes the market value of the shareholders’ investment. The bank will be
able to attract new shareholders and to retain the existing ones, if return on invested capital is, at least, equal to the
return on investment in other spheres of business with the same level of risk. In managing their capital, the banks
face an important task of developing a stable dividend policy. When the share of dividends is maintained at a
relatively constant level, investors regard them as sufficiently stable income, and the bank looks more attractive to
them.

Latvian commercial banks are rather active in using the source of internal capital growth by increasing the share of
retained earnings in it. Thus, during the period from 2014 to 2018, the share of retained earnings was more than 20%
of the funding sources. However, in 2019 share of retained earnings is decreased and accounted 11.5% only (Figure
5).
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It is explained by reduction of incomes in commercial banks and as consequence a decreasing of retained earnings.
The correlation between the internal and external sources of capital increase is often determined by the size and the
strategy of the bank. Large banks having access to national and international financial markets have an opportunity to
issue shares for continuous growth of their operations. The opportunities of smaller banks are limited. As a rule, they

cannot attract investors, sinc
shares are difficult to sell in
smaller banks should mostly

e they do not have the adequate reputation for that. Besides, the small-size issues of
the market and their allotment is associated with high costs and risks. For this reason,
rely on internal sources of capital increase (Lavrushin O.l., 2012). Capital management

must ensure its efficient use by the bank, so it is necessary to analyze the change in return on equity (ROE).

Evaluation of return on equit
decreased. As evident from

y ratio showed that during last 3 years (2017 — 2019) the efficiency of equity capital is
Figure 6 the return on equity ratio is decreasing even if share of capital is increased

(especially it is observed in 2017).
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Figure 6. Share of capital in the total funding sources and return on equity ratio in the system of Latvian commercial
banks in 2014-2019 (prepared by the authors basing on Latvian Financial and Capital Market Commission data,
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Moreover, return on equity ratio has a large fluctuation (4.53% - 14.25%) during the analyzed period. Thus, the
biggest ROE ratio 14.25% was in 2016, while share of equity capital amounted 9.56% only. This meant a high
efficiency of share capital using in 2016 due to the rise of earning operations. Further tendency was connected with
more quickly rising of equity capital share and less quickly rising of return on equity ratio (2018). In 2019 the both
indicators (share of equity capital and ROE ratio) were reduced and reached minimum mark for the analyzed period
(2014-2019) and amounted 9.86% and 4.53% accordingly. It is a reflection of earning operations decrease in Latvian
banking sector. In view of the fact that many Latvian commercial banks lack long-term debt resources for covering
long-term active transactions, capital management should focus on its long-term planning. Equity capital should be
planned on the basis of the general financial plan of the bank. Capital planning is preceded by the work on
determining the growth rate and the structure of the bank’s active transactions, i.e. by a pro forma balance sheet of
the active transactions. At the next stage it is necessary to determine the required sources of financing of active
transactions, to forecast the amount and sources of funds (deposit and non-deposit), to assess the composition of
assets by the degree of risk based on the bank’s strategy. These data form the starting basis for developing the bank’s
income plan taking into account different scenarios of interest rate movements and the expected level of non-interest
income and expenses. The forecast of dividend payments is used as a basis for determining the possible amount of
internally generated capital, i.e. the amount of profit that can be used for capital increase. Based on the planned asset
growth, the required amount of capital raised from external sources is calculated. Thus, the long-term capital
planning can ensure the optimization of Tier 1 and Tier 2 capital and help achieve a balance between the maturity
and amounts of the bank’s resources and their allocation.

5. Commercial Bank’s Liabilities: Analysis and Management

Total liabilities of the bank consist mainly of attracted resources which, in their turn, are subdivided into two large
groups: deposit resources and non-deposit resources. Deposit resources acquired from corporate and retail clients are
represented by core deposits and volatile deposits (Choudhy, M. 2007). Core deposits constitute a permanent deposit
base of the bank. They are usually based not on separate transactions, but on long-term relations of the bank with the
client, their fluctuation as to timing and amounts is not substantially affected by the change in the interest rates (i.e.,
they are not rate-sensitive). However, core deposits are potentially subject to significant fluctuations depending on
the client’s activity, cash flow and other factors. Core deposits, as a rule, are represented by demand deposits which
are the lowest-cost part of the bank’s deposit base. Volatile deposits are term deposits that are attracted to the bank by
the interest rate; therefore, they tend to migrate if the rate on deposits changes unfavourably. A high share of volatile
deposits in the attracted resources makes the bank dependent on the financial market trends, including the change in
the interest rates. At the same time, term deposits being volatile deposits are the highest-cost part of bank resources.
They are rate-sensitive, but more stable resources as compared to demand deposits (Adam, A. 2008). Non-deposit
resources are acquired by the banks mainly by borrowing money from other credit institutions, including the central

bank, as well as by issuing debt instruments (bonds, mortgage bonds, etc.).
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Figure 7. Change in the share of deposit, non-deposit and non-resource liabilities in total liabilities of Latvian
commercial banks in 2014 — 2019 (prepared by the authors basing on Latvian Financial and Capital Market
Commission data, Finance Latvia Association data)
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Analyzing the structure of liabilities of Latvian commercial banks for 2014 - 2019 years (Figure 7), it can be
concluded that deposit resources make up the highest share (80 - 86%). In turn, in the composition of deposit
resources, the largest share is occupied by demand deposits, which are the main source of placement of funds in
active short-term operations. However, in the Latvian banking system there has been a rate of decline in demand
deposits due to the fact that many banks have reduced the service of non-resident customers' accounts. It should be
noted that Latvian commercial banks also use interbank loans as part of their resources, but their share in the sources
of banking resources formation is insignificant - only 11 - 14%.
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Figure 8. Share of interest expenses in total expenses in Latvian commercial banks and growth/decline rate of
interest expenses (calculated by the authors basing on Latvian Financial and Capital Market Commission data,
Finance Latvia Association data)

In liability management, the banks need to control the level of interbank loans and to make sure that they do not turn
into a permanent funding source. If interbank loans occupy the main place in the attracted resources, the
unfavourable state of the interbank market can lead to liquidity problems and to the outflow of a substantial part of
resources from the bank. Resources attracting is associated with costs, namely, interest expenses of the bank. The
authors revealed that interest expenses amount a small share of the total expenses of Latvian commercial banks. Thus,
it was found that for the analyzed period from 2014 to 2019, the share of interest expenses in total expenses
fluctuated from 9.7% to 12.7% (Figure 8). However, during the analyzed period there was a rate of decline in interest
costs in Latvian commercial banks. The authors revealed that the most significant leap in the rate of decrease in
interest expenses (-18.4%) was recorded in 2018 (Figure 8), precisely at the time when one of the largest Latvian
banks was liquidated. This means that the withdrawal from the market of a large bank significantly affected the entire
banking system. Analyzing the composition and structure of interest expenses of commercial banks, we can conclude
that the largest share (36.4% - 43.3%) is client deposit expenses (Figure 9), despite the fact that interest rates on
deposits are currently very low in Latvian commercial banks (Figure 10). Figure 10 shows the dynamics of average
deposit rates in Latvian commercial banks, as well as the dynamics of deposit rates of the European Central Bank,
which are negative. The factor of negative interest rate of the European Central Bank also significantly affected the
decrease in total interest costs of banks.
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Figure 9. Composition and structure of interest expense in Latvian commercial banks in 2014-2019
(prepared by the authors basing on Latvian Financial and Capital Market Commission data, Finance Latvia
Association data)

It is necessary to note that the efficiency of managing bank resources also depends on their deployment in assets.
Since the aim of the resource base formation is the efficient use of the resources, this interrelated twofold process
should be taken into account in bank resource management.
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Figure 10. Dynamics of average deposit interest rate in Latvian commercial banks and deposit interest rate of
European Central Bank (prepared by the authors basing on Latvian commercial banks data and European Central
Bank data)
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6. Bank Resources Management Based on Optimization of the Attraction and Allocation of Funds

The resource base formation in commercial banks is inseparably linked with the allocation of resources in profitable
active transactions. That is why resource management should be aimed at the most efficient use of the resources,
maintaining at the same time the required level of liquidity (N. Konovalova (2019). In this connection, in order to
improve the bank resources management, it is proposed to use the author’s methodology for optimizing the attraction
and allocation of bank resources. The suggested methodology consists of 4 steps and described below.

First step. The analysis of bank's financial resource base and determination of bank total resources.

The analysis of the bank’s financial resource base, which presupposes quantitative identification of the stable part of
resources and the possibility of their change in the future, the establishment of the relation between the bank’s equity
and debt, the determination of the relationship between term deposits and demand deposits as well as the
identification of the stable and constant part of demand deposits. It is necessary to note that the main types of bank
resources will include clients’ deposits (both term and demand deposits), debt securities issued by the bank and
equity capital. Such elements as subordinated liabilities, interbank loans and the balance in Loro accounts repayable
on demand are supplemental bank resources. When establishing the total volume of bank resources, it is necessary to
deduct from the bank’s liabilities such items as deferred income and accrued expenses, provisions for the employees’
holidays, deferred tax payments, accounts payable for business transactions as well as other liabilities which, in
essence, cannot be considered bank resources (N. Konovalova (2019).

Second step. The analysis of bank’s assets, their classification.

When analyzing the bank’s assets and the allocation of resources in the bank’s assets, it is advisable to group the
assets by the degree of their liquidity and profitability in the following way:

Group 1 — Primary reserves: cash in bank; cash balance payable on demand in the central bank (the Bank of Latvia)
and in solvent credit institutions.

Group 2 — Secondary reserves: state securities having permanent, unlimited market (i.e., they can be sold within a
short period of time without significant loss); claims on the central bank (the Bank of Latvia) and on solvent credit
institutions with the remaining maturity of not more than 30 days; short-term loans to solvent borrowers repayable
within 30 days, the repayment of which is certain; other claims for benefit of the bank with the remaining maturity of
not more than 30 days, the repayment of which is certain.

Group 3 — Short-term assets:_securities with the remaining maturity or the duration of their presence in the bank’s
portfolio from 31 to 360 days; claims on solvent credit institutions with the remaining maturity from 31 to 360 days;
short-term loans extended to solvent borrowers with the remaining maturity from 31 to 360 days; other claims for
benefit of the bank with the remaining maturity from 31 to 360 days.

Group 4 — Long-term assets (Low-liquidity assets): long-term securities with the remaining maturity or the duration
of their presence in the bank’s portfolio of more than 360 days; long-term loans provided to solvent borrowers with
the remaining maturity of more than 360 days; claims on solvent credit institutions with the remaining maturity of
more than 360 days; shares in other companies; other long-term investments.

Group 5 — Hlliquid assets: overdue loans; bad debts related to securities; other bad assets.

The above grouping of assets by the degree of their liquidity and profitability makes it possible to analyze and assess
the efficiency of resource allocation. It is evident that the third and the fourth group of assets are the most profitable,
since short-term (up to one year) and long-term (more than one year) investment of funds ensures the maximum
income for the bank. However, it is necessary to remember that the allocation of resources in these groups of assets is
subject to high risk and that poor management of assets can result in the appearance of illiquid assets and, eventually,
in loss. As regards primary reserves, they play the biggest role in insuring high liquidity, but at the same time they do
not bring any income. Secondary reserves, as a rule, bring the bank some small income and ensure good liquidity.
Characterizing the group of illiquid assets of the bank, it is necessary to note that these are the assets not bringing
any income and it is very difficult, if not impossible, to turn them into money. It should be noted that the assets of the
bank also include fixed assets (buildings, structures, computer equipment, vehicles, etc.), intangible assets
(intellectual property, software, etc.) as well as other immobilized assets that were not placed in any of the groups of
assets classified by the degree of their liquidity and profitability. The point is that the above classification of assets by
the degree of liquidity is concerned with the quickness of the assets being turned into cash for meeting the bank’s
financial obligations to depositors. But if the bank is functioning well, there is no need to sell, for example, fixed
assets or intangible assets (i.e., to turn them into cash) in order to meet the obligations to depositors. Fixed and
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intangible assets are designed to ensure the performance of the banking functions, and they can be sold only in
emergency situations. From profitability point of view, fixed assets, intangible assets and other immobilized assets do
not bring any income directly, playing only a supporting role in banking transactions. For this reason, they are not
included in any of the groups of earning assets. As regards the source of financing the acquisition of fixed assets and
intangible assets, they are acquired mainly using the bank’s equity capital — i.e., the most stable part of resources.
Such immobilized assets as, for example, accounts payable for business transactions and others are formed, as a rule,
by using non-resource liabilities. This is followed by analysis and assessment of each group assets under above
mentioned classification is evaluating and measuring by profitability. The information sources for analysis and
assessment are financial reports (mainly bank balance, profit or losses report as well as appendixes to financial
reports).

Third step. Calculation of effective (earning) bank financial resources.

Based on the results of the analysis of liabilities and assets (attraction and allocation of funds) the volume of
effective resources is determined (i.e., the volume of resources that can bring income to the bank), taking into
account the actual resource base of the bank. It appears that effective, or earning, bank resources can be determined
only after creating a minimum required reserve of high-liquidity assets, as well as after channelling resources into
fixed assets, intangible assets and some other types of assets withdrawn from the principle banking activities. When
establishing the minimum required reserve of high-liquidity assets, it is necessary to take into account that it is
determined based on the mandatory reserve requirements and liquidity coverage ratio (LCR). Thus, the minimum
required reserve of high-liquidity assets can be calculated by adjusting the reserve base for the mandatory reserve
norm and by determining the liquidity coverage ratio norm. For convenience in calculations, we will create a
separate group of assets not included in the grouping by the degree of liquidity and profitability carried out at the
second stage. This separate group of assets will represent immobilized assets (assets withdrawn from the principal
banking activities). So immobilized assets will include the following elements: fixed assets, capital investment,
intangible assets, inventory (excluding exchange goods), accounts receivable for the business activities of the bank,
other assets withdrawn from the principal banking activities.

To calculate the effective (earning) bank financial resources the authors suggest using the following formula:

R (EF) =R -4IM - (MRR x RB) — (LCR — MRR) x NLO (Konovalova N., 2019)
R (EF) — the amount of effective (profitable) bank’s resources;
R — total bank’s resources;

AIM - the excess of noncurrent assets over the liabilities that are not a part of bank’s resources (positive difference
between immobilized assets and non-resource liabilities);

MRR — minimum reserve requirements;

RB — reserve base;

LCR - liquidity coverage ratio = liquidity buffer /net liquidity outflows over a 30-calendar day stress period;
NLO - net liquidity outflows over a 30-calendar day stress period.

As is seen in the above formula, the amount by which immobilized assets exceed non-resource liabilities is excluded
from total bank resources. In case the non-resource liabilities happen to be bigger than the total immobilized assets,
i.e. the difference between immobilized assets and non-resource liabilities is negative, this difference will not be
taken into account. The negative difference between immobilized assets and non-resource liabilities will lead to the
increase of the total resource base of the bank, which, in the authors’ opinion, is not right, since in this case resources
would include non-resource obligations. In accordance with the banking legislation, each commercial bank must
observe the minimum reserve requirements, which are established in per cent of the bank’s reserve base. In its turn,
the amount of the mandatory reserve will be a high liquidity, but unprofitable asset reserve adequate to the minimum
reserve requirements. Therefore, this amount (MRR x RB) also needs to be subtracted from total bank resources as
part of resources which the bank is obliged to maintain in a highly liquid form. Each state has its own minimum
reserve requirements and its own elements of the reserve base. Moreover, depending on the aims of the country’s
monetary policy, the minimum reserve requirements may change, as well as the elements of the reserve base also can
be changed. Besides the mandatory reserve ratio, commercial banks have to observe the norm of liquidity coverage
ratio (LCR), which is determined as the ratio of the bank’s liquidity buffer to its net liquidity outflows over a
30-calendar day stress period. But since the compliance with the current liquidity norm (liquidity coverage ratio) is
partially reflected in the amount of minimum reserve required, the current liabilities subject to mandatory reserve
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requirements need to be adjusted for the minimum required reserve ratio and net liquidity outflows over a
30-calendar day stress period ((LCR — MRR) x NLO) and then subtracted from total bank resources. It is means that
the amount of resources equivalent to the norm of liquidity coverage ratio must be subtracted from total bank
resources. Thus, by excluding from total resources a certain part thereof which has to be maintained in a highly
liquid form and also, because of different circumstances and the peculiarities of the bank’s activities, has to be
allocated in immabilized assets (withdrawn from the principal banking activities), we get the volume of effective
(earning) bank resources. It is necessary to note that at this stage not the actual effectiveness, but the actual
availability in the bank of effective (earning) resources is determined, based on the existing liabilities structure.

Fourth step. Evaluation of an optimization of attraction and placement (allocation) bank financial resources.

After determining the existing volume of earning bank resources, it is necessary to assess their real (actual)
effectiveness. This can be done by comparing the actual volume of earning assets, established at the second stage,
with the available volume of effective bank resources, established at the third stage.

The comparison can result in three variants:

1) the volume of effective (earning) resources equals the actual volume of earning assets;

2) the volume of effective (earning) resources is bigger than the actual volume of earning assets;
3) the volume of effective (earning) resources is smaller than the actual volume of earning assets.

If the volume of effective (earning) resources equals the actual volume of earning assets, it is means that
management of financial resources at the bank is on the high level, and structure of attraction and allocation of bank
resources under matches of liquidity and profitability is balanced and optimized. In this case the benchmark of
compliance between profitability and liquidity is perfect. But in real life banks conducting their activity can’t
mountain ideal balancing between liquidity and profitability and have mismatches between them. These mismatches
can be characterized by lack of free financial resources or by surplus free financial resources. Thus, if a free volume
of unprofitable resources has been identified, it is necessary to change the structure of bank assets so as to deploy the
available free resources in earning active transactions (credits, investments, etc.) for increasing the bank’s
profitability. If a lack of resources has been identified, it is necessary to take the following steps:

a) to procure additional resources (by attracting term deposits and demand deposits from the clients);
b) to take short-term interbank loans;

¢) to regroup the bank’s assets so as to increase the share of highly liquid assets and to decrease the share of very
risky assets (for example, to use the repaid loan money not for extending new loans, but for replenishing the
resources; to use the money received from selling securities for replenishing the resources, etc.);

d) to regroup the bank’s liabilities so as to increase the share of term deposits by offering different types of deposit
programmes;

e) to increase the equity capital of the bank (either by profit capitalization or by raising subordinated capital).
7. Implications for Latvian Commercial Banks

At the present time there are 13 commercial banks in Latvia, which operate in financial market, attract financial
resources and provide allocations of financial resources in asset operations. The authors provide the calculations and
comparison of the amount of effective (profitable) resources with the actual amount of earning assets in all 13
Latvian commercial banks based on suggested methodology for optimizing the attraction and allocation of bank
resources, which was considered above in previous section on the paper. Table 1 shows the calculations of effective
(profitable) resources, the actual amount of profitable assets and the surplus of free funds for all 13 Latvian
commercial banks. As noted above, for optimizing the attraction and allocation of bank resources while ensuring the
required level of liquidity and achieving the maximum possible level of profitability, it is necessary to strive for the
equality of earning assets and effective (earning) resources. However, an analysis of the comparison between the
availability of effective resources and the availability of profitable assets showed that all commercial banks in Latvia
operate with a surplus of free resources. The calculations in Table 1 confirm that Latvian commercial banks operate
with a surplus of free resources. This is evidence for the fact that Latvian commercial banks do not rationally utilize
resources at their disposal, as well as the fact that there are limited possibilities for Latvian banks to effectively place
assets on the markets.

For comparison of the amount of effective resources and actual amount of earnings assets for different banks, the
relative indicators, which describe the share of surplus of free resources in the total volume of effective (profitable)
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resources for the bank, are the most appropriate. The smaller the share of free resources surplus, the more effectively
does the bank operate, and when the share of free resources surplus increases, the effectiveness of bank’s operations
decreases. Consequently, the relative indicators of free resources surplus determine the level of inefficient utilization
of resources which determines the amount of bank profits forgone.

Authors revealed the smallest and the biggest share of effective resources in Latvian commercial banks. Thus, the
share of effective resources in Latvian commercial banks in 2019 is fluctuated from 53.25% to 85.77%. The biggest
share of effective resources is defined in the Expobank (85.77%). The smallest share of effective resources is
identified in the Signet Bank (53.25%). The share of actual earning assets in Latvian commercial banks is quite small
and fluctuated from 26.87% to 45.18% in 2019. It means that Latvian commercial banks use their financial resources
not fully and insufficiently effective. The biggest share of actual earning assets is revealed in the Baltic International
Bank (45.18%) and the smaller share of actual earning assets is identified in the Privat Bank (26.87%). Accordingly,
at the present time, commercial banks in Latvia work with a surplus of free funds and have reserves of increasing of
their profitability.

Table 1. Comparison of the amount of effective (profitable) resources with the actual amount of earning assets in
Latvian commercial banks (%), 31.12.2019 (calculated by the authors basing on Latvian Financial and Capital
Market Commission data, Finance Latvia Association data, and Latvian commercial banks data)

Latvian commercial Total bank Share of Share of actual Surplus (+)
No banks resources effective earning assets, of free
R resources, A (EARN) resources
R (EF)
1.  Baltic International Bank 100.00 78.25 45.18 +33.07
2. Blue Orange Bank 100.00 82.55 39.40 +43.15
3.  Citadele Banka 100.00 70.30 38.15 +32.15
4.  Expobank 100.00 85.77 28.50 +57.27
5. Industria Bank 100.00 65.18 39.75 +25.43
6. LPBBank 100.00 69.45 27.30 +42.15
7. Privat Bank 100.00 70.05 26.87 +43.18
8.  Regional Investent Bank 100.00 75.90 37.45 +38.45
9.  Rietumu banka 100.00 72.18 34.80 +37.38
10. Rigensis Bank 100.00 58.33 35.49 +22.84
11. SEB Banka 100.00 64.22 42.21 +22.01
12.  Signet Bank 100.00 53.25 28.78 +24.47
13.  Swedbank 100.00 68.30 35.15 +33.15

The results of the comparing of different banks allowed the authors to make conclusions that one commercial banks
(Expobank) work with the largest surplus of free financial resources (ranging more than 50%). 8 commercial banks
(Baltic International Bank, Blue Orange Bank, Citadele Banka, LPB Bank, Privat Bank, Regional Investment Bank,
Rietumu banka and Swedbank) are the banks that operate with the middle level of surplus of free financial resources
(the range of free resources fluctuations for these 8 banks varies from 25% to 50%). The more moderate range of
surplus free financial recourses is observed for 4 banks (Industria Bank, Rigensis Bank, SEB Banka and Signet
Bank). These 4 banks work with surplus of financial resources less than 25% (Table 1). Take into consideration this
fact, authors make conclusion that Latvian commercial banks have a big reserve of free resources and have yield
growth reserves. In this regard further research can be devoted to the study of yield growth reserves determination in
commercial banks in Latvia as well as in commercial banks of other countries.

8. Conclusions
Based on the results of the research the authors have formulated the following conclusions.
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1)

2)

3)

4)

5)

6)

Clients’ deposits account for the biggest share of funding sources. However, in recent years the growth rates
of clients’ deposits are decrease and have a negative tendency.

The share of capital and reserves in Latvian commercial banks does not exceed 12% of total bank resources.
When analyzing the capital adequacy dynamics, it is possible to make a conclusion that this indicator, in the
system of Latvian commercial banks, is quite stable and varies between 20% and 22%.

Latvian commercial banks are rather active in using the source of internal capital growth by increasing the
share of retained earnings in it. Thus, during the analysed period, the share of retained earnings accounted
for more than 10% of the funding sources. The highest share of retained earnings was in 2016 and
accounted 25%.

The return on equity in the system of Latvian commercial banks is decreasing and breakdown of this
indicator was essential during the analyzed period (2014-2019). The return on equity was decreased from
11.07% in 2014 to 4.53% in 2019.

The analysis of debt resources (liabilities) in Latvian commercial banks during a 6-year period, from 2014
to 2019, showed that deposit resources make up the highest share (80 - 86%). In turn, in the composition of
deposit resources, the largest share is occupied by demand deposits, which are the main source of placement
of funds in active short-term operations. But in the Latvian banking system there has been a rate of decline
in demand deposits due to the fact that many banks have reduced the service of non-resident customers'
accounts.

Financial resources attracting is associated with costs, namely, interest expenses of the bank. The authors
revealed that interest expenses amount a small share of the total expenses of Latvian commercial banks.
Thus, it was found that for the analyzed period from 2014 to 2019, the share of interest expenses in total
expenses fluctuated from 9.7% to 12.7% only. The factor of negative interest rate of the European Central
Bank also significantly affected the decrease in total interest costs of banks.

Based on the findings and results of the research the authors have developed the following recommendations for
Latvian commercial banks on improving their resource management.

1)

2)
3)
4)
5)

6)
7)

In equity capital management, to carry out long-term capital planning based on the general financial plan of
the bank. This will allow the banks to plan resources more efficiently and to procure long-term resources in
accordance with the expected active transactions.

To forecast dividend payments in order to determine the possibility of using internal sources for increasing
the capital.

To optimize the size and the composition of Tier 1 and Tier 2 capital elements based on long-term planning
of capital.

In liability management, the banks need to control the level of interbank loans and to make sure that they do
not turn into a permanent funding source.

In bank resources management, to use the methodology for optimizing the attraction and allocation of funds,
proposed by the authors.

To calculate the effective (earning) resources of the bank using the formula, proposed by the authors.

To monitor the correspondence between earning resources and earning assets. In case the amount of earning
resources exceeds the amount of earning assets, to find opportunities for the efficient allocation of surplus
earning resources. In case the amount of earning assets exceeds the amount of earning resources, to regroup
the assets increasing the share of highly liquid assets and to procure additional earning resources by
increasing equity capital, attracting subordinated liabilities, attracting deposits, issuing debt instruments and
using other sources.
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