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INTRODUCTION

Developments in the banking system of Armenia in 2004 come to prove
that the potential of Armenia’s banking system is high for further
expansion and enlargement, given the wupward adjustments of
macroeconomic environment. The banking system has acted in a sound
competitive environment and, through upgrading the confidence and
broadening the range of services, attracted a wider circle of bank
clients.

The growth of the financial intermediation level became one of the
significant progresses recorded in 2004, and measures carried out over
the recent years in this respect were fundamental. Due to such
undertakings, TFfinancial inflows into the banking system were
encouraged, on one hand, and owing to effective lending mechanisms and
sustained economic activity, lending volumes increased, from the other
hand. Regarding these achievements, total deposits attracted by the
banking system grew by 24% and loans to the economy increased by 37%,
as opposed to respective 3% and 16% in 2003. Compared to a nominal GDP
16.7% growth, the banking system assets have grown by 29 %, which
brought to the increase of banking system assets to GDP ratio by 1.8

year. Nevertheless, the level of financial intermediation in Armenia
remains outstandingly low, for the banking system assets to GDP ratio
in some European countries and the former Soviet Union Republics is
60% - 100%.

One of the basic actions fostering the financial intermediation was
still started in 1999-2000, under which problem banks were tended to
be brought out of the market. Along with economic improvements, and by
ensuring high competitiveness in the financial market, problem banks
became insolvent and their further activity in market might have had
its adverse impact on and jeopardized further development of banking
system. To this regard, a series of legal actions were taken by the

- - [ Deleted: increased

-~ | Deleted: at its 29%
progressive pace, and
reached

J == [ Deleted: recovery”




Central Bank, including the adoption of the Republic of Armenia Law on
Bankruptcy of Banks and Credit Organizations, and the strengthening of
the supervisory role of the Central Bank. These actions enabled the
Central Bank to expand 1its surveillance over the problem banks.
Present achievements in the banking system come to prove the rationale
of this strategic program, thanks to which it was enabled to prevent
the potential crisis on time, as well as promote further development
of the banking system, and strengthen a competitive environment in
market.

International loan programs acting in Armenia were crucial for
upgrading the financial intermediation level. For few years, Armenian
banks were involved in small and medium size business development
programs, as a result, these banks were provided with eligible funds.
Moreover, particular lending mechanisms were launched, and loan agents
were trained and prepared for the banks.

The existence of TFinancial infrastructures and their sound and
effective functioning are essential for financial intermediaries. A
credit registry and a deposit guarantee scheme were successfully
established in 2003, which helped substantially to minimize the risks
and enhance consumer confidence toward financial system. At the same
time, credit organizations began their activities by providing
financial services jto wider range of population,. In 2004, as it was in_
2003, plastic cards continued to highly increase which encouraged an
inflow of additional cheap funds to banks, as well as card-related new
services (overdraft, consumer loans) were Jlaunched in the banking
system.

As an outstanding achievement, it 1is noteworthy to mention the
robust growth of gross loan investments (including receivables) in
2004. To this end, investments grew by 38.5% or 36.8 billion drams
(AMD) throughout the year. Along with increasing volume of loans,
number of loans and receivables grew by 36.9% and made up to 200 000,
close to the end of the year. With such a lending surge, the loan
investments quality, was not however worsened. It is also iImportant
that the lending seasonalities of the previous year addressed to
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In 2004, Armenia experienced an outstanding upswing in profit level
reflected largely by the increased amounts and sustained quality of
loans. Competitiveness between banks became notably stronger.
Commercial banks tried to fortify their positions in some sectors of
financial market and iIn some areas of financial instruments and |
services.

2004 was also critical, because the growth of lending of the banking
system, as it had been in the prior period, was attained on account of
consumer and I[QQQAJQQD§;,QQUSHWEI,!QQQS,D@m@lyulﬁ,l,b!lllQD,QEQMS,9!,|
69.4% growth was most likely the consequence of new consumer lending
mechanisms introduced, and household net disposable income growth.
Compared to 2003, the private transfers grew by 63% in 2004, which in
their turn caused rlse in private sector net dlsposable income, and

47.3&.

In 2004, the nominal GDP growth was 16.7% due Jlargely to
contributions of agricultural and construction_sectors of economy.
Lending to agriculture grew by 11.7% within the year, and the nominal
output growth of this branch reached to 22.9%. In construction area,
the nominal output growth made up to 18.7%, and along with this the
construction lending by the banking system grew by 10.0% or 481
million drams. In this respect, the construction growth in 2004 was
supported by private sector funds rather than by banking system
lending.

Banking loans to industry increased in 2004 by 19.6% (5.8 billion
drams) with nominal output growing to 25.1%. As compared to proceeding
years, mining industry showed an upswing in its nominal output to
202.1% (mainly associated with high customer prices on raw materials),
the lending of which by banks had been increased by 2.7 billion drams
and totaled 3.1 billion drams.

The relatively high interest spread in 2004, as a financial

intermediation indicator, represents the dissatisfactory, level of *

financial intermediation in Armenian financial market. Nonetheless,
the interest spread has been lowered in 2004 by virtually 1 percentage
point, it still remalns double hlgbggfghqniﬁfgercentagg point spread
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The reason of higher spread in Armenian banks
small Armenian banking system and individual
base is also small, which in conjunction
expenses outlines the low effectiveness
concludes that the “scale effect”
absent., Larger banks,
rather comprehensive and effective system in respect to risk|
management as to minimize possible losses and foster further increase
in profitability.
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with high operational
of bank activities and
in Armenian banking system is still

and the absence of long-term savings in economy, on the other hand. As
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a result, investment attraction/allocation inconsistencies may cause
additional compensation covering losses expected from other risks
(liquidity, interest rates).
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BANKING SUPERVISION AND
REGULATION

Functions of Banking Supervision Implementation Division & the
Divisions which Provide Support to the Supervisory Process,

Within its scope of authorities, the Central Bank ensures conditions
necessary for a sustained, liquid, solvent and normal-functioning
banking system; and defends the interests of lenders and depositors.
The Banking Supervision Department (BSD), the Banking Methodology and
Analyses Department (BMAD), the Statistics Department (SD), the Bank
Reconstruction Processes Control Department (BRPC), and the Legal

the above objectives.

The Banking Methodology and Analyses Department and Legal Department
support banking supervision activities in terms of methodological,
analytical and legal aspects. The Statistics Department collects and
reviews information on the entities licensed by the Central Bank. Bank
Reconstruction Processes Control Department carries out the control
over the liquidating banks.

The Banking Supervision Department 1is responsible for the core

supervisory processes:

e licensing of banks and other financial institutions (credit
organizations, foreign exchange units,, currency dealers, forex
exchanges);

e off-site supervision of the activities of banks and other
financial institutions;
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e on-site supervision of the activities of banks and other

financial institutions;
e termination of the activities of banks and other Ffinancial

institutions.
| Heads of the Banking Supervision, Banking Methodology and Analysis - { Deleted: Managers
and Legal Departments are members of the Banking Supervision and
| Licensing Committee which constitutes the ggggqﬁjy@fppgyfgjﬂipaqkjngfx,/“[Dmemd:mmmgnm
supervision.
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Supervision and Licensing Committee

The Supervision and Licensing Committee (the SLC) of the Central
Bank, chaired by the Chairman of the Central Bank, is a body that

takes the lead in banking supervision. The Supervision and Licensingf,//'{Daemd:gbam@

Committee works through meetings that are convened when necessary, but
not less than once in a week. Issues subject to the Supervision and
Licensing Committee discussions are as follows:
e Preliminary consent to creation of banks; registration and
licensing of banks, bank branches and representations;
e Qualification and professional competency, and registration issues
for managers and officers of banks, credit organizations, jone

= [ Deleted: currency

transfer organizations, currency dealers, foreign exchange units, ,,,,{Ddemdzofﬁces

and other entities licensed by the Central Bank;

e Violations by banks, explanations and objections thereof, the
issue of application or non-application of penalties to such
banks;

e Licensing and registration of other organizations subject to the
Central Bank licensing;

e Application or non-application of penalties to other organizations
licensed by the Central Bank in connection with committed
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e Registration of amendments envisaged by the Law on Banking and
Banking Activity, and Regulation 1 approved by the Central Bank
Board; and

e Other issues ensuing from other authorities provided for by other
regulations of the Central Bank.

Licensing of banks and other financial institutions

The Central Bank grants licenses to banks and other Tfinancial
institutions subject to the Central Bank licensing pursuant to
Regulation 1 on “Registration and Licensing of Banks and Foreign Bank
Branches, and Licensing of Bank Branches and Representations”,
Regulation 13 on “ Technical gequirements Jfor the premises,

4
~

10

7
~

(BN

= [ Deleted: V

organizations licensed by
the Central Bank;

N

Deleted: ; and the issue of
application or non-
application of penalties to
them;

/{ Deleted: saturation

// '{ Deleted: to be submitted t

- { Deleted: lace of activity




registration of branches and representations, managers qualification,
significant participation in statutory fund required for registration
and licensing of credit organizations”, Regulation 10 on “ Licensing
and regulation of foreign exchange cash transactions”, Regulation 12

on “Licensing and regulation of foreign exchange dealers,
transactions”, Regulation 16 on “Licensing of money transfer
organizations, registration of branches, managerial staff

qualification thereof”, Regulation 17 on *“Licensing of clearing
organizations dealing with payment,f7(jqqumfe[1;§,”Iegj;s!:[qi;ipp”pfff]
branches, managerial staff qualification thereof”, Regulation 18 on
“Licensing of plastic card payment processing organizations,
registration of branches, managerial staff qualification thereof”,

Regulation 19 on “Licensing of plastic card and other documents
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branch, a foreign bank branch, (other institutions licensed by the
Central Bank), including that of currency dealers. Qualification
criteria are updated and modernized each year.

Supervision of banks and other financial institutions

Off-site and on-site inspection of banks and other institutions
licensed by the Central Bank shall be held by four divisions of the
Banking Supervision Department. Three divisions are responsible for
supervision of bank institutions and other institutions licensed by
the Central Bank, and one is responsible for supervision of gcredit
organizations.

Off-site supervision of banks and credit organizations is carried
out according to rules prescribed iIn the *“Manual on off-site
supervision” which defines the principles and methods of such
supervision, regulates processes and procedures, dates and order, as
well as the staff involved in off-site supervision, rights and
obligations thereof. Off-site supervision is a profound analysis of
bank performance based on information (in terms of reports and
otherwise) the Central Bank receives from banks in view of evaluating
financial condition and the level of risks, and monitor compliance
with banking laws and relevant regulations. Off-site supervision has a
primary aim to disclose and evaluate the risks of a bank through
analyzing its financial condition in a weekly, monthly, quarterly and
yearly basis in order to prevent potential losses or at least minimize
them.

The off-site supervision requires the bodies under supervision to
submit statements to the Statistics Department (SD) of the Central
Bank in accordance with the procedure determined by law and Regulation
3 on “Banks Statements; Reporting and Release” and Regulation 15 on
“Credit Organizations Statements; Reporting and Release”. After being
reviewed, these statements are presented to the Banking Supervision
Department and Banking Methodology and Analyses Department.

Data received from banks and credit organizations, after being
properly analyzed, are used to prepare individual comprehensive
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reports reflecting disclosure of changes in bank/credit organization
performance indicators. In these reports, the main business trends and
relevant changes of a financial organization are represented,
objectives and issues iIn concern, as well as risk areas are
identified.

Off-site supervision’s goal is to identify not only movements in a
bank”’s financial indicators, and particularly the deviations from the
limits set by the Central bank regulations, but also to review the
reasons of such deviations, evaluate changes in indicators and develop

During examination, the examiners analyze foreign exchange risks,
interest and liquidity risks by using VAR, Duration, GAP
methodologies, and stress tests.

Brief (composite) rating of indicators of banks operating in Armenia
(CAMELS) is being calculated taking into account the bank capital adequacy
(C), asset quality (A), management (M), earnings (E), liquidity (L), and

through calculating the different financial ratios characteristic to them.
To assess bank capital adequacy, the amount of regulatory gcapital,

prudential regulations et for capital adequacy, major borrowers, one
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corporate governance of the bank, organizational structure, internal
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While examining various areas of a bank, the examiner will focus
primarily on how the internal control system operates, whether
procedures and internal policies are in place, and if internal audit
is effective enough to succeed. Special attention is paid to reviewing
the bank’s management quality and identifying risks on that part, in

the board and executive management of the bank.

Activity of a bank is terminated pursuant to the procedures set
forth in Republic of Armenia Laws on Central Bank, Banks and Banking
Activity, Bankruptcy of Banks and Credit Organizations, and Regulation
7 on The Formation of Temporary Administration for Insolvent Banks and
Credit Organizations. These legislative papers define the grounds for
bankruptcy, insolvency, _and liquidation of banks and credit

institutions, as well as the procedures of temporary administration
and other procedures connected with termination of banking activities.
Once recognized insolvent, a bank will have to pass its management
over to bank administration, which is to be appointed by the Bank
Administrators Department (BAD) of the Central Bank. Despite this, the
supervision of insolvent banks remains the responsibility of the
Banking Supervision Department. [Jhe grounds for bank insolvency, are:

i) exhaustion of 50% and more of core capital of the bank; iiiﬁii*\{Deme.

inability to satisfy creditor claims; 1iii) periodic violation of
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CHANGES IN BANKING SYSTEM
REGULATION FRAMEWORK

During 2004, the Central Bank of Armenia continued to improve the
banking regulation framework of Armenia. In this respect, new laws and
amendments and additions to a number of acting laws regulating
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Fund resources shall be managed in compliance with the security and
liquidity criteria.

Under the Republic of Armenia Law on Guarantee of Natural Persons
Deposits, commercial banks jake compulsory contributions to the Fund in
terms of regular, lump sum (nhon-recurrent) and extra charges. The amount of
regular charge 1is 0.05% of the quarterly average J(deposis of natural
personst, lump sum charges are payable by newly established banks, and extra
charges are paid in case if the Fund resources are insufficient. Banks pay _
contribution charges in Armenian drams.

N
N
N

Deleted: Remuneration of Bank
Deposits of Physical
Entities

N
3 { Deleted

S
N
W

: shall

N

& Deleted:
\ N \[

the annual

N .
N .
. \\{ Deleted:

.2

Within the deposit guarantee scheme, subject to such guarantee are the

bank deposits (in drams and foreign currency) of patural persons, including |

money resources in settlement, current, term, savings account or other
accounts opened with the banks, interest accrued thereon as well as

Limits under deposit guarantee are as follows:

. two million drams — in case of a dram deposit;

. one million drams — in case of a foreign currency deposit;

. up to two million drams — in case of both dram (more than one million)
and foreign currency deposits;

4. deposit in drams is remunerated, completely, and in foreign currency up

WN P

to one million dram — in case of both dram (less than one million) and
foreign currency deposits.

deposits in foreign currency are also considered to be one deposit. Joint
deposit is an individual deposit, apportioned by the agreement.

recognized insolvent and when under the Central Bank Board decision the bank
fails to return the deposits iIn the dates provided for by law and
agreements.

the next business day following the occurrence of the event. The Fundrhégéi
a decision on remuneration of deposits within three days upon receipt of the

of such deposits within one year.
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Guaranteed deposits in dram and foreign currency are remunerated in the

currency of the Republic of Armenia; the latter is paid at an exchange rate
officially announced by the Central Bank on the remuneration day.
When calculating the amounts subject to guaranteed deposits remuneration,

his/her right of claim to the insolvent bank for the difference between the
bank deposit and the remunerated guaranteed deposit. The difference 1is
returned to the depositor in compliance with the procedures provided for by
the Republic of Armenia Law on Bankruptcy of Banks and Credit Organizations.

During 2004, amendments were introduced to the Republic of Armenia
Law on Banks and Banking Activity. The Central Bank studies in the
area of credit risk losses showed that large loans are exposed to
failure twice more often than small or medium size loans, and
consequently, lead to considerable losses at banks. To remedy this
situation, a new prudential requirement was set for banks, the norm of
maximum risk on all major borrowers. In addition, starting April 1,
2005 calculations on the major borrowers will begin to include
correspondent accounts with other banks, which were not included
previously. This norm aims to minimize credit risks at banks, as well
as minimize asset concentration level in bank balances.

By amending the Republic of Armenia Law on Banks and Banking
Activity procedures for consolidated supervision in subsidiaries of

as well. Regarding this, the Central Bank will have a right to carry
out inspections in bank subsidiaries as provided for by the Central

Bank law. This amendment aims at disclosing risks coming from bank

This law was amended also to regulate dates of publication of
financial statements by the banks. Pursuant to current legislation,
financial statements to tax authorities are currently being delivered
before April 15 following the end of the fiscal year. However, banks,
as allowed by the former law, have had 6 months for publication of
their financial statements. In view of eliminating this difference and
adjusting it to international respective practices, appropriate
amendments have been placed in the law enabling the banks to publish
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their external audit and annual financial statements before May 1
following the fiscal year.

above 5% of the minimum required capital of the bank) recorded in the
registry was deemed appropriate to be published. This provision would
help banks to refrain from lending such borrowers, and to upgrade the
responsibility of borrowers. This is envisaged by the changes made in
the Republic of Armenia Law on Banking Secrecy.

Credit Registry is integrity of systemized data where information on

is delivered to lending organizations (banks and credit organizations).
Credit Registry, responsible for effecting credit information circulation,
became, a central component in soundness of banking system. It works as

follows: banks furnish the Registry with appropriate information in a
standard form, by regularly updating it, and receive, if needed, information
on potential and current borrowers, instead. The Registry is furnished with
collateral, guarantees and other parameters. In addition, some iImportant
—detarls tdentriying the DOTTower, Such as. hame, tax code,  passport number,
etc are also recorded. On the basis of these data, credit histories are
compiled which banks use, for evaluating the
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borrower’s credibility, as well as to disclose borrower’s obligations with
other banks. Positive records on the borrower is crucial for [facilitating |
lending procedure, and lay grounds for receipt of further larger loans. In
many cases, credit histories serve as a guarantee for providing credit
cards, credit lines for consumer loans. In developed countries, absence of
credit history geans low credit for banks. Study of credit histories by
banks enables them to at large avoid the adverse effects of asymmetric
information circulation by addressing the credit resources to diligent
borrowers and excluding non-diligent ones.

About 80 000 credit histories are accounted in Armenian Credit Registry of

the Central Bank of Armenia, and it continues to increase in a full swing.

In average, 70-80 histories are daily checked up by banks and credit
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to claim their own complete information available in the Registry upon
showing appropriate documents.

In light of ensuring higher transparency in the procedures of bank
temporary administration appointed by the Central Bank, adequate
amendments have been introduced to the Republic of Armenia Law on
Bankruptcy of Banks and Credit Organizations. Pursuant to that law,
the Central Bank shall hereinafter publish its decision on temporary
administration in the press. The procedures of temporary
administration having been governed by the Central Bank sub-
legislative acts are now explicitly specified and regulated by this
law provisions.

Armenia, as a European Commission member country, makes steps toward
harmonizing Armenian laws on anti-money laundering and fighting against
terrorism__financing with _international standards, cooperates effectively ([

with the relevant European Commission authorities. Under the Republic of
Armenia Law Against Laundering of lIllicit Proceeds and Terrorism Financing, |

the Central Bank is appointed as an authorized body, governing this area.
This law regulates the system of authorities (bodies) involved in
implementation of activities against laundering of illicit proceeds and
terrorism financing, —as_well _as it regulates the collaboration and
relationship between  such bodies, and the scope of respective
responsibilities. Pursuant to this law, the financial institutions shall
report to the body authorized for this area, and are responsible to keep
information on financial transactions for 5 years, and immediately inform
the Financial Intelligence Units about suspected transactions disclosed.

With adoptlon of this law, the Republic of Armenia Law on the Central Bank

£ a;@ FroeEred te=5tﬁe=thai=ﬁ. B iciiaEaciaaciu aa..j .)\,u:a‘: i f

defined as an objective for the Central Bank.

In 2004, a new Republic of Armenia Law on Currency Regulation and
Currency Control, was adopted. Following to this law, money payments.
for sale of property, rendering of services, carrying out of jobs, use
of property, including interests paid against financial transactions,

shall be managed (marked, accepted and implemented) exclusively in
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Armenian drams. Another important clause of this law relates to the

replenishment of statutory capital of legal entities. In the event l "[Deleted:authorized

when the newly established legal entities and those acting, including
banks, initially replenish their statutory capital, in foreign

7] - [ Deleted: authorized capital

currency, how according to this law, they shall make their money \\\{Deleted:)

determines also the foreign exchange supervisory bodies, their scope

. - ‘[ Deleted: authorized

A J

of authorities. The former law neither provides these issues iIn a

distinct way nor give appropriate mechanisms thereof.

In 2004, the Republic of Armenia Law on Payment and Settlement Systems and
Payment and Settlement Organizations has been adopted. This law is called to
regulate the activities of payment and settlement systems and payment and
settlement organizations operating in Armenia, licensing and supervising
procedures, and defines rules of final settlements. Payment and settlement
system is integrity of payment tools, clearing transactions, as well as
rules and procedures for money transfer and final settlement, it includes
hardware and software systems ensuring the sound payment to the
beneficiaries.
authorized managing body of the payment and settlement system operator who
is responsible for sound payment and settlement activity, and who is
authorized by other participants of the system to implement clearing and/or
final settlement. Participants of Armenian payment and settlement system may
be the Central Bank of Armenia, commercial banks and foreign bank branches
(hereinafter referred to as banks) operating on the territory of Armenia,
payment and settlement organizations, other entities authorized by Armenian
laws or international agreements to perform payment and settlement services,
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involved therein. The Central Bank may demand
settlement services provided by

constitutes a banking,
commercial or other secrecy,

Deleted: , even if it ‘

well as from the relevant foreign participants,
banking, commercial or other secrecy.

Payment and settlement services incorporate: the opening and maintenance
of banking accounts, acceptance and performing payments from and to physical

banking accounts, issuance, servicing and sale of payment cards, checks, e-
money and other payment tools defined by the Central Bank Board, as well as
carrying out processing, clearing, and cash transactions for third parties.
This law also regulates the activity of non-bank (payment and settlement
organizations) organizations involved iIn rendering payment and settlement
services and, therefore,

scope of services of the organizations subject to

A series of amendments have been made to sub-legislative acts
subject to approval by the Central Bank.

During examinations at the commercial banks, substantial gaps have
been discovered in internal control structures that might generate

high risks. To resolve this problem, the Central Bank has drafted a
paper on minimum conditions set for internal control systems, which
adequately reflects pank’s activities and sisks. This paper_

particularly defines bank board and executive management obligations
related to effective internal control, as well as minimum conditions
for information systems, internal audit, bank organizational structure
and work style, risk management systems.

Armenian Accounting Standards, namely Standard 37 on ‘“Reserves,
Conditional Liabilities and Conditional Assets” and Standard 39 on
“Financial Instruments, Recognition and Measurement” were approved
and enforced by the Central Bank Board in 2004. The adoption of these
standards was being postponed because of the inconsistencies available
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Receivables of Armenian Banks and Formation of Possible Loss Reserves
jointly approved in 1999 by the Central Bank of Armenia and the
Ministry of Economy and Finance of the Republic of Armenia.

As it was mentioned above, in view of minimizing and limiting
concentration risk 1in the banking system, there has been set a
regulation on maximum risk rate on all major borrowers which resulted
appropriate modifications in Regulation 2 on “Banking activity
regulation, main prudential regulations of the banking activity” of
the Central Bank of Armenia. Particularly, the prudential requirement

(R3®) on maximum rate of total liabilities of major borrowers is

By the_ same modifications_of Regulation 2, new calculating methods
of Regulations R3', R3?, R4', and R4’ have been defined. Thus, starting
from July 1, 2005, all the claims against borrowers (excluding

J“nostro” correspondent accounts, inter-bank deposits, claims_on .

In order to limit risks on bank related one borrower and Qersons\
interrelated with him/her, and to discourage lending to bank related
persons, the predential requirement, of all bank related persons has

been established at 20%, instead of former 50% (is effective fron '
April 1, 2005). !

Studies have shown that, due to foreign exchange longer positions
maintained throughout 2003 and 2004, the banking system has been
adversely affected and incurred significant Ulosses from foreign
exchange revaluations. To restrict foreign exchange risks of the
commercial banks and free them off the possible losses, prudential
requirements on foreign exchange position have been changed.
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Consequently, the calculation method of the prudential requirement, pfnfl
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the foreign exchange positions of the first and second group of
currencies are completely segregated from each other. Jhus,
requirements on the second group Tforeign exchange net position has
remained unchanged, however, a gross position has been set for the
first group currencies which cannot exceed 20% of total regulatory
capital from April 1, 2005, and that of 15% from October 1, 2005. In
currencies has been defined with a maximum 15% of total regulatory
capital rate, effective from April 1, 2005 and 10% following October

1, 2005.

enhance credit organizations by creating favorable conditions for
their activity, and promote Tfurther development. Improvements in

procedures, the main prudential regulations (excluding those on total
capital and statutor

on those credit organizations ,that attract borrowings through public‘\\\{Debmd:

- ‘[ Deleted:
e { Deleted:
. ‘[ Deleted:

offerings. Mitigations made 1in credit organizations regulatory

principal, only allocate resources attracted from their participants,
and accordingly, consequences of their activity represent less risk
for society. Credit organization could enter (iInto a stricter
regulatory field with adequate risk range if it decides on expanding
the scope of services.
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BANKING SUPERVISION IN 2004

During 2004, three credit organizations applied for licensing to the
Central Bank and granted licenses. One application for bank licensing
was filed, and a prior consent by the Central Bank was obtained
throughout 2004".

According to off-site iInspections, breaches in banking legislation
by 20 banks and 9 credit organizations were reported. During the year,
1366 violations by banks and 366 by credit organizations were
recorded, of which 142 were repealed, and toward the prevailing part

Violations and punitive measures applied to commercial banks
and credit organizations in 2004

Banks _ Credit
organizations
Type of violation
Accounting 57 1i5
Asset classification 176 21
Legislative 356 20
Sub-legislative 60 200
Non-performance of instructions 83 6
Delayed reports 1
Trustworthy data 183 75
Credit registry 450 29
Punitive measures
Fines to banks/credit organizations 35 65
Fines to manager 181 50
Penalty 1
Warning 1024 230
Disqualification of the manager
(revocation of the qualification il

“ Armswissbank, CJSC granted a license in the first quarter of 2005.
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certificate)
Non-application of punitive measure 1
Repeal 123 19

In the course of 2004, 25 inspections of which 5 complex and 17
target inspections were carried out at the banks and in 3 credit
organizations. The overall total assets of the banks undergone on-site
inspection made up to 542 billion drams.

Problems resulted by inspections are primarily relating to the
inconsistency of internal control systems and the absence of corporate
governance principles. Shortcomings fixed in the credit organizations
mostly related to infringements in accounting rules, Jlack of

proficiency of managers and specialists, and underdeveloped internal
control systems.

On-site examinations efficiency and supervision staff workload

2002 2003 2004

Banking Supervision Department
staff 34 39 41
Total assets of banking system 195.6 billion 253.6 billion 365.8 billion
(annual average) drams drams drams
Average workload per 5.8 billion 6.5 billion 8.9 billion
superviseqet . =~ = | drams i  dransi drams
Number of inspections performed
during the year, including
. _ Complex 19 17 25
inspections 4 - 5

Target inspections

Credit - . o
organization = - 38
Amount of total assets of banks 36.0 billion 85.8 billion 542 billion
under review at the moment of drams drams drams®
inspection
Number of participants involved 31 42 94

al

This indicator should be seen in dynamics, since while performing relative analysis_

higher or smaller
Volumes of inspected assets exceeds that of banking system due to double inspections of
some banks over the period.
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in inspections

Average workload per supervisor | 1.2 billion | 2.0 billion| 5.7 billion || | - [ Deleted: examiner

during inspections drams drams drams

In 2004, inspections of foreign currency exchange wunits were | - {Deleted: offices

organized by the Central Bank.
units, were inspected, of which the activities of 21 were suspended, |_- {Deleted: exchange offices
and the licenses of, 37 were revoked. | { Deleted:
were repealed and in 92 cases foreign currency exchange units paid
fines.
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STAEE TRAINING AND COOPERATION WITH

v

OTHER COUNTRY EXAMINERS

In view of upgrading professional skills and obtaining international
supervisory practices, supervisors have attended a number of
conferences and trainings on Kkey supervision issues_ and modern
practicies. The topics covered by the training are ‘“Modern issues on
Banking Supervision”, “New Basle 11 Capital Accord”, “Evaluation
and supervision of banking risks”, “Problem bank resolution”,
“Supervision of financial conglomerates” and others.

On the initiative of the US Federal Reserve Bank an Jnternational

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, .

it contributed much to enhancing the knowledge and practical skills of ™
not only Armenian supervisors but also those twelve participants_from \m\\{Dﬂemdi School

other countries. Issues covered by the seminar predominantly addressed
areas of risk-based supervision, and those related to risk evaluation '
systems. In addition, a number of applied studies on on-site and off-
site examinations were provided and exercised. \
Staff training counterparts of the Central Bank that actively
cooperated in this area were the IMF, the Centre for Central Banking
Studies of the Bank of England, the Bank of France, the German
Bundesbank, the Central Banks of the Netherlands_and, Russia, BIS, the

National Bank of Poland, the Financial Stability Institute and others.
Some training programs have been implemented under the USAID Technical

were devoted to the key supervisory issues challenging today’s banking
supervision such as: risk management and assessment at the banks, new
supervisory approaches applicable in the banking supervision, main
principles of the New Basel Capital Accord, money laundering issues.
From practical education aspects, it is worth to mention the on job
training organized at one of the commercial banks of Brazil. A range
of practical, hand-on advices on upgrading effectiveness of
supervisory activities have been gained during the study visit, as

= - 5 = = .
Assistance framework. Issues addressed during the seminars primarily {Ddemd:,
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well as issues on on-site examination methods, money laundering and
fight against terrorism_financing have been exchanged.

Training initiatives by the BIS, Bank of France, FSI enabled the
supervision staff to get insight of risk management best practices and
further improve CAMELS system and initiate the implementation of the
credit risk assessment model in A¢mendfa.,

With respect to challenges laid forth by New Basel Capital Accord,
seminars on “New Basel Capital Accord” and ‘“Banking supervision
under the New Basel Accord” have been organized by the Netherlands
bank and German Bundesbank respectively. Seminars attempt to cover
issues like Basel 2 principles, new approaches of risk restrictions
and introduction difficulties of New Basel Accord. These trainings

Bank of Armenia will work hard toward evaluating applicability of °
Basel-2 and developing prospective programs jointly with banks on
introduction of the new Accord.

Bank keep contacts and co-operate with supervisors of other countries.
They meet regularly at conferences, forums and other meetings and
discuss and seek possible solutions of banking supervision issues and
further improvement of  supervisory instruments. Exchange of
information is continuously carried out between different countries
and international organizations concerning Jlegal and regulatory
framework.
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BANKING SYSTEM IN 2004

GENERAL PROVISIONS

Banks operating in the Republic of Armenia

As of December 31, 2003, 20 banks were operating in Armenia (with
232 bank branches), of which 19 were operating under general
supervision framework, and one - under temporary administration
assigned by the Central Bank.

No any new banks were entered into banking system within the year.
Armcommunication Bank, Closed Joint Stock Company, which at the

ArmSwissBank Closed Joint Stock Company was granted a prior consent to ‘|
obtain license.

As of December 31, 2004, again the same 20 banks were operating in
Armenia (with 233 bank branches),.. All of them were, operating under

AN

general supervision framework at that time. NN

AN

The head offices of the banks and one third of the bank branches are
located in the city of Yerevan.

Widening of financial intermediation indicate that banking system

N
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up 19.2% of GDP, loans — 7.0% and deposits — 12% opposed to respective °
17.3%, 5.8% and 11.2% rates in the previous year.

Competition in Armenian banking system
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Modest increases in banking competition level have been recorded in

2004, which is evidenced by some decreases of the Herfindahl-Hirschman l//'{Ddemd:eashm

Concentration Index in respect to comprehensive banking indicators.
Herfindahl-Hirschman Concentration Index

81.12 03 31.12.04
Total assets 0.10 0.09
Total liabilities Q=12 0.10
Total capital 0.06 0.06
Loans to economy 0.09 0.09
Term deposits to physical and legal persons 0.09 (04t
Demand liabilities (including bank accounts) of physical
andlegallpersons’ v ° ... » .~ =0 e o LI = '[Deleted:entities

In general, the concentration index showed lower track in recent
years with respect to capital and high_track in respect with deposits. |
Decrease of concentration level 1in banking system 1is primarily
conditioned by growth 1in competition among large banks, while
polarization between small and large banks maintains and even slightly

increases. Jhus, in the beginning of the year, 80% of total assets and l,/'{Ddemd:&msmmentn

83% of total liabilities of the banking system belonged to 10 largest
banks, while at yearend it changed to 81% and 84% respectively.
However, the polarization between banks went downward in 2004; if in
the beginning of the year the largest bank’s share in total assets was
24% and in total liabilities was 27%, close to the end of the year it
made up to 18% and 20% respectively.

BANKING SYSTEM CAPITAL®

4 3 : : - /{Deleted: Haykapbank
Banking system in 2003 has incorporated 19 banks under general supervision framework,

and in 2004 it has included 20 banks (including Armcommunication_ Bank). Reports of i/ /{Deleted: publication
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capital is attributable to the surge in profit within the year.

non-residents in the banks

equivalent Armenian drams,, becoming effective on July 1, 2005.

)

,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, . [ Deleted: CAPITAL DEVELOPMENT ]
| In 2004 total capital of the banking system increased by 29.0% (14.5 - [ Deleted: net
billion drams) and made up to 64.6 billion drams. Growth of the total
Statutory capital grew by 3.4 billion drams, and general reserve by - [ Deleted: Authorized
0.9% billion drams. Growth of the statutory, capital was mainly ,,{Deleted:authorized
supported by external sources of funding, as a consequence, share of
statutory capital grew by 5.9 percentage - { Deleted: authorized
point and totaled to 52.6%. éta,t,u,tQ[x,Qa,QiJI@!,jDQl:e,a,S?Q,@!S,Q,d,U,G,,tQ,,,,,{Demed:Authorized
the minimum regulatory total capital requirement of 5.0 million USD
e {Deleted: amount of
Out of high profit amounting 17.2 billion drams (that was mainly due B "{Dglgted: required as a
to the increased quantity and quality of loans) reported by the - (Minimum capital
banking system in the review period, 6.9 billion drams made up the {Deleted:,
share of Armcommunication Bank CJSC, related to meeting of its accrued { Deleted: “Haykapbank”
claims. Nonetheless, since this bank’s losses coming from proceeding —
i e ‘[ Deleted: obligations

years totaled about 6.5 billion drams, its total undistributed profit
(current and previous periods) amounted to 453 million drams.
| Meanwhile, the banking system has distributed a total amount of 2.3

during the year the grand total of undistributed profit for current
and previous periods has increased by 7.2 billion drams against the
same figure of the previous year.

Total capital and total assets of the system has attained an
identical growth rate of 29% over the year, and accordingly, total
capital to total assets ratio (leverage ratio) has remained the same
throughout the year, making up 17.8% as of December 31, 2004.

Capital Adequacy

Under the review period, the growth of loan investments was well
beyond of that of total capital. This became a driver for a
progressing growth in the risk-weighted assets, as compared to total
and core capital growths. Subsequent to this, total capital adequacy
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and core capital adequacy index dropped by 2.4 percentage points and
amounted to 32.3% and 30.2% respectively. In Armenia, bank adequacy
indices are considerably higher and exceed the required standards of
12% and 8%. In view of measuring the exposure to capital, where all

of 7.6% recorded in the previous year.

Bank Ownership

By ownership, banks break down as follows: out of 20 banks
operational iIn Armenia 1 bank is a cooperative bank, 2 banks are
limited liability companies, 2 banks are open joint stock companies

- - [ Deleted: categorized

' h {Deleted: bad

) [ Deleted: loss
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The participants of Armenian banking system ((shareholders, equity /r~{Dmemd:’s

residents. Without consideration of 2 open joint stock company banks,,
participants of 18 banks include 103 physical and legal persons, of
which 28 are non-residents. In three banks, 100% of shares belong to
one person (legal entities, of which 2 are non-residents), and in

seven banks, one shareholder holds more than 50% of shares.

BANKING SYSTEM LIABILITIES
Development trends of attracted funds of the banking system

Total liabilities of Armenian banking system grew during 2004 by
28.8% to 298.9 billion by year-end. The liabilities in dram grew by
27.6%, and in foreign currency - by 29.3%, which lowered slightly the
share of dram liabilities and amounted to 26.7%. This is evidence to a
still high level of dollarization.

Figure 1. Growth trends in banking system liabilities
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A large increase in deposits of physical and legal QQ[§9D§7mQ§IJy7,,/'{Ddemd:mmiﬁes ]

explains this increase in total liabilities.

Over 2004, significant growth was recorded in the liabilities in
respect of loro correspondent accounts that grew by 101.8% (3 billion
drams) and other liabilities to banks - 40.4% (6.6 billion drams).
Increase in loro correspondent accounts has been supported by two
banks, through adding Joro correspondent accounts_ of non-resident /,J’[Ddemd:nmvreshmnt ]

banks. At yearend, 52% of loro correspondent accounts were accounted \\\{Dewmd:
for non-resident banks, almost equally divided between Russian and
Iranian banks.

During the year, total resources attracted by the banking system
from physical and legal persons grew by 24.1% (44.1 billion drams) and - [ Deleted: entities ]
by yearend made up to 227.0 billion drams.

As compared with the previous year, the outstanding events recorded
in 2004 in the banking system may be considered as follows:

e Term deposit growth pace exceeded that of demand deposits. Thus,‘***‘{RNmaﬁed:&masmwNumbamg ]

term deposits grew by 26.1% (18.9 billion drams), and demand
deposits grew by 22.8% (25.2 billion drams) as opposed to 3.0%

their }

and 30.7% respective growths in the previous year. , _— { eleted: 1 ]
e The driver for the growth in both demand and term deposits were

excessively legal entities; funds attracted from legal entities

grew by 40.5%, and those of individuals by 10.0% against 3.3%

and 34.6%, respectively recorded in the previous year., ,,/”[Dmemd:ﬂ ]
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e The increase in deposits from physical and legal persons was

absolutely on the account of residents, as a result, the share

of such deposits in the total deposits grew by 5.7 percentage
points to 80.7%.

Demand deposits of the legal entities, within the reported year,

grew by 30.1%, mainly due to increase of volumes of their accounts

(legal entity-customers grew in quantity by only 1%, and their current
accounts by 8%).

Figure 2. Trends in banking system demand deposits
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account of customer base expansion which was significantly supported
by increased number of organizations who used card system for
remuneration of salaries (physical person-customers grew in volumes by
22%, and accounts thereof by 29%).

Increases in term deposits of 67.1% and 7.3% representing
respectively legal and physical persons were mostly resulted by

increase of term accounts in volumes, since term accounts of legal

Figure 3. Trends in banking system term deposits
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The structure of attracted funds

As of December 31 2004, the share of .(interest-bearing liabilities in

total liabilities of the banking system was 91.4%. 1f low-cost demand
liabilities excluded, the share of lIinterest-bearing time liabilities
would have been 46.1%.

| Demand liabilities (physical and legal persons) within total

liabilities kept lower pace of growth in 2004 than they did in the
previous year, and the share thereof declined by 3 percentage points.
The average weighted maturity of total liabilities makes up about
half of year. Thus, 53% of the attracted funds are demand (deposits,
bank accounts, correspondent accounts and so on), 35% represent from 1
| to 12 months maturities and 12% - above one year maturities.

Figure 4. Total liabilities structure
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1. Bank correspondent accounts, 2. Other liabilities to banks (including the
Central Bank), 3. Demand liabilities, 4. Time liabilities, 5. Liabilities to
Armenian Government 6. Accrued interest payable 7. Other liabilities

Bank customers

The number of individual customers reached 453.6 thousands, and legal
entity customers — 33.4 thousands (whereas 51.5 thousands of legal
entities have been registered in the State Register as of the end of
the year who are obliged to have bank accounts).

The number of bank accounts increased by 23.7% to 503.1 thousands,
of which 96% are current accounts and 4% are time accounts. The number
of current accounts increased by 26.8% or 102 thousands (owing to the
thousands. The number of time accounts fell by 21.9% or 5.7 thousands
to 20.2 thousands (owing to the declined physical persons time
accounts).

BANKING SYSTEM ASSETS

Banking System Allocated Funds Development Trends
Total assets of Armenian banking system grew during the year by

28.9% (81.4 billion drams) to amount to 363.6 billion drams, as of
December 31 2004.

Figure 5. Total assets trends of banking system
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The growth of total assets was due largely to bank correspondent
accounts increased by 25.5 billion drams and loans to the economy
increased by 36.8 billion drams.

Nostro correspondent accounts show high concentration in terms of
geographical coverage and residency. Thus, 96.7% of correspondent
accounts are with non-resident banks against 97.3% in 2003; 68% of
such accounts are placed with prime-rated US banks, 7.0% are placed
with Russian banks, and 24% with European banks and 1% with banks in
other countries.

Investments in Armenian government securities grew by 16.9% or 5.3
billion drams, at yearend reaching to 36.6 billion drams (securities
purchased and sold under repo agreements included). In 2004, the
annual interest rate of short-term government securities (T-bills) on
average monthly basis was 5.1%, that of the government medium-term
partial redemption coupon bonds - 8.3%, which were 9.7% and 14.3%
during the same period in 2003. It is worthwhile to note that even in
the event of such a low interest rate level, an appropriate investment
growth has been recorded in government securities in the banking
system. This is much highlighted by the need of ensuring a consistent
level of high liquid assets, in the environment of considerable demand
liabilities.
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Figure 6. Assets growth trends of banking system
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Volume of investments iIn other securities increased in 2004 by 3.5
billion drams to 4.0 billion drams by yearend.

Fixed assets of the banking system grew by 38.8% and totaled at the
end of the year 22.0 billion drams, which made up 34.0% of total
capital and 6.0% of total assets. In all banks, fixed assets were
below than total capital, which means that fixed assets of the banks
are not acquired on the account of borrowings. To this regard,
starting from July 1, 2005, regulatory requirements, will envisage

tougher measures such as: in the gegulatory capital calculations, the

fixed assets owned by bank and used for banking, activities, should be

deducted from the regulatory capital by an amount exceeding 25% of

The share of earning assets iIn total assets was 75.2% by end of the
year, and if low-yield correspondent accounts excluded, the share of
the remained earning assets would have been 58.1%.
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Through out the year, the accelerating pace of loans to economy
compared to that of total assets, led to surge in the share of loans

Figure 7. Banking system assets structure
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The average weighted maturity of total assets of the banking system
fluctuates from 0,5 to 1 year. Thus, 41% of the allocated funds are
demand, 42% represent from 1 to 12 months and 17% - above one-year
maturities (medium-term maturity of assets has slightly grown due to
mortgage loan increases).

Banking system loan investments

Over 2004, loan investments® of the banking system grew by 20.7%
(26.7 billion drams) to 155.7 billion drams. Dram loan investments in
2004 grew by 29.8%, and foreign exchange loan investments increased by

| 17.2%, which caused the share of dram__investments in total loan

investments to rise by 2.1 percentage points to 29.6% later in the
year.

5

Loan investments include loans to economy, leasing, factoring and loans and deposits
allocated in banks
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Lending to non-residents during the year declined by 41.5% reaching
to 15.9 billion drams, mainly due to the reduced deposits with non-
resident banks in one bank.

Lending to residents grew by 37.3% (38.0 billion drams) and reached
to 139.8 billion drams by the yearend.

During the reported year, a growth in loan investments have been J,r~{Ddemd:

recorded in all branches of economy (industry branches have been
considered as one branch). In 2004, consumer loans again expressed
trends of outstanding growth, increasing by 69.4% (16.1 billion
loans to the branches of

Within the structure of loans provided to residents, the consumer
loans share was lifted once again during 2004. The below chart
representing the banking system loan investment structure shows

and industry sector.
The Herfindahl-Hirschman Concentration Index of lending to different

year, raising by 0.01 and reaching to 0.15, which is_
observes a smaller concentration. The same index in respect of the
bank average declined by 0.02 to 0.26 as compared to the previous
period, which comes to prove that although the sectoral lending
concentration in separate banks somewhat declined, however, some banks
still maintain relatively high degree of lending concentration.
Alongside with the growth of total residents loans, higher pace

in

consumer and jtrade sectors increased the share of such loans, Keepingfl/r~{omemd:

on this pace, the loan investment sectoral concentration degree would
advance in future.

Figure 8. Loans to residents and structure of receivables, by economy
branches/sectors
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1. Industry, 2. Agriculture, 3. Construction, 4. Transport and Communications, 5.
Trade, 6. Public catering and other services sector, 7. Financial sector, 8.
_ Consumer sector. 9. Other branches _
It is noteworthy that in line with economy formation and development

| process, the need in long-term loans gradually grows. Within the _

reported period, the share of long-term loans in loan investments (one
year maturity and above) increased profoundly (9.4 percentage points)
to 47.4%. Such loans vary in average within a 3 year maturity range
(whereas the market requires a longer-term maturity loans). A shortage
in “long money” 1is being currently observed in the banking system,

term funds 1is due to the absence of “long,

institutions in the country, such as: private pension funds and %

insurance companies, and launching of such institutions may only
promote increasing long-term lending facilities.

In view of seeking long-term resources and ensuring lending to
economy in a long run, provision of long-term targeted loans through
banks, under international financial programs, appraise to be highly
effective. Seven banks operating in Armenia are engaged in servicing
loan projects being implemented in the country by the German-Armenian
Fund, the World Bank, the European Bank for Reconstruction and
Development, the “Eurasia” Fund, the North-West Agricultural Services
Program (ASP), the International Financial Corporation, the National
Center for Assistance of Small and Medium-Size Enterprises, the UN
(International Migration Fund). These programs encompass almost all
the sectors of economy. As of December 31, 2004 the main lending
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0.2% of overdue loans may be evidence to it. About 61.3% of loans
provided under such international programs have more than one year,
31.5% - from six months to one year and 7.2% less six months maturity.

Quality of loan portfolio

By maintaining previous year’s trends, the quality of loan portfolio
improved significantly over the reported period.

During the year, the non-performing loans and receivables (including
correspondent accounts) decreased by 33.7% and reached to 4.2 billion
drams, that of standard assets increased by 28.7% to 240.4 billion
drams. As a result, the share of standard loans and receivables
(including correspondent accounts) grew by 1.6 percentage points and
amounted to 98.3%.

Among non-performing assets, 20.7%_of such loans were owed by non-
residents, and 79.3% by residents. The share of non-performing loans
within resident lending investments was somewhat higher in
construction and consumer loan sectors, 4.3% and 3.7%, respectively.

BANKING SYSTEM FINANCIAL OUTCOMES

Banking system profitability

The retained earnings of the banking system amounted to 17.2 billion
drams, of which 6.9 billion drams belonged to Armcommunication bank

(profit of this bank was almost entirely formed on account of repaid
losses accumulated over the proceeding periods).
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In 2004, 17 banks made profits, while three incurred losses.
Retained earnings of banks ended the year with profits, amounted to
18.1 billion drams, and those who ended the year with loss, the total
loss amounted to 930 million drams.

Figure 9. Profitability by 16 profitable banks
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banking system® return on assets (the ratio of retained earnings to
average annual assets) was 3.2%, and while return on capital (the
ratio of retained earnings to average annual capital) was 18.4%,
compared to 2.7% and 14.4% for 2003, respectively. The net operational
margin of the banking system was 4.5% during the year’.

The Herfindahl-Hirschman Concentration Index on profit of 16

became 0.05, as opposed to 2003. This characterizes the ease of
system’s profit concentration among profitable banks.

Banking system expense and income structure

° To make a clear and comparable understanding, the system profitability is represented

onlaccountiofireturnsS iR AR R R TR e
’ The net operational margin is equal to the ratio of the sum of net interest and non-
interest earnings over total assets.
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The considerably high growth of interest 1income resulted by

qualitative and quantitative increases in lending, and decrease of net |- [ Deleted: easing

provisioning, mostly explain the high level of banking system’ profit
at the reported year, compared to 2003. Commercial banks this year
were especially active in credit market, where a marked
competitiveness between banks was observed. As it is already said, in
2004, increase in lending exceeded that of total assets, and
subsequently, the share of loans in total assets adequately grew. At

the same time, the credit risk management level virtually upgraded. |- [ Deleted: loan

As a result, interest income of the banking system gained from
provided to the economy loans grew by 28.7% (4.6 billion drams)
compared to 2003, and the net expense in respect of possible asset
losses provisioning fell by 56.9% (1.8 billion drams).Within interest

income, the share of interest income from loans increased by 4.8 J,,/"[Deleted:yielded

percentage points and amounted to 76.0%, and that from government ,,,,,{Deleted:of yielded

securities declined by 5 percentage points and made up to 11%.
Notwithstanding to the investment growth in government securities

reported during the year, - "[Deleted: however,

drams), compared to the previous year,. i { Deleted: ast

structure this year, compared to 2003, ~{ Deleted: , to fall by 17.4%
billion drams) in income gained from foreign exchange purchase and | (622 billion drams)

sale was reported. Income on commissions collected from banking system - \{Deleted,yielded

A J

declined, compared to 2003, by 10.6% or 906 million drams (due to
Anelik bank’s Moscow branch reorganization into a daughter company;
this item thereof, in the reported year, is included into another

article, namely “Return on investments ,Jn other organizations”). If l,,/"[Deleted:from

the commissions of this daughter bank were regarded, as they were done
in the previous year, an income growth of 24.9% (2.1 billion drams)
with respect to total commissions of the system would be attained this

year, mostly because of the increase in gemittances . |- [ Deleted: transfers

A share of 58.3%, within interest expense, belonged to interest
expenses made toward time deposits. Such expenses increased compared
to 2003 by 6.1% (277 billion drams).

9

To make a clear and comparable understanding, the expense and income structure of the
system is represented forl9 banks (without Haykapbank) .
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Within non-interest expense, accrued wages and equal to them ,,,/”[Deleted:the 38.8% share of ]

payments, which have 38.8% share in non-interest expenses, increased
compared to the previous year by 29.7% (1.7 billion drams), and number
of banking employees grew by 8.6%. This comes to prove that the annual

Thus, compared to 2003, the gross income in the reported period grew - { Deleted: year ]

by 17.9% to 8.7 billion drams, and gross expense Jjncreased by 9.9% and f‘”{Dmemd'ammd ]
reached to 4.0 billion drams.
In the structure of gross income, the interest income compared to
2003 increased by 20.5%, non-interest income by 17.4% and recoveries
from possible asset loss provisions by 14.1%. - { peleted: ing )
- ] -  { Deleted: from th
Figure 10. Banking system income and expense {ffn% e(ALR';:O)m © reserve }
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12.2%, non-interest by 18.7%, and expense made for possible asset loss
provisioning remained almost unchanged, growing by 0.1% .
As a result of .increases in the above indicated

- { Deleted: 1 J
- { Deleted: was attributional to J

gross income, and the share of non-interest expense iIn gross expense.

Figure 11. Banking system income and expense structure
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PAYMENT AND SETTLEMENT SYSTEM

During the review year, non-cash payments on the territory of
Armenia grew by 15% and amounted to 3516 billion drams.

Non-cash payments performed in Armenia mostly through credit card
payment instruments represent 99.5% of total volume and 99.0% of total
number of such payments (of which 58% of volume of payment instruments
and 66% of number thereof were electronic payment_orders), and the
volume of debit instrument payments made up to 0.5% of total payments,
and number thereof — 1%.

Number of cards provided by the banking system increased over the

cards were ArCA cards, 42% - VISA cards, and 15% - MasterCards and
other international cards. As of December 31, 2004, in circulation
were about 47 thousand ArCa cards, 46 thousand VISA cards, 3 thousand
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MasterCards, and 13 thousand other international cards. Fifteen
commercial banks operating in Armenia are engaged in issuing and
servicing plastic cards, of which ArCa cards were issued and serviced
by 13 member banks of the system. Respectively 6 banks and 8 banks
became members of MasterCard and VISA international card payment
systems. In 2004, 98.8 billion drams worth transactions were
implemented through plastic cards in Armenia, which is by 68% more
than the previous year. The number of plastic cards transactions was

UNISTREAM, EXPRESS and other payment systems. In 2004, volume of

transactions from abroad to Armenia via these systems increased by )

8.5% and totaled 190 billion drams, and volume of transactions from
Armenia to abroad grew by 59% and amounted 29 billion drams. Number of
transactions implemented throughout the year was 763.7 thousand, of
which 723.3 thousand were transactions to Armenia, and 40.3 thousand —
to the foreign countries.

Within 2004, the largest share of the total volume of inflowing and
outflowing money transfers was held (31.5% and 30.7%, respectively) by
the UNISTREAM system, leaving behind only the ANELIK system (with its
share of 23.3% and 19.7%, respectively). Whereas in 2003, this picture
was just on the contrary, the ANELIK was ahead of the list. However,
the major share of money transfers in Armenia by quantity of inflows
and outflows belonged to the ANELIK system (33.0% and 31.8%,
respectively), and then to the UNISTREAM system (with 22.4% and 25.0%,
respectively).

As of December 31 2004, the number of banks as members of the
outstripped the previous year’s indicator by 44%, while transfers from
abroad, by 42% and amounted 3092 billion drams and 3075 billion drams,
respectively. International transfers by commercial banks were also
performed through FASET, TELEX and FAX, with total amounts of
transfers to abroad and to Armenia totaling 46 billion drams and 53
billion drams, respectively.
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BANKING SYSTEM FINANCIAL RISKS

Financial risks facing the banking system are currently within
manageable limits.

Analysis and assessment of the financial risks of Armenian banking
system shows that the credit risk is still important issue Jfor the
banking system.

The share of, non-performing Joans and receivables in total loans and

l,, - 7| Deleted: , which derives a
privileged importance in the
current banking system,

. remains one of the key

~_ | challenges

receivables fell by 1.6 percentage points and made up 1.7%. Non-
performing assets amounted tq, 7.6% of regulatory capital. If the

R
77777777777777777777777777 RN {Deleted: the assets
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provisions, of 1.3 billion_ drams_covering possible asset, losses
excluded from the amount of 4.2 billion drams of non-performing
assets, then the uncovered portion of the non-performing assets would
have been 5.3% of capital. The indicator of the risk on a single
borrower was at an acceptable level of 14.2%, as of December 31 2004
(maximum Bimit is 20%). The indicator of the risk on a bank related
party was 1.6% against yegulatory capital (the required maximum
indicator is 5%). Credit Registry helped much with its activity to
promote credit risk management, which informed the bankers in advance
about the creditor’s credit history.

Net provisioning value (without Armcommunication_ _bank) of the
banking system became lower by 56.9% than in the previous year and
totaled 1.4 billion drams.

Regarding foreign exchange risks, it is pivotal that, throughout the
reported period, notably high fluctuations of the Armenian dram
exchange rate vis-a-vis other currencies were marked. In 2004, the
Armenian dram appreciated by an annual average of 7.8% against US
dollar, and as at December 31, 2004 compared to the same period of
2003, the Armenian dram appreciated by 14.2% across the named
currency.

In 2004, total loss to banks due to the fluctuations of the dram
exchange rate vis-a-vis other currencies was 428 million dram making
up 0.7% of the regulatory capital of the banking system. As a result
of forex revaluation, 16 banks incurred loss, and 4 gained profit.
Meanwhile, it 1is crucial that the banking system has garned 3.7
billion drams income out of foreign exchange trading effected in 2004.
As of December 31 2004, the gross forex position of the banking system
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was 7.3%, while the open position for second group (non-convertible)
currencies was 1.2% against the required 25% and 5% maximum_limits,
respectively.

The calculation through the VAR (value at risk) model shows that the
loss on foreign currency revaluation in 2005 will not most likely (95%
probability) outpace the 385 million dram ceiling. The deviation
degree of this evaluation from actual level is dependent on the degree
of changes in open forex positions since the calculations used the
open forex position data provided by banks as of December 31 2004.
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may not exceed 15% of total capital. Meanwhile, the open position iggk”"“{oemmduwerthetouu
separate currencies may not be above 15% of total capital, starting ~ capital
April 1 up to October 1, 2005, after which the ceiling will be 10% of \{Ddemd:by
total capital.
The liquidity risk of the banking systems is low since the system
has a considerable volume of high liquid, assets amounting 158.2 ,/'{Ddemd:ity
billion drams (44% of total assets). In 2004, the total liquidity
ratio fell by 1.0 percentage point to 47.1% at yearend. The iIncrease
in demand liabilities reduced the current liquidity ratio during the
year by 2.8 percentage points to 98.7% at the end of the year.
Nevertheless, the total and current liquidity ratios are far higher
than the required ijjggfgqq,Mﬂjj7Qgg79@Q§97pggggfgqufgggfjjgngJ;yf,,zw[Dmemdnmrm
problems. o ‘[ Deleted: do
Regarding price risk issues, it is noteworthy that the acceptable 7{ loted: brudential
fluctuations of fixed assets prices will not cause the banking system Deleted: prudentia

to incur vast losses as a result of revaluation. To this respect, in
the event of 10% decrease and/or increase of market prices of the
fixed assets, the banking system loss and/or profit will make up 3.4%
of the total capital. At yearend, the fixed assets of the system was
about 22 billion drams, while the amount of seized real estates owned
totaled 0.7 billion drams. Investments in non-government risk-bearing
securities at end-year amounted to nearly 4 billion drams, and if the
prices thereof decrease or increase, say, by 10%, the system loss
and/or profit will make 0.6% of the total capital.
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Reviews iIn the interest rate risk area shows that the banks”
exposure to such a risk is not that high. Asset and liability
maturities at banks are not long-term, which enable banks to often

revise the interest rates along with the market changes. In the
meantime, interest rate risk evaluation through Duration model shows
that the average weighted maturity gap of assets and liabilities
represents a small positive value (nearly 1 year), which evidence that
market interest rate fluctuations will not much affect the economic
value of banking system capital. Calculations made through the model

liabilities) will increase the economic value of the banking system
capital by 452 million drams.

In 2004, interest income of the banking system exceeded the previous
year’s indicator by 24.5% mostly owing to rising low-cost demand
liabilities and highly profitable consumer and jtrade loans. However,
it is key to note that interest income regarded as a basic source for
banking system income, and once the interest margin reduced the net
interest 1income of the banking system would probably decrease
(meantime, if take into account the recent progressing trends of
demand liabilities, we may assume that even in such a scenario
interest risk is still far low).
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CREDIT ORGANIZATIONS OPERATING 1IN
THE TERRITORY OF THE REPUBLIC OF
ARMENTIA

During 2004, credit organization licenses have been granted to

| “Eirst Mortgage Company” Limited Liabilities Company, “lIzmirlian _

Eurasia” Limited Liabilities Company and ‘“Cascade Credit” Closed
Joint Stock Company. At yearend, nine credit organizations were
operating in Armenia (with two branches), of which two Jeasing

organizations, one gcredit union and _six _ universal credit

organizations.

At present, credit organizations develop at a rapid pace
demonstrating high activity particularly in credit and lease markets.
The average market interest rates of loans provided by credit
organizations surpass generally over those of commercial banks,
however, services proposed by credit organizations to wide circle of

Total capital of credit organizations throughout the year added by
47.6% mostly due to statutory funds of three newly established credit
organizations. By the end of year, the capital reached to 3.3 billion
drams or made 5.0% of banking system capital.

Liabilities grew by 78.7% and reached to 2.4 billion drams or 0.8%
of the banking system liabilities. Borrowings from legal and physical
| persons amounted to 1.3 billion drams, at yearend. Funds attracted
from banks and other financial institutions totaled to 789 billion
drams by the end of year.

Total assets of the credit organizations grew, over the year, by
59.3% (2.1 billion drams) and as of December 31, 2004 was 5.6 billion
drams or 1.5% of the banking system assets. Remarkable increases in
assets were recorded 1in respect to claims to banks and_ loan

investments (including leasing),. Loan investments increased by 32.7%

and reached to 3.2 billion drams. 31% of total of allocated loans and
lease of credit organizations were provided to consumer sector, 27% -
to industry, and 11% - to agriculture.

52

- [ Deleted: Number One

N ‘[ Deleted: Organization

N [ Deleted: were

= { Deleted: was

- ‘[ Deleted: were

) W

ot [ Deleted: households

_ [ Deleted: entitie

- [ Deleted: demands

i - ‘[ Deleted: n

- ‘[ Deleted: and banks

A




In 2004, the retained earnings of credit organizations was 155
million drams, return on assets was 3.9%, while on capital made up
6.3%-

THE PROSPECTS OF BANKING
SUPERVISION DEVEIL OPMEN

Deleted:
BANKING SYSTEMT
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In order to evaluate banking supervision achievements, studies on
harmonization of banking supervision of Armenia with the Core Basel
Principles were carried out by the Central Bank, in 2004. Within this
research, subjects to review were: Armenian banking legislation,

sublegislative, acts and guideline papers of the Central Bank, as well l - ’[Deleted:

al

as banking supervision and licensing procedures and policies being \\{Deleted
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presently implemented by the Central Bank.

Research showed that the regulatory framework of Armenia’s banking
supervision was mainly consistent with the Core Basel Principles,
however, there were some inconsistencies recorded therein, and to

address them, the Central Bank_will, take, remedial measures, and will l {Deleted:
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thereon were related to consolidated supervision and collaboration
among supervisory authorities, and the second group of issues were on
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launching corporate governance principles at banks. Regarding further \{De'etedi
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these key issues (see below).

Consolidated supervision and collaboration of supervising bodies

Pursuant to the Basel Principles, supervising bodies shall have
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the bank related persons into the supervision field, as well as to
| identify the “real,” owners of the bank.

Unified Supervision System

In view of streamlining activities related to consolidated
supervision and collaboration of supervisory authorities, and
especially, enhancing effectiveness of risk management and risk
minimization in Ffinancial market, a need to create a unified
unified supervision system within upcoming two years should be a key
priority issue. The unified supervision system assumes integrating the
different sectors’(banking, iInsurance and securities circulation)

Risks arising to individual participants of financial market affect
largely the activities of other participants therein. In this context,
a particular importance 1is given to establishment of underlying
requirements for all the participants of financial market, making all
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ensuring a horizontal equal development for all the participants, all

structure.

Sound and effective supervision over Tfinancial markets practiced
worldwide, necessitates by far the need of introducing a unified
supervision system in Armenia within a maximum short period.

With introduction of a unified supervision system, administrative
costs of financial supervisory authorities would reduce to a minimum,
thereby, enhancing the cost-effectiveness.

Corporate Governance Principles
At present, at almost all banks operating in Armenia a lack in

internationally accepted corporate governance principles is observed.
This fact implies serious risks, since the present management practice
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and traditions fail to ensure bank transparency and protect interests
of small owners and other investors, in addition to this, gcontrol

mechanisms of banks are not efficient or are not in place. Within the
context of further bank supervision improvement, introduction of
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corporate governance principles is regarded as a strategic issue. To |

enhance management quality at banks, the Central Bank has drafted a
Corporate Governance Concept Paper, being initiated still in 2003. In
this paper the corporate governance approaches .in banks were properly | - "[Deleted:
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and international experts. On finalization of the conclusions,
legislative changes will be made to the laws regulating banking

concept paper.

The mission of the IMF/World Bank Financial System Assessment Program
(FSAP) reviewed the 2000 Financial System Stability Assessment (FSSA) of
Armenia in February-March, 2005. The FSAP mission’s views on banking system
improvements achieved within a period between two missions were positive.
Mission—a355¢ escsmont St essed—thatdncHrance-—oSyctomdoofill

by
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On the contrary, it marked tangible achievements in financial system
improvements with regard to revision of banking legislation, establishment
of credit registry, deposit insurance schemes and other issues.

It was noted that after bank liquidations in 2001-2002 the public
confidence toward banking system was recovered, and banking system continued
to develop in a rapid pace. Financial Stability Indicators (FSI) proved the
positive shifts in the areas of banking system capital adequacy, liquidity
and profitability. The assessment emphasized that within the fast developing
economic environment, the banking system, because of low level of financial
intermediation, still is not that focal point that could promote to the
economic development.

Although the progressive loan investment advancements over 2-3 past years
have been crucial for further expansion of financial intermediation,
nevertheless, they need to be carefully monitored in order to avoid possible
losses on credit risk. It 1is central to establish risk assessment
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| appropriate _systems at banks, especi

deficiency of corporate governance princ
The FSAP mission made suggestions mainly covering the following areas:

| e carry out risk macroprudential analysis and set financial stability 4***{Formatted: Bullets and Numbering

objectives;
| e introduce corporate governance principles through making appropriate

amendments to the laws;
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e establish jthe consolidated_supervision system and promote collaboration
between

between supervisory authorities;

e support further development of the risk-based supervision.

e _ensure higher protection of rights of supervisors; { Deleted: consolidated
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Introduction of corporate governance principles aims also at 1

formulating new approaches of risk management at banks. The New Basel
Accord (Basel 2) is under a primary focus of supervisors and financial
organizations all over the world. By introducing the Basel-2 new
horizons for the risk management and further improvement of
supervision will be certainly opened. The Basel 2 Accord proposes a
rather flexible system of bank risk assessment and contributes much to
enhancing the risk management effectiveness within banks.

Already in the late 90-ies the Basel 1 (the 1988 Basel Accord) has lost
its effectiveness throughout its ten years of activity. This fact was due,
first of all, to advancements achieved in financial markets and instruments,
which enabled a sound risk transfer through using new instruments of capital
market (e.g. securitization), regardless the actual requirements of capital.
Studies made in line with improvements in risk management systems showed

| that the capital requirement on some assets sometimes exceeded the gconomic| - [ Deleted: commercial

capital necessary for ‘“covering” that risk, or underestimated it. Already
in 1998, active discussions were held at the Basel Committee toward making
steps to developing a new Basel Accord (Basel 2). The Basel 2 Accord does
| not give the bare definition of capital requirement, but it places a major




The New Basel Accord incorporates three large components:

1. Minimum capital requirements

2. Supervisory policies and procedures

3. Market discipline

Minimum capital requirements component provides for provisions according

the standard table of risk weights for calculating the capital requirements

on credit risk, being in use now, will be replaced by appropriate Jisk

weights calculated by banks. This means that each bank shall be able to
calculate independently its minimum size of capital adequacy based on
historical series and models.

bank itself, and the risk weights appropriate to this rating shall be
assigned by the bank as well. The supervisory body shall approve solely the
rating systems or methods to be applied by the bank. These new supervisory
policies and procedures will require that the Central Bank supervisory
capacities, be sharply broadened. Meantime, the Accord ,sStresses the banks

issues are re

manner than the supervisors. Second, market and market discipline will gain
much more benefit in bank regulation and supervision areas.

The core of the Central Bank measures taken to address the bank
supervision improvements is actually the launching of Basel 2 core
principles in Armenia. In risk management area, a number of financial
risk assessment methodologies have already been drafted by the Central
Bank being currently applied at on-site inspections. These
methodologies are expected to transfer to banks in nearest future, and
to support the introduction thereof seminars are to be organized at
banks.

Financial stability system
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Formation of financial stability system is one of the strategic
objectives for the Central Bank. The idea is to form such a system

for ensuring a sustained development of the financial system.

Recent developments and integration of financial instruments and
markets, as well as financial crises challenged different countries,
have urged almost all the government authorities in the world, except
studying the separate parts of financial system, while developing
policies to be concerned also with and pay a key attention to the
financial stability of the country as a whole. The network of
financial services are spread everywhere and the consequences of
financial instability could harm everyone or even paralyze whole
economy. Moreover, sound financial policies implemented by one country
at present level of globalization could become unable to struggle
against financial instabilitiy inflows from partner or border
countries.

And Armenia is not isolated from these problems. High pace of
economic development and accelerated inflow of remittances from abroad
create grounds for paying more profound attention to the activities
taking place outside of Armenia, but which could have undesirable
effect on financial stability of the country.

With the aim to characterize the financial stability of Armenian
economy, as well as for defining and periodic monitoring of the
factors important for financial stability, the Central Bank of Armenia
prepared a concept paper named “The Framework for Safeguarding
Financial stability”. The Central Bank of Armenia choose the
safequarding of financial stability as a strateqgic issue and a lot of
work s going to be done in coming future with the aim of formulation
of effective and efficient safeqguarding framework.

The financial stability framework assumes the system of mechanisms
aimed primarily for identification, analysis and assessment of risks
dangerous for stability of financial sector of the country. New
mechanisms are going to be designed and old ones to be reviewed in
line with the development of the framework. The safequarding of
financial stability assumes the analysis of macroprudential risks of
different sectors of economy (financial, real, exteranl), the
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identification of risky areas and linkages, the assessment of risks,
and design and implementation of appropriate actions for risk

mitigation.
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