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1. As part of the joint IMF-World Bank Financial Sector Assessment Program (FSAP), a 
joint mission visited Latvia during the period February 14-28, 2001:’ The principal objective of 
the mission was to assist the authorities in identifying potential vulnerabilities in the financial 
system that could have macroeconomic consequences and to identify measures to reduce these 
risks. The mission also aimed at providing an assessment of the development needs of the 
financial system and its potential contribution to the economic transformation of Latvia as well 
as an assessment of the observance of international standards and codes in financial regulation 
and supervision.2 A follow-up mission-to update the findings of the February mission-also 
took place during the period October 22-26, 2001 shortly in advance of the IMF’s Article IV 
consultation. 

2. The purpose of this FSA report is to provide a summary of the main findings of the 
February FSAP mission, the policy priorities then identified, and subsequent policy 
developments that have taken place since.3 

’ The mission consisted of Alexander Fleming (World Bank, Team Leader), Sami Geadah (IMF, Deputy Team 
Leader), Peter Kyle, Donald McIsaac, Barbara Mondestin (Team Assistant), Melinda Roth, Susan Rutledge (all 
World Bank), Christian Beddies, Li Cui, Jodi Scarlata (all IMF), Krzysztof Senderowicz (National Bank of Poland), 
Laszlo Seregdi (Hungarian Financial Supervisory Authority) and Maria Westerberg (Swedish Financial Supervisory 
Authority). A number of World Bank/IFC, local staff participated in the work of the mission including Ilze Berzina 
(IFC, Riga), Roger Handberg (Technical Unit, Riga), Andrejs Jakobsons (World Bank, Riga), and Eva Ernstreite 
(Program Assistant, World Bank, Riga). Vedat Milor (Consultant, World Bank Programmatic Adjustment Loan) 
also assisted the mission. The IMF Resident Representative, Adalbert Knobl, participated in some of the meetings 
with the Latvian authorities. 

2 A detailed Aide-Memoire was discussed with the authorities at the end of the mission. Following peer review 
involving representatives of the Financial Sector Board, and of the ECA region (as well as parallel review process in 
the Fund), a three-volume report has been completed and submitted to the authorities. This includes the Main Report 
(Volume I) which is a slightly revised version of the Aide M&moire, a Report on Selected Issues in the Financial 
Sector (Volume II) and a Report with an Assessment of Standards and Codes (Volume III). The full FSAP Report 
has had a very restricted circulation. 

3 This FSA report may be released to the public if requested by the Latvian authorities. 
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MAIN FINDINGS 

3. FINANCIAL, SECTOR STRUCTURE. The financial system remains small in terms of total 
assets (3.1 billion LVL at end-September 2001). The banking sector (its largest component) has 
been greatly strengthened by the entry of foreign strategic investors. Currently there are 20 
banks4more than half of which are involved significantly or totally in non-resident business. 
Non-bank financial institutions are beginning to emerge and the insurance and pension fund 
sectors are likely to become increasingly important players with the onset of pension reform. 
Leasing is growing at a fast pace and is proving to be a useful vehicle for financing SMEs in 
particular. The securities market is small, reflecting the lack of both new issuance and only 
modest demand from institutional investors at this early stage in financial development. 

4. While the financial sector has developed markedly since Latvia regained independence, 
the volume of domestic intermediation remains relatively low given the size of the economy. As 
a result, the potential for systemic or macroeconomic instability arising from shocks to the 
financial system remains small. 

5. THE MACROECONOMY. Macroeconomic conditions are now favorable for a sustained and 
balanced evolution of the financial sector. No major sources of vulnerability emanating from the 
macroeconomy have been identified at this juncture. There has been a strong recovery from the 
slowdown triggered by the Russian crisis. Real GDP has grown briskly and has been evenly 
distributed across the enterprise sector, while inflation has been low. The external position and 
outlook have improved but the current account deficit remains high at about 7 percent of GDP in 
2000. Despite the recent improvement it is important that the Government remains vigilant, 
especially in the face of a deteriorating global economic climate which could impact adversely 
on exports and undermine the sustainability of financing. Another potential source of risk is 
associated with the rapid credit expansion that was observed during 2000 and 2001 to date. 
Banks are presently competing for customers and undercutting each other in terms of rates 
offered or services provided. There is a question therefore as to whether this will lead to a 
deterioration in the quality of credit. 

6. THELEGALANDSUPERVISORYFRAMEWORK. Latviahas made significantstridesin 
developing a legal framework for the financial sector. Most of the legislation has been drafted 
against the backdrop of Latvia’s pending accession to the EU. The functioning of the judicial 
system has improved considerably over the past few years but much remains to be done. There 
is, for instance, a backlog of cases at the Regional Court level and a vital need for additional 
judges as well as improvements in court infrastructure. 

7. Up until July 1,2001, the financial sector was supervised by three separate entities 
responsible respectively for banks, insurance, and securities markets. On that date, however, a 
move to a unified supervisory agency-the Financial and Capital Market Commission 
(FCMC)-took place. This holds out the prospect of a more efficient supervisory framework that 
will ensure a coordinated approach to the supervision of the array of emerging financial 

4 In addition one bank-not included in the data-is being rehabilitated and will be reopened towards the end of 
2001. A further two banks have recently been licensed and will begin operation in 2002. 
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institutions. There are costs associated with any institutional restructuring and so it was 
important to ensure that the merging proceeded smoothly so as to minimize these. The February 
mission advised that the staffing, internal organizational form, decision-making processes, crisis 
management strategies and public relations aspects should be dealt with expeditiously. Emphasis 
was also placed on change management so as to ensure transparency in the merger process and 
the maintenance of staff morale. Finally, given that banking supervision is moving from under 
the wing of the highly respected Bank of Latvia (BoL), the mission stressed the importance on 
establishing the credibility of the FCMC at an early stage. The three constituent agencies had 
different supervisory cultures and techniques as well as different staffing and levels of 
remuneration. Merging these differences therefore presented a special challenge to the new 
management of FCMC. But the three existing supervisory entities and legal frameworks were 
reasonably sound. 

8. Since July 1, 200 1 there has been a smooth transition from the three supervisory agencies 
to the FCMC. A high priority was accorded to staffing issues (including the appointment of 
members of the Board), the change management process, internal organizational form and 
decision-making processes, public relations, and the relationship between the FCMC and the 
BoL. The members of the Board of the FCMC were appointed in a timely manner (including 
representation from the insurance and securities sectors), and a Memorandum of Understanding 
was signed with the BoL regarding the broad objectives of the FCMC and the exchange of 
information between the two institutions. 

9. The legal framework for banking is particularly robust. Regulation and supervision is 
generally adequate and Latvia is largely compliant with the Base1 Committee Core Principles for 
Effective Banking Supervision’. The finding is similar for the insurance sector where supervision 
is adequate and Latvia is largely observant of the IAIS Core Principles. The Principles of 
Securities Regulation of IOSCO are largely implemented. Another positive factor is that Latvia 
exhibits a high degree of transparency in virtually all of the areas in which it has been assessed 
(banking, insurance and securities market supervision and in the spheres of monetary policy and 
the payments system). 

10. FINANCIAL SECTOR SOLVENCY. Latvian banks have returned to profitability in the years 
following the negative impact of the Russian crisis in 1998. The profits have come from a 
combination of traditional banking operations, trading and investments in financial assets and the 
activities of their subsidiaries (predominantly leasing and investment firms). The aggregate 
return on equity at end-September 2001 was reported at 16 percent. The banking sector appears 
to be well capitalized and liquid. Asset quality is high as evidenced by the low ratio of non- 
performing loans and provisions are adequate. At end-September 2001, the commercial bank 
liquidity ratio was 30 percent’ and the average risk weighted capital adequacy ratio was reported 
to be 15 percent. 

5 Amendments to the Law on Credit Institutions were submitted to Parliament on October 12, 2001. Once these have 
been approved by Parliament, Latvia will be in full compliance with the Basle Committee Core Principles. 

6 The liquidity ratio is defined as: (cash + claims on the central bank + claims on other credit institutions + fixed- 
income government bonds - liabilities to the central bank - liabilities to other credit institutions) / deposits. 
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11. A potential source of risk to the banks is the rapid credit expansion that was observed 
during 2000 and which has continued during 2001. Competition among banks is leading to 
pressure on margins and the temptation to move into riskier types of lending. This credit growth 
is, on the other hand, benefiting a wider group of borrowers than has been the case in the past 
(see section on Developmental Issues, below). The authorities should, nonetheless, carefully 
monitor the evolution of aggregate bank lending over the coming months. 

12. A further source of risk may be seen in the large fraction of non-resident deposits in the 
deposit base of many Latvian banks. Overall these deposits accounted for about half of total 
deposits in the Latvian banking system at end-September 2001. Restrictive regulations in 
neighboring CIS countries are certainly a factor in determining the attractiveness of Latvian 
banks for the non-resident business. Hence, there is a risk that both improved regulations and 
increased financial confidence in these countries may lead to a deposit outflow from Latvia 
which may hamper the business prospects of those banks that are exclusively, or partly, 
operating in CIS markets. While these deposits are usually invested in highly liquid OECD 
paper-with little maturity mismatch-the loss of this business could lead to a significant 
deterioration in profits with possible systemic implications. Furthermore, there could be a serious 
loss in reputation should it become apparent that some non-resident deposits were to come from 
suspicious sources. A loss of reputation could negatively affect investors’ perceptions of Latvia 
as a place in which to do business. 

13. Latvia has in place appropriate anti-money laundering supervisory and reporting 
arrangements, and has been quick to revise its legislation-to encompass funds related to 
terrorism-following the September 11 events. Banks are required to report suspicious 
transactions to the Money Laundering Board (MLB), and the FCMC has imposed steep fines on 
institutions for failure to report these transactions. However, questions have been raised by an 
international body7 regarding the enforcement of existing anti-money laundering legislation, 
particularly the follow-up on reports of suspicious activity identified by the MLB. 

14. The potential vulnerabilities of the banking system were gauged through a series of stress 
tests on the eight largest banks. The top eight banks used in the stress testing account for 75 
percent of total banking system assets and 80 percent of total banking system deposits. The 
results indicate that these banks can absorb the effect of emerging vulnerabilities-under a set of 
assumptions that include a 5% increase in interest rates or a 10% movement in the Lats value of 
the foreign currency position of banks-without undermining their solvency. Likewise, the risks 
associated with the rapid credit expansion, should a significant portion of the new credits become 
non-performing, were found to be small. 

15. Stress tests were also undertaken on six large non-life insurance companies. These 
included sharp deteriorations in the stock market, real estate market, and liquidity conditions 
associated with a banking crisis. The stress tests also simulated a sharp loss in insurance 
company deposits in banks and a significant increase in claims. The results show that the 
insurance sector is reasonably stable when exposed to these risks. 

7 Select Committee of Experts on the Evaluation of Anti-Money Laundering Measures, European Committee on 
Crime problems. January 2001. “First Mutual Evaluation Report on Latvia: Summary.” Strasbourg, Council of 
Europe 



DEVELOPMENTAL ISSUES 

16. The FSAP mission addressed a number of developmental issues that are likely to change 
the complexion of the financial sector significantly over the coming years. 

17. The Government has launched a major reform of the pension portion of the social 
insurance system. The system functioned as a Pay As You Go (PAYG) “first tier” system for the 
provision of retirement income. But as of July 1, 2001 the system was modified to allow for a 
portion of workers’ contributions to be directed into a “second tier” that will be a fully-funded 
defined-contribution plan with plans to make use of private asset managers and a range of 
investment options. This may, in due course, contribute to the development of domestic bond 
markets and provide liquidity to the domestic equity market although the creation of new 
financial instruments may be required to absorb the available long-term funding. Proper 
regulation and supervision of these funds will therefore be crucial, especially given their 
potential impact on the financial sector. This is likely to be the most significant financial 
development issue confronting the Latvian financial authorities in the medium term. 

18. The capital markets in Latvia remain underdeveloped. This can be attributed in part to 
limited institutional investor capacity at present. For instance, the mutual fund industry is small 
and more focused on money markets; as noted above, “third pillar” pension funds have only 
modest volumes of funds to invest and “second pillar” pension funds have only recently started 
to operate. Moreover, several potential blue chip stocks have either not been privatized or offered 
publicly, thus decreasing the potential supply of good securities. If the stock market is to play a 
role as a complementary source for raising capital, consideration should be given to (a) 
improving enforcement arrangements; and (b) continuing investor and issuer education and 
promotion by the Latvian authorities. 

19. The legal framework for corporate governance has improved considerably in recent 
years. The new Commercial Law incorporates most of the key aspects of the relevant EU 
Directives and OECD Guidelines on Corporate Governance. One area that needs further 
clarification concerns the roles and responsibilities of members of supervisory boards. The 
authorities should consider developing detailed guidelines for both traded and non-traded 
companies on such issues as the structure and operation of committees within supervisory boards 
and minimum professional qualifications for supervisory board members. Accounting standards 
are strong while audit practices will benefit from the recent revision of the Law on Sworn 
Auditors which reflects international standards of auditing. Latvian accounting standards closely 
follow the EU Directives on accounting. Banks and companies on the Official List at the RSE 
are required to prepare their financial statements using International Accounting Standards. 

20. Access to credit in the Latvian financial sector has become more widespread in recent 
years. Lending institutions have increasingly sought to find new markets although access for the 
smallest companies, lower income households and farmers remains limited. The broadening of 
the sector has included greater access by a wider range of borrowing entities, and by entities 



from a wider geographical area (beyond the capital city, Riga). The FSAP mission addressed 
three areas in relation to the access issue: 

l Small and Medium Sized Enterprises (SMEs) are gradually improving their access to 
credit, especially from commercial banks. Under the umbrella of an SME policy 
formulated by the Ministry of Economy, a number of agencies and government bodies 
have been involved in the implementation of a strategy for this sector. Several 
government funds have been established to support SME development, but the aggregate 
amount involved is small in relation to the commercial banks’ own resources devoted to 
this sector. International agencies have also set up special credit lines for SME lending. 
However, the administration of these funds and the coordination between them is weak. 

l The household sector is, for the first time since transition began, becoming a significant 
beneficiary of the Latvian banks’ diversification into new local markets. Much of this has 
taken the form of lending for automobiles and household appliances. But mortgage 
lending has also evolved in Latvia over the past few years. The mortgage loan portfolio 
of banks have increased steadily, to reach LVL 159 million or 14.8 percent of the total 
loan-portfolio of banks at end-June 2001. The banks project a rapid increase in mortgage 
lending in the future and expect that the mortgage loan portfolio of the banking sector 
may reach LVL 180 -300 million in the next few years as housing finance gradually 
becomes affordable. The Latvian authorities are proposing to move to a model of 
mortgage lending that entails the extension of mortgage loans against issuance of 
mortgage bonds. The laws, regulations and infrastructure that will support this market are 
currently being developed. 

l Leasing and factoring are two relatively new financial services in Latvia that will benefit 
the SMEs in particular. Leasing began in 1994 and volumes had, by end-2000, reached 
close to LVL 180 million. Factoring commenced in 1997 and had by end-2000 reached a 
total volume of LVL 47 million. 

POLICY AGENDA 

21. The following policy proposals are the most important of those developed by the 
February FSAP mission. These were aimed at mitigating the risks identified by the financial 
sector assessment and at supporting the development of the financial sector. Many of the most 
pressing policy issues relate to the establishment of the FCMC. The mission also identified a 
program of follow-up technical assistance that would support the establishment of the FCMC. 

PRIORITY POLICIES 

22. FCMC establishment: Strong credibility in the FCMC is important for its successful 
introduction. Strengthen communications with staff and commercial banks, and introduce 
procedures for the smooth transition of deposit insurance to the FCMC. Initiate change 
management program (hire human relations expert, form joint teams etc.). Prepare for the 
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internal organization of FCMC by formulating internal procedural rules, sign off procedures and 
job descriptions. Strengthen accountability and appoint members of the Consultative Council and 
determine its operating mechanisms. Consolidate independence and accountability through legal 
amendments to the law governing the FCMC, and harmonize legislation and supervisory 
methods. The October 2001 mission confirmed that most of these policy proposals were adopted 
by FCMC. 

POLICES FOR THE SHORT TO MEDIUM TERM 

FCMC establishment: Implement change management program, implement internal 
organizational measures and formulate a strategic plan. Sign Memoranda of Understanding 
between FCMC and both the Bank of Latvia and Ministry of Finance. The October 2001 mission 
confirmed that these policy proposals were implemented with the exception of the Memorandum 
of Understanding between the FCMC and the Ministry of Finance (where the authorities believe 
that existing law already provides suflicient guidance). 

Legalprotection: Provide indemnity for supervisory staff acting in good faith in the normal 
discharge of their functions and powers. The October 2001 mission noted that Parliament has 
passed in the first reading, amendments to the Law “On credit institutions” which provide for 
indemnity of supewisoty staflof FCMC. The Law is expected to be adopted by the end of 2001. 
Similar amendments have been prepared for the other laws to ensure the same indemnity in the 
insurance and securities sectors. Adopt legislation to transform court bailiffs into an independent 
legal profession. Train and appoint additional judges, and improve the infrastructure and security 
of court buildings. 

Monetary policy: As planned, reduce-with the aim of eventually eliminating-the Bank of 
Latvia’s long term swap facility given its effect on the level of usable reserves and given recent 
growth in long term financial instruments. The October 2001 mission confirmed that the BoL had 
reduced the monthly issue volume of long-term swaps with the aim of eliminating it by end-2001. 

Payment systems: Publicly disclose the Bank of Latvia’s payment system roles and the major 
policies it will follow to achieve its objectives. This measure, together with the planned 
amendments to the Credit Institutions Law that address the legal uncertainty associated with the 
finality of settlements, would bring the payment systems into full observance with the CPSS 
Core Principles. 

Money laundering: Strengthen the enforcement of anti-money laundering laws and regulations. 
Procedures could be reexamined and the fines for not reporting financial transactions increased. 
The October 2001 mission confirmed that anti-money laundering legislation has been amended 
to encompass funds related to terrorism. 

Securities markets: Make insider trading and market manipulation a criminal violation and 
adjust the level of fines to provide for mandatory disgorgement of profits. Legal insider buying 
and selling should be disclosed to the market. 



Nonlife insurance: Undertake an actuarial review of the technical provisions for non life 
insurance. 

Pension reform: Prepare the FCMC for the licensing and supervision of second pillar private 
pension funds. 

Corporate governance: Arrange sufficient funding to increase the re-registration of enterprises 
in the Enterprise Register as soon as possible. 

kSUES FOR CLOSE WATCH OR FOR THE LONGER TERM 

Current account: Continue to closely monitor developments in the current account, especially 
given the possible slow-down in global economic activity. 

Bank lending: Continue to closely monitor the current fast growth of bank lending for signs that 
imprudent lending may be taking place. 

Leasing (The FCMC): Closely monitor the evolution of the independent leasing companies. 

Insurance (The FCMC): Investigate allegations that reinsurance is being used for tax evasion. 
The October 2001 mission confirmed that the new FCMC is aware of this problem and is seeking 
to eliminate it. The FCMC does not believe, however, that this pmctice is very significant in the 
reinsurance market. The FCMC should study insurance practices relying on data collected from 
insurance companies. 

FOLLOW UP 

23. As a follow-up to recommendations of the joint IMF-World Bank FSAP mission the 
authorities requested Bank technical assistance (TA) to assist in the implementation of the 
missions recommendations. Subsequently the Bank has provided TA that comprises three main 
components: 

(a) assistance in the improvement of corporate governance of insurance companies and 
other financial intermediaries, and the examination of the rights of minority shareholders, 
as well as the distribution of responsibilities between the board of directors, management 
and shareholders; 

(b) assistance in the establishment of a register of transactions in securities traded by 
corporate insiders; and; 

(c) assistance in the preparation of a study focusing on modalities for improving Latvia’s 
debt management through the securitization of outstanding World Bank credit lines. 


