Supervisory Review

The following table gives an overview over the general criteria and methodologies used by the Financial and Capital Market Commission (hereinafter – the Commission) in the supervisory review and evaluation process (hereinafter – SREP) referred to in Article 124 of the Directive 2006/48/EC. 

	Scope of application of SREP

	Application of supervisory review process 

The supervisory review process referred to in Article 124 of the Directive 2006/48/EC is applied to all Latvia-registered banks and investment firms which have to comply with capital adequacy requirements (hereinafter – the institution).

The supervisory review process is applied on an individual basis, as well as on a consolidated group and consolidated sub-group basis, as follows:

· For institutions, which are parent undertakings at the level of consolidated group, the supervision is exercised on an individual and consolidated group basis;

· For institutions, which are parent undertakings at the level of consolidated sub-group (i.e. if they have subsidiaries subject to the supervision of the Commission), the supervision is exercised on an individual and consolidated sub-group basis;

· For institutions, which are part of a group but have no subsidiaries subject to the supervision of the Commission, the supervision is exercised on an individual basis;

· For institutions, which are not part of a group, the supervision is exercised on an individual basis.

Methodologies used in the supervisory review process 

The Commission's approach to supervisory review process is described in policy document "FCMC Approach to Supervisory Review Process" approved by the Commission's Board on 15.02.2008.

The Commission applies off-site and on-site methods in the supervisory review process and maintains continuous dialogue with institutions, holding regular meetings with their management. 

The key off-site methodologies are – an analysis of the financial and prudential reports submitted by institutions (incl. an analysis of changes and tendencies in financial ratios both of individual institutions and the financial market as a whole), an analysis of the compliance with regulatory requirements and restrictions (incl. an analysis of compliance with capital adequacy requirements, liquidity requirements, restrictions on open positions in foreign currencies, restrictions on large exposures), an analysis of the structure and tendencies of loan portfolio of individual institutions and financial market as a whole, an analysis of institutions' financial statements, regular follow-ups on the prevention of deficiencies identified during on-site examinations. The off-site supervision includes also applying necessary supervisory actions and measures. 

On-site examinations are carried out in order to assess quality of assets, adequacy of internal control systems, exposure to risks and risk management quality of supervised institutions. On-site examinations are carried out in accordance with the Commission’s "Bank Risk Assessment Manual" (available in Latvian only).

Principle of proportionality 

Decision on the intensity and quantity of supervision for every institution is made on an individual basis and it depends on whether the institution is regarded as significant within the financial sector. The Commission carries out regular on-site examinations in significant institutions and holds frequent meetings and discussions with management of these institutions.

Significance of the institution within the financial sector depends on:

· The size of institution which mainly is characterized by the volume and share of its assets and turnover within the sector;

· Risks inherent in the institution’s activities and quality of risk management. Institutions with insignificant share of operations within the overall financial sector are also regarded as significant if their operations are exposed to such risks that may affect the stability of the financial sector as a whole (for instance, the increased reputation risk or risk of involvement in "money laundering").

Cooperation with supervisory authorities of other countries 
In the supervision of institutions, the Commission cooperates with supervisory authorities of other EU member states and other countries in compliance with the provisions of the CEBS "Guidelines for Cooperation between the Consolidating Supervisors and Host Supervisors".

Commission has entered into cooperation and information exchange agreements with a number of supervisory authorities.



	Individual risk assessment

	Assessment of institution's exposure to risks is carried out using the "Bank Risk Assessment Manual" (available in Latvian only). Risk assessment (hereinafter – RAS) has several stages:

1. Aggregating of information – data of financial statements, prudential reports, budget, previous on-site examinations and other relevant information provided by the institutions or other sources are collected on a regular basis and used to conduct following stages of RAS.

2. Breakdown of the institution –  the purpose of this stage is to specify scope of institution's assessment. In this stage, material group companies (in case the supervision is conducted on a consolidated group or consolidated sub-group basis), material business areas (business units) and material risks and relevant risk management factors are determined. The breakdown is based on quantitative criteria (income/expense as % of total income/expense, profit/loss as % of total profit/loss, assets/liabilities as % of total assets/liabilities, assets in relation to group capital) and qualitative criteria (for example, strategic importance, expansion of activities, new markets/activities, reputation risk). 

For RAS purposes all business areas of the institution are divided into two groups:

· business lines (crediting, investment operations, settlement and payments, client asset management and investment services, customer deposits, borrowing and other operations); 

· management functions (Council and Board of Directors, credit risk management, operational risk management, interest rate risk management, foreign currency risk management, liquidity risk management, internal audit, information systems, compliance function, financial and management accounting and personnel management).

3. Risk and risk management assessment. This stage is  conducted during an on-site examination. Risk and risk management assessment is also reviewed off-site at the end of each financial year and in case any material information that can affect the assessment of institution is obtained.

During this stage risks inherent in all material business areas are assessed and quality of risk management is evaluated. A four-point score scale is used for this assessment, where 1 – low risk/strong risk management, 2 – moderate risk/satisfactory risk management, 3 – material risk/unsatisfactory risk management and 4 – high risk/weak risk management. 

To assess inherent risks, the number of risk items – determinants of the risk – are evaluated, using quantitative and qualitative criteria. In the risk assessment, following risks and risk items are assessed:

· Credit risk – creditworthiness of borrowers (issuers, counterparties), credit risk mitigating factors and concentration risk;

· Operational risk – human errors, system failures, legal documentation risk, fiduciary and client interest breaches, internal fraud, external fraud, damage to physical assets; 

· Market price risk – market price volatility, market liquidity, concentration/diversification;

· Interest rate risk – mismatch risk, basis risk, embedded options risk;

· Foreign exchange risk;

· Liquidity risk – term structure of assets and liabilities, liquidity ratio, funding accessibility;

· Information technology risk – strategy, policy and security management practices (IS classification and risk assessment), personal security, physical security, logical security, system development controls, business continuity planning;

· Strategic risk – business environment, business strategy;

· Compliance and reputation risk – money laundering risk, compliance with regulatory requirements, reputation risk.

To evaluate risk management quality, the internal control system and corporate governance are evaluated, using qualitative and to the extent possible, also measurable quantitative criteria. To evaluate the internal control system, the following control items are assessed – quality of risk management framework, compliance with policies and procedures, quality of management information systems and regulatory reports, allocation of duties, responsibility and authority, quality of internal audit and compliance function. To evaluate corporate governance, the following items are assessed – organizational structure, group relationships, management, planning, adequacy of resources.

4. Aggregating assessment results – the purpose of this stage is to summarize the results of RAS and get an overall assessment of institution (supervisory rating). In aggregating assessment results following general principles are followed:

· Risks have relatively higher weights than risk management factors;

· Strong risk management decreases institution’s total risk;

· Higher risks have relatively higher weights in total assessment;

· Weaker risk management has relatively higher weight in total assessment.

5. Planning of supervision – includes planning of further supervisory actions and measures and planning supervisory resources.

Choice of relevant supervisory actions and measures and their application is carried out on the case-by-case basis. Overall principles regarding supervisory measures and actions depending on the rating of the institution are described in the section of the table "Overall Assessment and Supervisory Measures".



	Review and evaluation of ICAAP

	Minimum requirements for establishing an internal control system, identifying and managing risks and the capital adequacy assessment process are included in "Regulations on Establishing an Internal Control System" (available in Latvian only). 

Banks registered in the Republic of Latvia shall comply with the requirements of  "Normative regulations on the Establishment of Capital Adequacy Assessment Process" (available in Latvian only)  issued by Commission, which set out guidelines on the implementation of requirements of the chapter V of the "Regulations on Establishing an Internal Control System" and Article 36.2 of the Credit Institution Law, including: 

· general principles on the establishment of the capital adequacy assessment process;

· guidelines on the contents of the capital adequacy assessment process; 

· requirements on the preparation and submission to the Commission reports on the capital adequacy assessment process.

When revising and assessing the capital adequacy assessment process, compliance with minimum requirements in above mentioned regulations is evaluated. The Commission's approach to supervisory review process, as well as methods and criteria used in the review and evaluation of ICAAP of institutions is described in policy document "FCMC Approach to Supervisory Review Process". 



	Overall assessment and supervisory measures

	Commission carries out  risk assessment of the institutions in accordance with the Commission’s "Bank Risk Assessment Manual" (available in Latvian only) and ICAAP assessment in accordance with the "FCMC Approach to Supervisory Review Process".
Measures and sanctions that the Commission may apply to credit institutions for supervisory purposes are set forth in Sections 101.3 and 113 of the Credit Institution Law. In accordance with Section 101.3 of the Credit Institution Law, if the Commission identifies that a bank does not comply with requirements of Section 34.1 (namely, requirements for establishment of an internal control system), Section 36.2 (requirements for establishment of the internal capital adequacy assessment process) or Section 39, Paragraph two (requirements for establishment of large exposures control policies and procedures), or the bank’s own funds are inadequate for the covering of the appropriate to the operation of the credit institution or possible risks, the Financial and Capital Market Commission is entitled to:




· specify the duty of the bank to maintain a higher own funds level than is specified in Section 35 of the Credit Institution Law  (regulatory minimum capital requirements);

· request the bank to apply a special deposit policy or an asset recognition policy arising from the requirements of own funds;

· impose a duty on the bank to improve its strategy, procedures and measures to be performed, which the bank has implemented in the implementation of the requirements of Section 34.1 or 36.2 of the Credit Institution Law. 
In accordance with Section 113 of the Credit Institution Law if the Commission ascertains that a credit institution fails to adhere to the provisions of this Law, directly applicable rules issued by European Union institutions, or decisions or regulations issued by the Financial and Capital Market Commission; or if the activities of a credit institution are threatening its stability or solvency, security or stability of the credit institution sector in Latvia, or if such activities impose threat to cause significant loss to the national economy, or if an excessive outflow of deposits or other assets is occurring from a bank, the Commission by adopting the decision shall have the right to implement one or more of the following actions: 

· to require that the credit institution without delay take the necessary steps to remedy such situation or submit its action plan to the Commission by a set deadline;

· issue a warning to the credit institution;

· give credit institution supervisory institutions, their managers and members binding written instructions required to remedy such situation;

· establish restrictions on the rights and actions of the credit institution, including entirely or partially suspending the provision of financial services, as well as restrictions on fulfilment of obligations, except for the restrictions on fulfilment of obligations;

· impose upon the bank restrictions on execution of deposit liabilities;

· appoint to the credit institution one or more authorised persons from the Financial and Capital Market Commission (hereafter - decision on appointment of authorised person);

· impose upon the credit institution the responsibility for mitigating risk related to its transactions, services and settlement systems;

· impose the fines provided for in the Credit Institution Law.

The Commission is entitled to implement one or more of the measures set forth in Paragraph one of Section 113 even if the activities of the commercial company within the credit institution consolidated group threatens or may threaten the stable operation of the respective credit institution or the entire credit institution sector.

Measures and sanctions that the Commission may apply to investment firms for supervisory purposes are set forth in Article 138 (3) of the Law on the Financial Instruments Market and they are as follow:

· establish the obligation of an investment firm to maintain capital at the level that exceeds the minimum level set out in Article 121 (1) of the Law on the Financial Instruments Market;

· establish the obligation of an investment firm to review the procedures for the enforcement of the measures it has introduced to comply with the requirements of Article 1231 (requirements for establishment of the internal capital adequacy assessment process) and of Subparagraph 11 of Paragraph 1 of Article 124  of the Law on the Financial Instruments Market (requirements for establishment of an internal control system);

· request that an investment firm applies a special provisions policy or asset recognition policy in respect of its own funds;

· request that any person submit information on its activities in the financial and capital market and that such person arrive in person at the Commission and provide information himself/herself; 

· see the documents that are necessary for the execution of its tasks and functions;

· request and receive from the participants of the financial instruments market print-outs of telephone conversations and other data transmission records;

· request that participants of the financial instruments market terminate any activities that are contradictory to the requirements of the Law on the Financial Instruments Market;

· suspend trading in financial instruments;

· restrict the rights of an investment firm or a credit institution to provide investment services or hold financial instruments;

· cancel the licences for the provision of investment services and ancillary (non-core) investment services that has been granted to an investment firm.

Actual choice of relevant supervisory actions and measures and their application is carried out on the case-by-case basis, taking into account all relevant information available at the Commission, including also supervisory rating assigned to institution during RAS.
General principles regarding the application of supervisory measures according to institution's supervisory rating are as follows: 

Group

Group description

Supervisory measures

1.

Institution's inherent risks are low and risk management is strong

Minimal supervisory measures required

2.

Institution's inherent risks are moderate and/or risk management quality is satisfactory, but some improvements are advisable. Institution's activities in one or several non-core business areas cause supervisory concerns

Since the institution's activities in one or several non-core business areas cause supervisory concerns, then there is greater supervisory attention devoted to these areas, including supervisory measures to achieve reduction of risks and/or improvement of risk management quality. Possible supervisory measures for this group are – discussion of problems with the management of the institution, drafting plans for corrective actions, imposing fines prescribed by the law if the Commission regards this measure useful

3.

Institution's inherent risks are material and/or risk management quality is unsatisfactory, there are material deficiencies. Institution's activities in one or several core business areas cause supervisory concerns

Since the institution's activities in one or several core business areas cause supervisory concerns, then this institution requires special supervisory attention, including supervisory measures to achieve reduction of risks and/or improvement of risk management quality. Possible supervisory measures for this group are – discussion of problems with the management and shareholders of the institution, drafting plans for corrective actions, imposing fines prescribed by the law if the Commission regards this measure useful. The institution likely will be obliged to hold own funds in excess of the minimum level which is prescribed by the law 

4.

Institution's inherent risks are high and risk management quality is not adequate to the size and complexity of the institution and to the risks it is exposed to

Institution's activities and management require continual supervisory control and intensified supervisory actions and measures. Possible supervisory measures for this group are:

· setting restrictions on the operations of the institution; 

· suspending, partially or fully, provision of financial services;

· requiring the reduction of the risk inherent in the activities, products and systems of the institution; 

· requiring the institution to revise the strategy and procedures in order to reinforce arrangements which the institution has implemented to meet the requirements of the law concerning setting up an internal control system and capital adequacy assessment process. 

The institution likely will be obliged to hold own funds in excess of the minimum level which is prescribed by the law. If the problems of the institution are not resolved, it may be necessary to cease the operations of the institution and revoke the license.
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