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CHAIRMAN’S STATEMENT

A Year of Challenges

At the time of preparing this Report, the mission of the International Monetary Fund (IMF) had just finished its work and acknowledged that the fis-
cal policy.in Latvia was balanced and national economy had recovered notably (in 2011, GDP increased by 5.5%). For the year ahead, our growth estimates
are more moderate, even though the Latvian economy had been the fastest growing economy in the European Union (6.8%) for the second consecutive
quarter. More rapid development of the labour market, improving solvency of households and increase in lending would be in line with that growth rate.
However, this.is not the case because uncertainty about future, external environment and solution of the euro area problems hinder the pace of these
positive processes. Overall, year 2011 brought both good and also bad news.

The Latvian financial sector had regained its profitability. After the difficult years of the crisis, banks finished 2011 not only with a profit (excluding
JSC “Latvijas Krajbanka™and JSC “Parex banka”), but also with a high capital adequacy ratio of 17.4%; it meant that our banks were ready to cover various
risksin future as they had seriously strengthened their capital base: as of end-2008, banks had invested about half billion lats in their capital. In 2011, bank
liquidity exceeded the regulatory requirement twofold and was 63.9% in December.

However, lending did not follow. the pattern it should in a period of sound growth: the credit portfolio shrank by 8.1% or 1.2 billion lats. Overall in
2011, newly granted loans amounted to 1.5 billion lats, but about one tenth only was granted to households. Concerns about a possible second wave in
the area of overdue loans had been partly justified. Even if the level of problem loans seemed to be lowering, the explanation was that, in 2011, a signifi-
cant portion of such loans was written off as lost loans. These fluctuations evidenced the difficulties both businesses and private persons were experi-
encing to repay their debts. The financial structure of households in Latvia was still vulnerable, especially in winter. In 2011, 95 million lats of household
debt were written off. The reasons were self-explanatory: persistently high level of unemployment, heating and fuel prices, significant tax burden; people
were not able to recover after reaching the trough of the crisis while income was remaining at its previous level. The situation in the commercial activity
sector was different: due to their improving solvency enterprises received the lion’s share of newly issued loans. Our exporters were among the leaders in
Europe. At the same time — was the situation sufficiently credible? Our major export markets were close neighbour countries: Estonia, Germany, Lithu-
ania, Sweden and Russia. Some of them were already members of the euro area. In the case of forecasts of recession in the euro area proving correct, this
would definitely.affect the growth of the Latvian economy and also its financial sector.

Other market participants were also operating in an evidently challenging environment in the reporting year. The amount of the premiums written
by insurance companies increased by nearly 20%, whereas the market in general was performing at a loss. Even if the volume of funds taken as deposits
and issued as‘loans by credit unions increased, their profit was 10% less than'in 2010 because of an increase of 32% in provisions for doubtful debts.
Contributions by both employers and employees in private pension plans increased though the average profitability of these plans diminished and was
negative, -2.7%. The assets of the investment plans used for the State-funded pension scheme investments increased by 5.8%, but the average profitability
of these plans was negative, -1.9%:

Despite the relatively stable situation in2011, the resilience of the Latvian financial sector was directly challenged again. The collapse of the old-
est bank in Latvia, JSC“Latvijas Krajbanka”; was highly unexpected. As a result of the operations by shareholders that are currently investigated by law
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enforcement bodies (the funds held with correspondent accounts had been pledged), the Financial and Capital Market Commission (the Commission)
had to suspend the activity of the bank in December 2011. Whilst paradoxical, there was, however, positive news in the crisis situation caused by the
JSC “Latvijas Krajbanka”: full repayment was ensured to 99.8% of depositors from the funds of the Deposit Guarantee Fund and of the Treasury, thereby
enhancing confidence that the State does meet its liabilities. Funds in correspondent accounts were inspected in all banks and similar problems were not
uncovered in any other bank.

The significant part of the business with non-residents was unfailingly a challenge for the Latvian financial institutions. In 2011, the share of non-
resident deposits in total bank deposits was 47.2% (in 2010, it was 41.6%). Non-residents also received nearly one half of the newly issued loans. It was
necessary to integrate more efficiently this valuable part of banking business in the Latvian financial sector, be aware of and mitigate the risks inherent
to it. Since we were interested in attracting investments and additional capital, we had to assess asset quality and investor reputation to ensure that
Latvia did not turn into an attractive destination for the “dirty” money of businesses from our neighbour countries. While being aware that non-resident
deposits were subject to the State guarantee system, we had to develop possible solutions to ensure that this burden did not appear too heavy for Latvia
at a certain stage. We had to use the changes in the EU financial supervisory framework to our advantage to ensure that, at the international level, Latvia’s
interests were properly represented and the needs of small open financial sectors taken into account while ensuring their development. These would be
the challenges on our way to joining the euro area.

In Latvia, the general public had shown that it could learn a lesson from mistakes. If we wanted to follow the path of a reasonable growth, our choice
should be the economic strategy of Western European countries, i.e., living within our means and assessing probable future risks in a timely manner. This
required profound financial understanding at the level of each recipient of financial services.

The end of 2011 and the beginning of 2012 were also marked by personal challenges for me, as | accepted the position of Chairman of the Commis-
sion. The 100 days passed quickly. From the outset of my career at the Commission, one of my promises had been to ensure a more extensive explanatory
work and educate people in financial issues in the long run. A knowledgeable person would not bow to the challenges of dubious financial pyramids and
take another loan to repay a previous debt. In the area of finance, business is based on trust, and appropriate understanding that there is no need to be
panicked by rumours is ensured by sufficient knowledge. We have to work together to avoid more “dark days” with queues at ATMs. Latvia is definitely
not the only country having experienced them. After hearing about the possible leaving of the euro area, people in Greece withdrew 700 million euro
from banks in one day. Therefore, in future the Commission’s position will be driven by openness and information-sharing, and raising financial intel-
ligence will be one of the directions of our activity within the new Communication strategy. A stable household that manages its risks is a cornerstone
for long-term stability and development of the entire financial sector.

Challenges have been, are and will be a part of the modern world. Our task is to see them in good time and face them or use them skilfully to our

advantage. Confidence about future is backed by good news that the Latvian financial sector, having survived throughout the previous challenges, is
ready for a gradual and reasonable growth under favourable external conditions.

Kristaps Zakulis,
Chairman of the Commission
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REPORT OF THE BOARD

Komisijas padome 2012. gada sakuma (no kreisas):
Ludmila Vojevoda, Kristaps Zakulis, Gvido Romeiko, Janis Brazovskis, Jelena Lebedeva.

As of.its establishment on 1 July 2001, the business of the Commission had been to develop regulations governing the activities of the Latvian fi-
nancial.and capital market and ensure the supervision of that market as well as protection of the interests of the customers of market participants. The
Commission was a full-fledged and autonomous public institution managed by its Board. The funding for the Commission’s activities was ensured by the
payments made by the participants of the financial and capital market.

On 8 December 2011, following the submission of an application for voluntary resignation, Iréna Kriimane was released from the position of Chair-
woman.of the Commission. Janis Placis, a member of the Board and Director of Supervision Department, also resigned but continued to perform as a
member of the Board until appointment of a new member. Apart from these changes, the Board members in 2011 were the same as previously: Janis
Brazovskis, Deputy. Chairman of the Commission, Gvido Romeiko, Director of the Legal and Licensing Department, and Ludmila Vojevoda, Director of
Regulations.and Statistics Department.

In.the reporting year, 60 Board meetings were held (51 in 2010), during which 325 decisions were taken (346 in 2010), and 10 meetings of the Con-
sultative Council of the Financial and Capital Market Commission were held during which 43 draft regulations that were binding on the financial and
capital market were discussed (24 in 2010). The Consultative Council assessed and approved draft annual budget of the Commission for 2012 and the
Commission’s work programme for the forthcoming period.

In 2011, the Commission’s experts developed or supplemented six laws and 33 Commission’s regulations. Prior to their approval, all draft regulations
were sent to the professional associations of market participants for comments.

In the reporting year, the strategy for the Commission’s activities for 2012-2014 was developed with a view to ensure more efficient regulation and
supervision.of the financial sector to promote stability, competitiveness and development of the financial and capital market as well as to protect the
interests of investors, depositors and the insured persons. Strategic goals for the next period were defined accordingly.

Overall in 2011, 88 on-site inspections of market participants were carried out (54 in 2010), of which 25 inspections were carried out in banks to as-
sess in particular their capital adequacy, lending procedures and risk management functions, and six inspections were carried out in insurance companies.
Within its inspections, the Commission performed 12 on-site audits of the security of information systems and about 140 off-site assessments of the secu-
rity of information systems of market participants. To assess whether market participants complied with the requirements of the Law on the Prevention
of Laundering the Proceeds from Criminal Activity (Money Laundering) and of Terrorist Financing, the Commission carried out 17 on-site inspections in
banks and one inspection in an investment firmin 2011. Overallin the reporting year, the Commission applied 38 sanctions to market participants (30 in
2010), including sanctions to JSC “Latvijas Krajbanka” whereby the bank’s debit operations were initially restricted and later the activity of the banks was
suspended. The amount of penalties imposed on market participants in 2011 totalled 248 500 lats (100 000 lats in 2010).

In 2011, 14 notifications for acquiring a qualifying holding were assessed: In four cases the Commission issued its consent for acquiring a qualifying
holding in Latvian banks and in one case it took a decision to reject an application for acquiring a qualifying holding. In three cases approvals for acquir-
ing a qualifying holding were issued to insurance companies. Investment firms submitted four notifications and in three cases approvals were issued for
acquiringa qualifying holding. During the reporting year, in three cases permissions were issued for mandatory share buyout offers, in four cases approval
was given to make a public offer of shares, and in‘one case a prospect for admitting shares to trading on the regulated marker was assessed. In general,



the Licensing Division of the Commission assessed 77 cases of compliance of the officials of the participants of the financial and capital market with the
regulatory requirements.

After the activity of JSC “Latvijas Krajbanka” was suspended because of the detected non-availability of deposits, the Commission had to ensure
payment of the State-guaranteed compensation to the bank’s depositors. The assets of the Deposit Guarantee Fund amounted to 149.9 million lats,
whereas the amount of State-guaranteed compensations to 218 thousand depositors of JSC “Latvijas Krajbanka” was 335.6 million lats. The shortfall of
185.6 million lats was lent to the Deposit Guarantee Fund by the Republic of Latvia. Before the centralised payment of guaranteed compensations, the
Commission used the assets of the Deposit Guarantee Fund to ensure that, already on the next day after the unavailability of deposits, the depositors
of JSC “Latvijas Krajbanka” received up to 50 lats per day of the State-guaranteed compensation; the full amount of the State-guaranteed compensation
was available as of the fifth business day after unavailability of deposits. As a result, due to the State guarantee system, 99.8% of depositors of JSC “Latvijas
Krajbanka” were able to recover the full amount of their deposits.

With a view to providing complete information to general public about topical trends, in 2011, the Commission prepared 96 Statements to mass
media (59 in 2010), of which 25 Statements were disseminated at the time when the activity of JSC “Latvijas Krajbanka” was suspended, guaranteed
compensations paid and an administrator chosen. At the time of suspending the activity of JSC “Latvijas Krajbanka”, specific explanations were provided
to various customer groups. The staff of the Commission were re-deployed to ensure that the customers of JSC “Latvijas Krajbanka” received prompt
consultations on the phone. Taking into account the experience in ensuring communication in the financial sector during a crisis and examples of other
countries, the Commission’s experts were tasked by the Prime Minister to develop a crisis communication plan for the financial sector and agree it with
cooperation partners. The plan set out active cooperation among the Commission, the Bank of Latvia, the Ministry of Finance and the Office of the Prime
Minister during crises and involvement of market participants and their professional associations, where necessary. The plan was approved on 2 February
2012 during the meeting of the Financial Sector Development Council.

As a continuation of the measures to educate the customers of market participants and in line with the concept developed in 2010, on 1 March 2011
an informative site KLIENTU SKOLA (Client School) was launched on the Commission’s website (available in Latvian only at www.klientuskola.lv). The site
had been developed to provide objective and clearly understandable information to customers about various financial services and particular attention
had been paid to risk assessment. As of the launching of the site, the Commission’s communication experts, in cooperation with supervision experts, had
provided 49 e-mail consultations to the users of the site.

The internal audits carried out during the reporting year showed that the Commission’s internal control system ensured completion of the Commis-
sion’s tasks in line with its strategic goals and in compliance with the regulatory requirements. Overall, the assessed control processes were functioning
well, but it was necessary to improve separate internal control processes for managing guarantee funds, performing security inspections of the informa-
tion systems of market participants, developing data collection, processing and analysis system and communication process, as well as processes in the
area of work safety and fire security. In 2011, the crisis situations in the banking sector uncovered failures in the implementation of the Commission’s
communication policy. Appropriate conclusions were made and immediate changes were introduced to the management of communication processes
and the pro-active communication.

In 2011, the Commiission received and scrutinised 317 applications about the participants of the financial and capital market and provided 695
explanations about the payment of the State guaranteed compensation to the customers of JSC “Latvijas Krajbanka”.

In 2011, the Commission continued its consultations in the area of document management to the participants of the financial and capital market
and also to other institutions in relation to electronic documents, introduction of a secure electronic signature and of electronic record-management
system. On 2 November 2011, the Commission signed cooperation agreement with the Latvian National Archives “On cooperation in the pilot project in
the framework of the Draft National Programme “Uniform Information System of State Archives” of the European Regional Development Fund (ERDF)
and in document description”.
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STRATEGY OF THE COMMISSION’S ACTIVITIES

In 2011, the Commission developed a medium-term planning and management document “Strategy of the Activities of the Financial and Capital
Market Commission for 2012-2014" (the Strategy). According to the Strategy, the mission of the Commission’s activity is to efficiently regulate and
supervise the operation of the financial and capital market and of its participants, promote stability, competitiveness and development of the financial
and capital market and safeguard interests of investors, depositors and the insured persons.

In line with the Strategy, the Commission’s strategic goals for the next period are as follows:

1. Develop effective regulatory framework that will promote development and competitiveness, ensure high standards of risk management and
better quality and security of financial services.

2. Ensure that the market participants operating in Latvia are financially sound, professional and of good repute.

3. Ensure that the financial system is sound and regulation-compliant and promotes development.

4. Ensure an efficient administration of the financial stability fee.

5. Ensure systematic collection and analysis of statistical information as well as preparation of statistical reports, analytical materials and develop-
ment forecasts of the sector.

6. Promote efficient cooperation with foreign supervisory authorities.

7. Enhance protection of customer interests within its own competence and also in cooperation with other institutions in Latvia.

8. Ensure information and education measures to the general public to promote both confidence in the sector and ability to comprehensively assess
the risks associated with financial services as well as take informed decisions.

9. Constantly improve its own operating processes and increase efficiency and productivity of its operations.

The Strategy.sets out the main priorities of the Commission’s activities:

1. Ensure independent and autonomous supervision of the financial sector, enhance supervisory capacity and ensure adequate resources.

2. Continue regulatory reforms in the financial sector to correct the inconsistencies highlighted by the global crisis and introduce new tools aimed
at.ensuring financial stability in future (incl. Basel I, CRD 1V, Insolvency Il, European financial supervisory system).

3.Introduce reforms aimed at strengthening the supervisory framework that would notably improve the operative nature and efficiency of the
preventive measures and ensure the possibility of immediate intervention in the activity of participants of the financial and capital market by taking the
necessary. measures.

4. Combat money laundering to ensure unfailing quality and security of financial services while strengthening cooperation with domestic and for-
eign law enforcement bodies.

5. Prepare for the forthcoming EU Presidency in 2015 by ensuring support to Latvia within its competence.

6. Improve understanding of the general public in Latvia about financial issues, including the operation of the financial sector and the services it
provides, to ensure that customers have practical knowledge and are able to take prudent financial decisions in the long run.

Il. COMMISSION’S ACTIVITIES IN 2011

SUPERVISION

Asat the end of 2011, 334 participants of the financial and capital market were subject to the Commission’s supervision and their total assets

were 22.7 billion lats (i.e,, 147.8% of Latvia's GDP*) (see Table 1).
Table 1

Structure of the Market Participants Subject to the Supervision by the Commission

Market Participants Assets, in million lats Number of market
participants
2010 2011 2010 2011
Banks and branches of foreign banks 21974 20926 21+8 22+9
Cooperative credit .unions 12 13 34 33
Insurance companies and branches of foreign insurance companies 444 477 13+11 12+10
Private pension funds 1.8 1.9 Z 7
Pension plans 112 120 21 21
Investment management companies 20 21 16 1S
Investment funds 206 237 27 44
Investment plans of the State-funded pension scheme 830 880 27 27
Investment firms 3.7 3.6 7 6
Insurance brokerage companies 104 86
Payment institutions 16 33
Electronic money institutions 8
JSC "NASDAQ OMX Riga" (Stock Exchange) 1
Latvian Central Depository 1 1
Total 23607 22 679 329 334

*Data source: http://www.csb.gov.lv/en/statistikas-temas/gross-domestic-product-key-indicators-30517.html.
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Self-Assessment of Compliance of the Regulations Governing the Activity of
Latvian Banks and of the Banking Supervisory Practice with Basel Core Principles

In 2011, the Commission carried out self-assessment about compliance of its supervisory practice and of regulatory requirements with Basel Core Principles.

During the preparation for the self-assessment, amendments to the Credit Institution Law were made whereby a bank’s management board and
supervisory board had to notify the Commission of any conditions, including suspicious and fraudulent transactions that were likely to materially af-
fect the future operation of the bank or tarnish its reputation. As well, improvements were introduced to the organisation of the supervision process
by amending the Manual for Assessing Banking Risks and a separate Manual for Off-site Supervision of Banks was prepared setting out, inter alia, the
procedure for exchanging information and cooperation within colleges of supervisors.

In 2011, for the third consecutive year, the Latvian financial sector was operating in a volatile and unpredictable external and internal financial en-
vironment. On the one hand, the recovery and even slight development of the Latvian economy had a positive effect on bank performance indicators.
In December, the IMF and the European Commission assistance programme was successfully completed thus improving the reputation of the Latvian
sovereign in financial markets. On the other hand, these positive trends were short-lived because the solvency of enterprises and households was still
fragile, their debt burden big and their demand for credits limited. As well, escalation of the sovereign debt crisis and deteriorating financial stability in
the euro area in the second half of the reporting year threatened the growth of the Latvian economy and, consequently, increased the credit risk and
profitability risk of the Latvian financial sector.

Banking Sector

Turmoil in the banking sector at the end of 2011 (insolvency of JSC “Latvijas Krajbanka” and rumours about problems of “Swedbank” JSC) had a
temporary effect on the reputation risk of the banking system, but overall it did not have a significant or permanent influence. Bank performance indi-
cators tended to stabilise for the second consecutive year (see chapter “Performance of the Participants of the Financial and Capital Market in 2011”).

Responding to the contradictory developments in the financial system, the Commission continued strengthening the enhanced supervisory frame-
work introduced in 2009 to carry out risk-focused and result-oriented supervisory measures and ensure the possibility of timely intervention in bank
activities by taking the necessary measures to solve problems or reduce losses.

During 2011, banking supervision was based on interlinked methods: monitoring bank performance on the basis of financial Statement analysis and
performing on-site inspections.

Significant structural changes were made in the Supervision Department. As a result of reorganising the Banking and Institutional Investors Division,
three separate structural units were established: Monetary Financial Institutions Operations Analysis Division that is responsible for carrying out off-site
supervision, Monetary Financial Institutions Risk Assessment Division that is responsible for carrying out on-site inspections, and Pension and Invest-
ment Funds Division. Moreover, a new function — supervision methodology — was established to ensure that the techniques used in supervision were
improved on an ongoing basis and complied with EU requirements.

In 2011, the following priorities were determined in banking supervision:

- assess adequacy of the capital basis of Latvian banks;

- assess sufficiency and quality of liquidity maintenance and management;

- assess sufficiency of banks’ work with problem loans and recognition of loan impairment losses in their Statements;
- assess the potential impact of banks’ activity strategy on the structure and volume of risks.

Monitoring of Bank Performance Indicators

The Commission continued enhanced off-site monitoring of bank performance based on the analysis of banks’ regular reports; it also received ad-
ditional operative overviews and reports about bank activities:

- daily reports about deposit dynamics;

- reports about liabilities to related financial institutions;

- decisions by bank credit committees and management boards as well as internal audit reports about i