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Financial stability: a condition of the financial system enabling it to withstand shocks, thereby mitigating the
likelihood of disruptions in the provision of financial services in the financial intermediation process.

Systemic risk: the risk of disruption in the financial system with the potential to have a significant negative
impact on the functioning of the financial system as a whole along with the real economy.

The objective of the Financial Stability Report is to raise public awareness regarding the development of the
Latvian financial system and to draw attention to systemic risks.

The Financial Stability Report analyses and assesses the functioning and risks of the Latvian financial system
based on data up to the end of March 2026 or at the time of compiling the current report.

The following terms are used synonymously in the report: "company" and "NFC", "bank" and "credit institution"”,
"loan" and "credit". The information on credit institutions presented in the report also includes information
on branches of credit institutions of EU Member States in Latvia, unless otherwise indicated. The significant
creditinstitutions are Swedbank AS, AS Citadele banka, and AS SEB banka - all supervised by the ECB.

The calculation of the ROE, the TC ratio, T1 capital ratio, CET1 ratio, liquidity, and credit risk stress test results
excludes data on branches of foreign credit institutions registered in the Republic of Latvia.

The Reportwas prepared by the Financial Stability and Macroprudential Policy Department of Latvijas Banka.
The preparation of the Report was co-ordinated by Andrejs Semjonovs, Dace Antuza, Elmars Zakulis, and
Armands Pogulis. Editors: Iréna Katrine Lapsa and Laura Birzina, layout designer: Andris Grislis.
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Abbreviations

ADC - acquisition, development, and construction
Al - artificial intelligence

AS - joint stock company

CCRI - composite cyclical risk indicator

CCyB - countercyclical capital buffer

CDS - credit default swaps

CET1 - Common Equity Tier 1

CISS - composite indicator of systemic stress
COREP - common reporting framework
CRPC - Consumer Rights Protection Centre
CSB - Central Statistical Bureau of Latvia
DSCR - debt service coverage ratio

DSTI - debt-service-to-income

DTI - debt-to-income

EBA - European Banking Authority

EBITDA - earnings before interest, taxes, deprecia-

tion, and amortisation
ECB - European Central Bank

EDS - Electronic Declaration System of the State
Revenue Service

EEA - European Economic Area

EIOPA - European Insurance and Occupational
Pensions Authority

EMIR - European Market Infrastructure Regulation
ER - Enterprise Register

ESRB - European Systemic Risk Board

EU - European Union

EURIBOR - Euro Interbank Offered Rate

FINREP - financial reporting framework

GaR - growth-at-risk or a percentile (typically 5% or

10%) of the future probability distribution of GDP

growth rates, capturing downside risks (e.g. in times

of shocks)

GDP - gross domestic product

ICR - interest coverage ratio

IFRS - International Financial Reporting Standards
IRB - internal ratings based

IT - information technologies

LCR - liquidity coverage ratio

LGD - loss given default

LLM - large language model

LREA - leverage ratio exposure amount
LTV - loan-to-value

MBP - Monthly Financial Position Report
MFI - monetary financial institution

ML/FT - money laundering and the financing of
terrorism

NFC - non-financial corporation
NPLs - non-performing loans
NSFR - net stable financing ratio

OECD - Organisation for Economic Co-operation
and Development

O-SlI - other systemically important institution
PD - probability of default

P&L - profit and loss statement

RE - real estate

ROA - return on assets

ROE - return on equity

SFPS - state-funded pensions system
SIA - limited liability company

SSM - ECB single supervisory mechanism
TC - total capital

TREA - total risk exposure amount
T1-Tier1

US - United States of America
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Summary

Global geopolitical uncertainty has been further heightened by warfare in the Middle East. The global and
domestic impact of persistently high uncertainty and geopolitical shocks, including warfare in the
Middle East - supply chain constraints, higher inflation, deterioration of economic sentiment, and
sharp fluctuations in the prices of financial assets, as well as cyber incidents and other large-scale
unexpected disruptions to financial intermediation - also pose a systemic risk to the stability of the
Latvian financial sector.

The effects of geopolitical shocks on Latvia's financial system are mitigated by its still limited direct financial
link to the epicentres of these shocks. However, warfare in the Middle East has increased the credit risk of
borrowers in the most energy-intensive sectors and may slow the previously strong growth in lending.
The extent of the indirect impact of warfare on the Latvian financial system largely depends on its intensity
and duration.

Lower interest rates, a better financial situation for borrowers, and a stronger incentive for banks to
lend significantly spurred domestic lending, and previously persistently insufficient lending support
for investment has started to increase. At the same time, the loan-to-GDP ratio remains low. In addition,
several structural business environment factors - highlighted in previous financial stability reports - continue
to limitinvestment and lending. These include the shadow economy, the availability of human capital, and the
financial capital market. A weak investment environment has long constituted a significant systemic
structural deficiency hampering Latvia's development and competitiveness.

More active housing lending contributed to the activity of the housing market and also facilitated the
development of new real estate projects. In 2025, the share of bank-financed housing purchase transactions
reached its highest level in the last seven years. Amid declining supply, housing prices have started to grow
at afaster pace, dampening the improvement in affordability, while price increases remain moderate
overall. Insolvency risks in the real estate sector generally continued to decline, and the commercial
real estate market started to gradually stabilise. However, a number of structural risks, including high
construction costs, continue to affect the development of this market. In the office space segment, a
mismatch between supply and demand persists, and tenant relocation to newer office buildings is reinforc-
ing market polarisation and affecting occupancy rates. More sustainable development of the real estate
market and the promotion of a high-quality and accessible housing stock require a significantly faster
pace of building renovations, including large investments in improving energy efficiency.

Overall, solvency and resilience of borrowers in Latvia remain solid. Household debt payment discipline
is very good. In the corporate sector, loan quality deteriorated somewhat already towards the end of 2025,
mainly as the risk of deteriorating quality in forborne loans identified in the previous report materialised;
yet the deterioration affected only a narrow group of companies. However, rising energy and labour costs,
together with the increase in EURIBOR already priced in by financial markets, will continue to exert
downward pressure on corporate profitability and debt-servicing capacity.

Latvia is implementing a clear commitment to strengthening its defence capabilities which is of crucial importance
for promoting financial stability. However, a more substantial improvement in the return on public spending
required to provide financing for defence and other priority public expenditure has been delayed, while public
debt continues to rise. Accordingly, there are growing risks of rapid changes in fiscal policy, including tax policy,
which may negatively affect the business and investment environment, as well as their predictability. Delays
in a more substantial improvement in the return on public expenditure increases the risk of sharp
future adjustments to fiscal policy, including tax policy, and creates systemic vulnerabilities. This is
amplified by weaker economic growth in Latvia caused by global uncertainty and geopolitical shocks.
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Latvia's financial system remains stable. The short- and longer-term liquidity indicators of credit institu-
tions are at a sufficient level, and the level of funding and liquidity risk in the credit institution sector remains
low. Overall, the capital buffers of credit institutions are sufficient to absorb potential losses in the event of
financial shocks. While the profits of credit institutions decreased in 2025 due to lower interest rates, higher
provisioning expenses, and solidarity contributions, they remain robust and continue to underpin strong capi-
talisation. The growing Latvian non-bank financial sector still has a limited impact on financial stability in Latvia.

Latvijas Banka's macroprudential policy focuses on the sustainability of the financial sector and the
proportionality of regulation. As part of a positive neutral CCyB approach, the CCyB base rate of 1% further
strengthens the resilience of banks. This is particularly important amid heightened external uncertainty.
Borrower-based measures continue to promote compliance with responsible and sustainable lending stand-
ards. In 2025, Latvijas Banka revised and simplified the analytical framework for the identification of O-SlIs
and the calculation of O-Sll capital buffer rates. As a result, the number of O-Slls declined from five to three
institutions. The revised framework is more appropriate for the specificities of the Latvian financial sector
and more proportionate from a supervisory perspective.



Systemic risks and vulnerabilities surrounding
the stability of Latvia's financial system

Systemic risks

Global and domestic impact of persistently high uncertainty and geopolitical shocks, including warfare in the
Middle East, which may weaken bank asset quality and profitability through:

supply chain constraints and NN deteriorated economic
'\ / higher inflation sentiment
k7 ' . L cyber incidents and other
3 intensified fluctuations in AN y o
[> . . ' unexpected large-scale disruptions
financial asset prices

———— infinancial intermediation

@] Persistently weak investment environment

Potential systemic vulnerability

Delays in a more substantial improvement in the Risks associated with climate change

( l .{:C-):} return on public expenditure that increase the (‘; m and other nature-related risks,
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risk of sharp future adjustments to fiscal policy, including biodiversity loss
especially amid lower economic growth

&@,O The resilience of credit institutions against shocks is good, as their capital and
@ liquidity buffers overall are sufficient

Macroprudential policy focuses on the resilience of the financial sector and
the proportionality of regulation

1% CCyB rate within a positive neutral approach further enhances resilience

Borrower-based measures are a backstop for sustainable lending standards
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1. Macrofinancial environment and

borrowers' solvency

External macrofinancial
environment

Prepared by Andrejs Semjonovs

Persistently high global uncertainty remains a fertile
ground for financial market and sentiment volatil-
ity, posing a threat to financial stability.

The war in the Middle East has further increased
uncertainty and tensions. The extent of its adverse
impact on the EU and Latvian financial systems -
including supply chain constraints and disruptions
resulting from hostilities, higher inflation, slower
growth, and increasing borrower credit risk - de-
pends on the duration and intensity of hostilities.
The impact on credit institutions in EU countries,
including Latvia, is mitigated by their low exposure
to countries in the Middle East.

The resilience of the EU banking sector to shocks is
strong, underpinned by ample bank liquidity and
capitalisation, as well as persistently healthy prof-
itability and credit quality.

Economic growth in Latvia's important trading
partner countries was robust in 2025 and even
accelerated in several of them, despite increased
global uncertainty and trade tariffs imposed by the
US Administration. However, the war in the Middle
East can significantly delay further growth in sev-
eral export markets that are important for Latvia.
The war has further increased geopolitical tensions
and uncertainty in a number of areas affecting global
economic growth and financial stability. The impact
of geopolitical shocks on Latvian credit institu-
tions is mitigated by their still low direct financial
exposure to shock epicentres (see Box 1.1).

Box 1.1. Direct financial links of Latvian credit institutions with
Russia, Belarus, Ukraine, Middle East countries, and the United

States

Prepared by Andrejs Semjonovs, Janis Strazdins, Marcis Risbergs

The direct financial link between Latvian credit
institutions and the epicentres of geopolitical
shocks is small.

After the annexation of Crimea in 2014, the invest-
ments of credit institutions in Russia, Belarus, and
Ukraine dropped significantly and have been low
for several years. In February 2026, investments
accounted for only 0.2%’ of credit institutions' total
assets: these are mainly loans and, to a small extent,
claims on credit institutions. In February 2026, fund-

' 0.4% of assets, including credits where Russia, Belarus, or Ukraine
is indicated as the country of risk transfer (according to the national
risk transfer basis in accordance with Appendix 11 to Latvijas
Banka's Regulation No 160 "Regulation on the Credit Register" of
18 January 2018) and thus indirect exposure to risks related to these
countries is taken into account.

ing (mainly deposits) raised from Russia, Belarus, and
Ukraine accounted for 1.2% of credit institutions' total
assets.

Investments in and financing from the countries of the
Middle East?are also low, at 0.04%3 and 0.2% of assets
respectively in February 2026 (Chart 1.1).

Payments made by customers of Latvian credit insti-
tutions to and from these countries also account for
only a small proportion of total cross-border payment
flows (Chart 1.2).

2 The analysis covers the following countries: Bahrain, Egypt, Iraq, Iran,
Israel, Jordan, Kingdom of Saudi Arabia, Kuwait, Lebanon, Libya, Oman,
Pakistan, Palestine, Qatar, Syria, Turkey, United Arab Emirates, Yemen.
3 0.08% of assets, including credits where the respective countries
are indicated as risk transfer countries.


https://likumi.lv/ta/id/296597-kreditu-registra-noteikumi
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Payment flows to and from Russia dropped signifi-
cantly after Russia's invasion of Ukraine and, in 2025,
accounted for less than 1% of all payments received
and sent by customers of Latvian credit institutions.
Trade sanctions also had a significantimpact on these
payment flows. At the same time, circumvention of
sanctions through third countries has so far been an
unresolved issue*. Looking at the flows of payments
made by customers of Latvian credit institutions from
and to countries with an increased risk of sanctions?, it
can be concluded that the share of incoming payments
has slightly increased since 2022. However, overall, the
share of payments made from and to these countries
is minimal. Consequently, further trade restrictions
between Latvian companies and Russia will not have
a significantimpact on the stability of the Latvian fi-
nancial system.

As the impact of US trade tariffs may materialise over
alonger period of time and uncertainty continues over
the future trading conditions with the US, taking into
account the decisions of the US International Trade
Court, the portfolio of loans granted by Latvian credit
institutions to NFCs exporting to the US is also dis-
cussed below.

According to Latvijas Banka and CSB statistics, the total
loan portfolio of the NFCs® with the largest volume of
goods exports to the United States accounted for 6%
of the total loan portfolio issued by credit institutions
and leasing companies to NFCs at the end of 2025.
Furthermore, the total loan portfolio of NFCs for
which the US market represents a substantial share
of turnover, based on annual reports, is minimal
(Chart 1.3)".

4 For more information, see: Mirosnikovs, M., "How have sanctions
affected trade with Russia?", makroekonomika.lv, 30.10.2024.

5 Countries atincreased risk of sanctions include Armenia, Azerbaijan,
China (including Hong Kong), Georgia, India, Kazakhstan, Kyrgyzstan,
Mongolia, Serbia, Tajikistan, Thailand, Turkey, United Arab Emirates,
and Uzbekistan. See: "Managing Sanctions Risks in Transactions with
High-Risk Countries", Financial Intelligence Unit, 2025.

© The sample of 210 NFCs includes NFCs whose exports of goods to
the USin 2024 amounted to at least EUR 100 000. Data from 2024 are
used, as a large part of the sampled NFCs have not yet published the
2025 annual report and, consequently, it is not possible to determine
whether exports to the US for each of the NFCs represent a significant
share of the total turnover. The total exports of these NFCs account
for 92% of Latvia's total exports of goods to the US. Of these, 106 NFCs
had liabilities with credit institutions or leasing companies at the end
of 2025, according to the Credit Register.

7 The analysis determines whether the goods exports of these NFCs
to the US accounted for at least 20% or at least 50% of their turnover
in 2024. In December 2025, the total loan portfolio of NFCs whose
exports to the US exceeded 20% and 50% of turnover represented
1.1% and 0.01% respectively of the total loan portfolio issued to NFCs
by credit institutions and leasing companies.

Chart 1.1

Share of liabilities and investments of Latvian credit
institutions in Russia, Belarus, Ukraine, and the
Middle East in total assets in February 2026 (%)

1.2

0.2 0.2

ol |
0 0

Russia, Belarus, Ukraine total Middle East total

Bl Assets
HEm Liabilities

Assets (risk transfer country adiustment applied to loans)
Source: Latvijas Banka (MBP data) and its calculations.

Chart 1.2

Share of cross-border payments in the total amount
of incoming and outgoing cross-border payments
made by customers of Latvian credit institutions to
and from Russia, Belarus, Ukraine, and countries of
the Middle East (%)

Share of payments received  Share of payments sent
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Sources: payments by customers of Latvian credit institutions, Latvijas
Banka's calculations

Chart 1.3

Share of credit to NFCs with the highest volume of
goods exports to the United States in the total loan
portfolio of NFCs of credit institutions and leasing
companies in December 2025 (%)

5.6

0 - ot 0

mmm All companies included in the analysis and exporting to the US

mmm including the companies whose exports to the US constitute at
least 20% of turnover

mmm including the companies whose exports to the US constitute at
least 50% of turnover

Sources: CSB, Latvijas Banka, and its calculations.


https://www.makroekonomika.lv/raksti/ka-sankcijas-ietekmejusas-tirdzniecibu-ar-krieviju
https://www.makroekonomika.lv/raksti/ka-sankcijas-ietekmejusas-tirdzniecibu-ar-krieviju
https://sankcijas.fid.gov.lv/uploads/vadlinijas_sankciju_risku_parvaldisana_darijumos_ar_paaugstinata_riska_valstim.pdf
https://sankcijas.fid.gov.lv/uploads/vadlinijas_sankciju_risku_parvaldisana_darijumos_ar_paaugstinata_riska_valstim.pdf
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Direct financial links between EU/EEA banks and
countries in the Middle East are also limited?®. More
significant risks to the financial system stem from
the indirect effects of the war in the Middle East,
including shocks to the global markets for energy
resources, fertilisers, and certain metals, as well as
higher inflation and slower economic growth. The
attacks on oil and gas infrastructure already carried
out in the Middle East mean that a lasting impact is
expected®. Due to ongoing wars, the credit risk of bor-
rowers in the most energy-intensive sectors in Latvia
has increased (see the Section "Credit risk"). Credit
growth, which has been active until now, may slow (see
the Section "Lending development"). With an impact
on the economy and economic sentiment, as well as
onreference interest rates, warfare will also determine
banks' future profitability prospects (see the Section
"Profitability"). The intensity and duration of the
Middle East war will determine the extent of its
indirect impact on the Latvian financial system.

In a context of persistently high global uncertainty
and geopolitical tensions, the fiscal vulnerabilities
of a number of countries with high debt levels are
increasing. Several EU countries' debt levels and/or
budget deficits are significantly higher than before the
increase in energy prices in 2022 (Chart 1.4), and in
addition, large-scale investments in defence, climate
resilience, etc. in strategically important areas are needed
in the future. On top of that, additional funds may also
be needed for targeted support to mitigate the impact
of the war in the Middle East. The persistently high
uncertainty creates grounds for sudden changes in
financial market sentiment, while a deterioration
in confidence in the sustainability of the debt of
countries important to global financial markets,
such as the United States, may also affect bor-
rowing costs and financial markets in the EU. The
fiscal vulnerabilities in the Baltic and Scandinavian
countries are generally lower than in countries with
very high debt levels.

The very rapid and massive increase in investment
by US leading tech companies also increases the
risk of sharp fluctuations in financial markets.

8 Exposure to countries in the Middle East region accounts for less
than 0.5% of total EU/EEA banking sector assets. For more information,
see: "The European banking sector enters period of geopolitical
uncertainty from a position of strength", European Banking Authority,
Press Release, 23.03.2026.

® Among them, the reconstruction of Qatar's Ras Laffan gas
infrastructure can take three to five years according to various
estimates.

Chart1.4

Level of government debt and budget balances
in the US, Japan, euro area, and individual EU
countries (% of GDP)
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Source: European Commission's AMECO database.
Note: data for 2025 reflect European Commission estimates.

Competition between leading tech companies in the
development of the best Al solutions has contributed
to arapid and massive increase in investment in data
centres. An increasing share of these investments is
financed by borrowed funds, mainly from the non-
bank financial sector. Given the important role of these
companies in global financial markets, an increase
in expectations regarding Al productivity and the
opportunities that offers in the future may lead to
significant fluctuations in stock markets. Market
stress may have adverse effects on the financial
situation of the non-bank financial sector in the
United States and the euro area, in particular the
rapidly growing private credit segment'®, which has
0 Non-bank financial intermediaries (alternative investment funds,
private equity funds, and other non-bank financial institutions)

providing debt financing to NFCs. This debt financing is not issued or
traded on public financial markets.

10


https://www.eba.europa.eu/publications-and-media/press-releases/european-banking-sector-enters-period-geopolitical-uncertainty-position-strength
https://www.eba.europa.eu/publications-and-media/press-releases/european-banking-sector-enters-period-geopolitical-uncertainty-position-strength

FINANCIAL STABILITY REPORT ¢ 2026

been significantly exposed to technology compa-
nies in recent years, and may further exacerbate
volatility in the financial sector.

Overall, the likelihood of volatility in the value of
securities, driven by unexpected changes of global
significance, remains high. Significant changes, in-
cluding in the value of exchange rates, may adversely
affect the value of securities held by Latvian resi-
dents. Given the relatively high importance of the US
market, the return on the active' investment plans
of Latvia's SFPS has, historically, also been significantly
correlated with fluctuations in US stock prices, butin
2025 the return on these plans has been adversely
affected by the weakening of the US dollar (Chart 1.5).
Asharp decline in asset values could strengthen politi-
cal support for changes to the SFPS in Latvia, such as
introducing voluntary participation, as has been done
in Estonia and Lithuania. Such changes could increase
economicimbalances and other risks (see the Chapter
"Development and risks in the non-bank financial sec-
tor"), while also weakening the pension system. Risks
to Latvia's financial stability stemming from the
rapid repricing of individual assets are mitigated
by the relatively low proportion of securities within
the total assets of Latvian credit institutions (see
the Section "Funding and liquidity risk").

In a context of geopolitical shocks, systemic risks re-
lated to cyber-attacks and other large-scale unexpected
disruptions to financial intermediation in the region
and globally remain significant. On the other hand,
growing divergences in public opinion on climate is-
sues weaken efforts to mitigate climate change and
contribute to future risks to financial stability.

The resilience of the Latvian, Nordic, and EU bank-
ing sectors to shocks is generally strong. It is un-
derpinned by high liquidity and capitalisation, as
well as persistently good profitability and credit
quality. Due to the war in the Middle East, credit risk
may increase, especially in the most energy-intensive
sectors. However, to date, the quality of EU banks'loan
portfolios has been sound (the share of NPLs in banks'
loan portfolios remained broadly unchanged in 2025,
with a slight increase in credit risk in the real estate,
construction, and trading sectors). At the same time,
the profitability of EU banks was higher in 2025 than
prior to the interest rate hikes, and their capitalisation

" Those with a 100% proportion of investments in shares.

Chart 1.5

Evolution of the US stock index price and the
weighted average value of the active investment
plans of the SFPS (beginning of 2024 = 100)
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Sources: Bloomberg, manapensija.lv, Latvijas Banka's calculations.

Chart 1.6

Key capitalisation, profitability, credit quality, and
liquidity indicators of Nordic, Baltic, and EU banks
(Q42025; EBA sample of major banks; %)
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Source: EBA.

and liquidity levels remain strong (Chart 1.6). This will
contribute to resilience against risks stemming from
high uncertainty and geopolitical shocks. The magni-
tude of oil and gas price hikes and financial market
volatility experienced until mid-April 2026 has been
lower than modelled in the severe scenario of the
EBA stress tests in 2025'%, under which the largest
EU banks are resilient to this adverse counterfac-
tual stress scenario.

12 See: 2025 EU-wide Stress Test - Results, European Banking
Authority.
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Domestic macrofinancial
environment

Prepared by Valdis Grudulis and Jekaterina Petkevica

Economic growth picked up again in 2025, but the
geopolitical enviroment poses risks to the stability
of this trend. In 2025, the economic improvement
was supported by high investment activity and more
substantial credit expansion, as well as a slow recov-
ery in household consumption. Further growth will
be underpinned by public and private investment,
including EU fund projects and increased invest-
ment in defence. At the same time, it continues to
be constrained by rising labour costs, geopolitical
shocks, and uncertainty, in particular related to
risks of disruptions in the supply of raw materials
and energy prices, which may once again provoke
caution among consumers and private investors.
Sustained low unemployment and labour short-
ages sustain rapid wage growth. Risks to inflation
are on the upside as energy prices rise due to the
current global context. In such circumstances, the
strengthening of purchasing power may slow.

After two years of stagnation, the Latvian economy
returned to stronger growth in 2025. This was mainly
driven by strong investment activity, including for
defence purposes, and a slow recovery in household
consumption. GDP grew by 2.1% in 2025 (at real prices
prices; seasonally and calendar adjusted data). These
growth factors, together with increasing lending, are
expected to continue to support economic growth in
2026. According to Latvijas Banka's June 2026 fore-
casts, GDP will grow by 2.0% in 2026, but there are
downside risks to the forecast due to the geopolitical
environment.

Geopolitical instability slows down global trade and
the recovery of Latvian exports. Economic growth will
continue to be constrained by the rapid rise in labour
costs in Latvia and the geopolitical situation, including
warfare and the associated heightened uncertainty in
the external economic environment, as well as possible
increases in energy prices, logistical disruptions, and
shortages of certain raw materials.

The improvement in economic activity in 2025 was
reflected in the economic sentiment indicator, which
stood above its long-term average. This reflected
an improvement in overall sentiment and more

Chart1.7

Latvian business economic sentiment indicator
(100 = long-term average), industry and consumer
sentiment indicators (in points; net result of replies)
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Source: European Commission.

optimistic expectations regarding future economic
developments. However, economic sentiment dete-
riorated sharply in spring 2026 (Chart 1.7). Geopolitical
tensions in the Middle East negatively affect the senti-
ment of both Latvian entrepreneurs and consumers.
Economic sentiment deteriorated particularly strongly
among retailers and consumers. Households' assess-
ment of both the current and expected financial situ-
ation as well as the overall economic situation and
willingness to make larger purchases weakened. In the
industrial and construction sectors, the deterioration
in sentiment was more moderate compared to other
sectors and overall positive sentiment dynamics have
remained since early 2025, driven by growth trends in
these sectors and relatively stable business expecta-
tions for further growth in business activity.

Inflation dynamics in Latvia are once again being
increasingly affected by rising global energy prices,
while medium-term developments are driven by
wage changes. While inflation slowly decelerated
towards the end of 2025 and remained moderate
at the beginning of 2026, inflation already reflected
a significant fuel cost effect in March as a result of
geopolitical developments. Companies are gradually
passing rising labour costs on to final consumers, and
the sustained rise in wages continues to support the
risein service prices (Chart 1.8). According to Latvijas
Banka's June 2026 forecasts, inflation is expected to
rise moderately to 3.8%' over the next two years. This

3 Latvijas Banka's annual inflation projections as of June 2026
are 3.6%, 3.8% and 3.4% for 2026, 2027 and 2028 respectively.
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will mainly be driven by the rise in fuel prices and its
impact on the prices of goods and services, while the
rise in food prices will be dampened by both the base
effect and a reduction in the VAT rate™. At the same
time, the heightened geopolitical shockin the Middle
East sustains high uncertainty in global energy and
fertiliser markets. The war in the Middle East poses
a significant threat to the stability of supply of raw
materials, and a price shock may contribute to a faster
rise in consumer prices in Latvia.

The labour market remains highly resilient, reflecting
sustained demand for labour alongside structural
labour shortage. Unemployment continues to decline
gradually, driven by private sector labour demand. In
2025, average wage growth reached 7.7%. According to
Latvijas Banka's June 2026 forecasts, the growth rate
of nominal wages will moderate slightly to 7.4%' in
2026. The sustained rise in wages will support a further
improvement in the purchasing power of the popula-
tion. At the same time, this puts additional pressure
on the competitiveness of companies, so that rising
costs need to be offset by productivity gains. Labour
cost increases also provide an incentive for further
inflationary growth.

High levels of government investment and increased
private sector investment activity will continue
to be important drivers of economic growth and
competitiveness in the coming periods. Investment
activity picked up in 2025, driven by higher corporate
investment in the private sector, greater utilisation of
EU funding, and an increase in lending. Investment
growth is concentrated mainly in the manufacturing
and energy sectors. Government investment remained
high and will remain so in the future. This will be driven
by the government's decision to significantly increase
defence investment towards 5% of GDP, as well as the
final phase of the implementation of Latvian Recovery
and Resilience Facility (RRF) projects in 2026. Investment
dynamics will also continue to be supported by the
implementation of EU fund projects and the develop-
ment of the Rail Baltica project, although more rapid
progress is currently forecast after 2027.

The operational assessment of the 2025 budget im-
plementation points to a deficit of 2.5% of GDP. The

" From July 2026, the VAT rate for milk, bread, eggs, and
chicken has been reduced for one year (from 21% to 12%).

> Latvijas Banka's June 2026 forecasts for annual changes in
nominal gross wages are 7.4%, 7.3%, and 7.5% for 2026, 2027
and 2028 respectively.

Chart 1.8
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increase in the deficit compared to the previous year
was due to higher investment in security and defence.
In 2026, according to Latvijas Banka's June 2026 fore-
casts, a budget deficit of 3.3% is expected, taking into
account the financing for the expansion of national
defence capabilities and the increase in the amount of
borrowing required for this. As a result, the projected
government debt will exceed 50% of GDP in 2027. The
debt level remains below the 60% of GDP threshold
setin the Maastricht criteria. However, the increase
inits size increases the cost of debt servicing and
underlines the importance of sustainable fiscal
policy and effective public spending.

Development of the RE market

Improving household solvency, falling interest rates,
and accelerating lending for house purchase sup-
ported housing market activity and, contributed
to the development of new real estate projects.
In a context of declining supply, house prices have
started to grow at a faster pace, which slows down
the improvement in housing affordability, although
price increases are moderate overall.

The commercial real estate market gradually started
to stabilize, and investment activity in the market
resumed, mainly thanks to transactions by inves-
tors from the Baltic States. Market developments
remain constrained by external uncertainty and low
liquidity, while yields remained unchanged. Overall,
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the market is characterised by a gradual adjust-
ment to the increasing demand for energy-efficient
and quality facilities, while structural challenges
remain in certain segments. Structural changes and
shifts in demand towards better quality premises
continued in the office space segment, while stable
growth and low occupancy rates remained in the
industrial and warehouse space segment and the
retail space segment developed cautiously.

Housing market

Prepared by Valdis Grudulis

Boosting real household income and declining inter-
est rates contributed to improving housing market
activity. In 2025, the activity of house purchase trans-
actions exceeded the previous peak reached in 2021,
with a particularly pronounced increase observed in
Riga (Chart 1.9), where 51% of all apartment transac-
tions in the country were concluded. In the segment
of private houses, the largest activity, as usual, was
in Pieriga, where 40% of all transactions involving pri-
vate houses were registered. Meanwhile, in the rest
of Latvia, housing purchase activity grew sluggishly,
by only 0.7% year-on-year. Growth in residential loans
outpaced overall housing market growth as the role of
the banking sector in financing purchase transactions
increased (see Box 1.2). However, activity growth was
uneven: unlike growth in the housing segment, the
number of land acquisitions continued to decline'.

'® According to the Latvian Open Data Portal's real estate
purchase data statistics, the number of land acquisition
transactions decreased by 9.4% in 2025 compared to 2024.

Chart 1.9
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Households continued to purchase series-type apart-
ments most frequently', which are mostly energy
inefficient and require more investment'®. The new
projects segment experienced a steep increase in
business activity of 38% year-on-year in 2025, but its
share in the overall structure of the market remained
relatively low (14%). In the second half of the year,
growth in the number of house purchase transactions
gradually moderated and activity volumes stabilised
atthe end-2024 level.

7 According to the Latvian Open Data Portal real estate purchase
data statistics, in 2025, series- type apartments accounted for 68%
of all apartment purchase transactions.

'8 According to The State Audit Office audit "Unused Opportunities
for Housing Insulation", there are more than 39 500 multi-apartment
residential buildings in Latvia, and at least 26 600 houses need
renovations, but only about 4% of them have been renovated so far.

Box 1.2. The role of banks in financing home purchases

Prepared by Valdis Grudulis

The dominant role in the Latvian housing lending market is played by banks. In addition to these, housing lend-
ing services are also offered by non-bank lenders, credit unions, and AS Attistibas finanSu institdcija Altum.
According to the Credit Register of Latvijas Banka, in 2025, housing loans were granted by a total of 23 lenders,
including 11 banks, which accounted for more than 98% of the total number of transactions (Chart 1.10). In
terms of the amount of funding provided, the dominance of banks is even more pronounced, exceeding 99%
of the amount of new funding provided. Worth noting is that only non-bank lenders related to banks™ are
included in the Credit Register (two in 2025). Although the Credit Register data do not cover all non-bank lend-
ers, the decisive role of banks in housing lending is clear, as according to the report? published by the CRPC,
alllicensed non-bank lenders issued 177 mortgage-backed loans in the first half of 2025, representing 1.5% of

' For a detailed list of Credit Register participants, see: Law on the Credit Register.
2 CRPC report on the functioning of the consumer (non-bank) lending market in the 1st half of 2025.
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the total number of housing loans granted by banks to
Latvian residents during the period in question. At the
end of 2025, AS Attistibas finanSu institacija Altum
joined housing lenders, and started lending to promote
housing availability in the regions, however, its market
share s currently low (0.1 % of the new housing loans
granted in 2025).

Among participants in the housing lending market,
there are differences in the amount of credit granted
between different groups of lenders. In the banking
sector, which covers a wide range of financed hous-
ing and loans granted for the purchase of housing,
from small homes to exclusive private homes, the
average amount of loans granted over the last seven
years has fluctuated between EUR 40 000 and 50 000
(Chart 1.11). At the same time, the average amount of
housing loans granted by non-bank lenders, includ-
ing credit unions, is significantly lower, suggesting a
stronger focus on home renovation or the purchase
of cheaper property?'.

Together with lower EURIBOR rates and an increase in
housing market activity across the Baltics, the role of
banks in financing housing acquisitions is strengthening.
In Estonia and Latvia, the role of banks in lending to
housing has been markedly smaller than in Lithuania,
but the share of bank-financed transactions has in-
creased over the past two years (Chart 1.12). In Latvia,
this share exceeded 30% in 2025, the highest levelin
the last seven years. This shows that bank credit has
become an increasingly accessible and widespread
tool for meeting people's housing expectations.

The approaches used in the analysis differ across the
Baltic States, as the definitions of housing in the national
registers are not harmonised. Moreover, housing lend-
ing statistics may include not only housing acquisition
transactions but also financing for housing renova-
tion and construction. Latvia's figures are based on
the identification of individual transactions, which is
ensured by the connection of Latvijas Banka's Credit
Register data with the Latvian Open Data Portal's real
estate purchase data?. In turn, the indicators for Estonia
and Lithuania are determined on an aggregated basis.

Chart1.10
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Chart 1.12
Share of bank-funded purchase transactions in the
housing market (%)

70 70
60 60
50 50
40 40
30 30
20 20
10 10

0 0

2018 2019 2020 2021 2022 2023 2024 2025

—— Latvia —— Estonia Lithuania

Sources: Latvijas Banka (data from the Credit Register), Eesti Pank,
Lietuvos bankas, data on real estate purchases from the Latvian
Open Data Portal (housing purchases in Latvia), Land and Spatial
Development Board (housing purchases in Estonia), the Centre of
Registers (housing purchases in Lithuania).

They are calculated by assigning the total number of new housing loans to the housing market activity (total
number of transactions) of the respective country and thus indicatively measure the share of bank-financed

transactions in total housing market statistics.

2 In recent years, around 8-9% of the number of housing loans granted by credit unions and other non-bank lenders has been used for the
purchase of primary residences, mostly outside Riga and Pieriga. The data have been identified by combining Credit Register information and

the Latvian Open Data Portal's real estate purchase data.

2 For more details on the identification of transactions, see: Semjonovs, A., Strazdins, J., Sinenko, N., "Through pandemic, cost and interest
rate shocks: dynamics of purchases of credited housing", makroekonomika.lv, 18.01.2024.
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The gradual recovery in housing market activity
contributed to a faster decline in the number of
dwellings available for purchase, which exerted
upward pressure on prices. After a record high in
2024, the number of listings decreased in 2025 in all
market segments. The decline was more pronounced in
Riga, where supply fell by 15% on average (Chart 1.13).

The improvement in household solvency and the
stabilisation of interest rates, together with moder-
ate growth in construction costs, contributed to an
increase in construction activity in the new housing
segment. In 2025, anincrease in demand contributed
to a decrease in the number of completed new and
renovated apartments available for purchase. According
to data from SIA Colliers International Advisors, the
number of unsold apartments decreased by 22% dur-
ing 2025. At the same time, as the supply of available
apartments declined, the number of apartments under
construction increased (Chart 1.14).

The progress made in 2025 in reducing administra-
tive burdens is to be welcomed in promoting the
efficiency of the construction sector®. The improve-
ments introduced, including the unified exchange of
building process data between national information
systems?*and a significantly facilitated framework for
large-scale industrial projects and the construction of
multi-apartment and private houses?, are important
steps in the arrangement of the sector. However, it
should be stressed that these changes are only part of
the comprehensive reform plan, and it is important to
continue working on the organisation of the construc-
tion environment and ensure the fullimplementation
of the plan.

The pace of house price growth remains moderate
overall, although it increased gradually over the past
year. In 2025, the CSB's house price index increased
by 7.7% year-on-year. The acceleration in price growth
towards the end of the year? was mainly driven by
priceincreases in the existing housing segment, while

2 Information report "On the Action Plan for Reducing Administrative
Burdens in the Field of Real Estate Development".

2 Automatic transfer of data between the Construction Information
System, the Cadastre Information System, and the Land Register to
eliminate the need for separate cadastral surveying.

% As of 2025, the possibility has been introduced to put objects into
operation in rounds and to start the preparation of the construction
site in parallel with the design, while as of 2026, in the construction
of private houses up to 200 m?, the decisions of the building authority
have been replaced by an explanatory memorandum.

% Compared to the 4th quarter of 2024, the CSB house price index
increased by 11% in Q4 2025.
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in the new housing market price increases were more
moderate (Chart 1.15). House price increases were
largely driven by a decline in supply and an increase
in market activity in 2025. At the same time, the mod-
eration in the growth rate of housing market activity
suggests that risks of house prices overheating have
not increased. The housing market is considered to
be resilient, with no rapid price adjustment expected.
Even if these risks materialised, sustained wage growth
and historically low household indebtedness would
help mitigate them.

House price growth is gradually approaching wage
growth, which limits further improvements in hous-
ing affordability. In 2025, housing affordability returned
to levels observed before the sharp increase in interest
rates (Chart 1.16). However, the improvement in housing
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affordability came to a halt at the end of 2025, as in-
terest rates stabilised and house prices continued to
rise. As this trend continues, a large part of household
housing purchases will continue to be concentrated in
the segment of standard-type apartments. Although
this segment offers more affordable solutions, it often
implies a lower energy efficiency class and the risks
associated with an outdated housing stock.

The rental market for apartments remains broadly
stable and rent growth in this segment lags only slightly
behind the growth rate of house prices?. In Latvia,
the rental market still accounts for a small share of
the total housing stock?. Listing platform data show
thatin 2025, housing supply remained stable?, with
a seasonal rise in autumn driven by student activity.

Commercial real estate market

Prepared by Jekaterina Petkevica

Investment activity in the Latvian commercial real
estate market recovered in 2025 and the market
gradually started to stabilise. This was facilitated by
better access to finance, the stabilisation of interest
rates and inflation, as well as the adjustment of investors
to the increasing demand for energy-efficient and
quality facilities. According to the data of SIA Colliers
International Advisors, the total amount of investments
in the commercial property market in Latvia reached
to approximately EUR 316 million, a significant increase
compared to 2024, when the market activity was at
its lowest in the previous 10-year period. Similar to
2024,in 2025, the Latvian commercial property market
was dominated by local capital, with Baltic investors
providing the largest share of the deal volume, reach-
ing more than 90% of the total investment volume.
Foreign investor activity remained subdued as they
preferred larger and more liquid markets.

By segment, activity increased in the industrial and ware-
house space segments, while the retail space segment
continued to provide the largest volume and number of
transactions. In the office space segment, investment
remained low due to the mismatch between supply
and investor requirements: the supply of high-quality

27 According to pricebanka.lv, the annual rent increase in Riga
(December 2025) was 8% for apartments in new projects and 9% for
standard-type apartments.

2 According to Eurostat's publication "Housing in Europe - 2025
edition", the share of tenants in Latvia was 16.3% in 2024.

2 Web scraping data collected by Latvijas Banka from ad platforms
ss.com and city24.lv.
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Class A office space is limited, while lower-quality office
space often does not meet investors' requirementsin
terms of quality and energy efficiency. Investment is
likely to remain close to its long-term average in 2026,
pointing to further market stabilisation. More rapid
growth in commercial property market activity will
be constrained by external risks, including uncer-
tainty regarding global economic developments.

As financing costs stabilised, upward pressure on
commercial real estate yields eased in 2025. However,
market data do not yet show a significant decline
inyields. This reflects investor prudence and contin-
ued subdued business activity. The gradual decline in
yields is constrained both by high uncertainty in the
external environment and by structural factorsin the
commercial real estate market. At the same time, given
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the increasingly cautious investor approach and the
dominantrole of local capital, no significant increase
in the value of commercial properties is expected
in the near term as well. Accordingly, the increase
in commercial property prices is likely to be moder-
ate and depends mainly on the evolution of rent. The
market value of pledged commercial property objects
significantly exceeds the outstanding amount of the
corresponding loans. The ratio of loans to the real
estate sector to the value of collateral increased
slightly to 49.4% with the increase in lending’.
Approximately two-thirds of the RE sector's loan
portfolio consists of loans with a loan-to-value ratio
not exceeding 60% (Chart 1.17).

Risks of insolvency of the RE sector in general con-
tinue to decrease as the profitability of companies
in the sector improves and interest rates have fallen.
Despite a possible deterioration in payment discipline,
risks have not materialised and there is currently no
increase in forced sales or a significantincrease in the
share of distressed loans in the commercial property
market (NPLs of 2.1% at the end of 2025)3'. This shows
that the payment discipline of borrowers in the RE
sector remains generally good and that companies
in the commercial property sector have overcome
the lower end of the RE cycle.

Corporate ability to refinance commercial property
loans is gradually improving. This is supported by
lower interest rates, stable property values, improved
solvency, and higher bank lending activity.

The activity of the RE investment funds remained
moderate in 2025 and was provided by funds from
the Baltic States®2. Sales of commercial property may
be subject to a discount to market value, especially in
times of market uncertainty. However, given that these
Baltic funds are mostly closed-ended, the redemption
risk, or therisk that the fund manager will not be
able to meet investors' requests to sell unitsin a
timely manner, is significantly limited.

The development of commercial property market
segments continues to be affected by several struc-
tural risks, including high construction costs and

3 46.87% at the end of 2024.

31 NPLs of 1.8% at the end of 2024.

32 For example, in 2025, one of the largest local funds, INDEXO REAL
ESTATE FUND AS, carried out about one tenth of the total volume
of transactions in the Baltics, actively participating in significant
commercial property transactions.

Chart 1.17
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rising labour wages, but these are not the only
determinants of development. According to the
evaluation by SIA Colliers International Advisors, at the
current cost level, the implementation of new projects
is often economically difficult, because the rental fee
necessary to ensure the return on investment is not
always competitive in the market. Not only in the office
space and industrial and warehouse space segments,
but now also in the retail space segment, there is a
growing demand for smaller, energy-efficient and
environmentally friendly areas. The move of tenants
to newer and higher quality premises contributes to
structural changes in the market. This leads to fluc-
tuations in space occupancy rates and increases the
downward impact on rents in less energy efficient
premises.

In 2025, the office space segment continued to
adapt to changes in demand, characterised by a
shift of tenants towards more high-quality and
energy-efficient premises. The growing importance
of environmental, social, and governance (ESG) require-
ments continues to influence market developments,
strengthening the competitiveness of Class A offices
while increasing risks for lower quality facilities requir-
ing additional investment. The market continues to
show a mismatch between supply and demand, and
the move of tenants to newer offices contributes to
the structural polarisation of the market, impacting oc-
cupancy rates. The mismatch between market demand
and supply is mitigated by the commissioning of new
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Class A offices. At the same time, the increase in supply
in the segment may increase the share of unoccupied
premises of these offices in the short term, as it takes
time to attract new tenants. In the Class B office space
segment, the occupancy rate remains higher and
competition between owners is increasing, with
rent conditions being adjusted more frequently. In
the Class B office space segment, insolvency risks are
increasing, but the exposure of banks in this segment
is limited, mitigating the impact on financial stability.

Activity in the industrial and warehouse space seg-
ment in Latvia remained high in 2025, stimulated by
sustained demand for logistics and storage facilities.
Demand focused mainly on modern and energy-efficient
premises® which meet the increasing requirements
of tenants in terms of quality and operating costs. In
response to the growing interest in multifunctional of-
fice and warehouse buildings combining store, office,
and warehouse functions in one site, a greater number
of such spaces are entering the market, increasing the
vacant space in the existing commercial space pool.
However, the overall vacancy rate remains low, with
the new premises being gradually filled, indicating
high demand.

The retail premises segment in Latvia developed
unevenly in 2025, reflecting both a slow recovery
in consumption and caution regarding the imple-
mentation of new projects and the expansion of
sales areas. In the largest and strategically located
shopping centres, space occupancy rates remained
high, while in less attractive locations there was less
interest in premises. Regional markets outside Riga
are playing an increasingly important role, as retailers
are expanding their presence in search of strategically
beneficial locations beyond the saturated segments of
large cities. Lease fees remained broadly unchanged,
although in some cases they were influenced by com-
petition and the tenants’ cost sensitivity.

The hotel space segment continued its gradual
recovery in 2025, reflected in an increase in hotel
room occupancy and the number of guests served.
However, activity in the sector is still lagging behind
pre-pandemic levels, pointing to an incomplete recovery.

3 Including new buildings with a high energy efficiency class and
meeting certified sustainability standards.

Financial vulnerability of borrowers

As household income growth outpaces inflation,
the financial situation of households continues to
strengthen. Household debt has increased, but the
overall debt payment burden - the ratio of debt
payments to both household disposable income
and GDP - declined slightly in 2025, in line with a
gradual decline in interest rates. The possible in-
crease in EURIBOR may lead to an increase in the
debt burden in the future, but its impact on the
economy and financial stability is constrained by
the still low level of household indebtedness. The
repayment discipline remains very good.

While NFCs' financial position and debt servicing
capacity are improving, their further development
is constrained by the uncertainty of the external
environment. The increase in energy and labour
costs, as well as the increase in the EURIBOR priced
in by financial markets, will put downward pressure
on NFCs' profitability and debt service capacity.

Household solvency

Prepared by Valdis Grudulis

The financial situation of households is broadly
resilient. This is ensured by an increase inreal in-
come. Although the growth rate of the average wage
is slowing, it continues to outpace the rise in consumer
prices, contributing to the strengthening of the real
purchasing power of the population. According to Latvijas
Banka's December 2025 forecasts, the growth rate of
income will also outpace inflation in 2027 and 2028.

Household solvency risks were limited by the decline
in MFl interest rates in 2025. This was due to both the
pass-through of reduced EURIBOR rates and the eased
re-financing, which intesified competition between
MFIs and led to more favourable conditions for hous-
ing borrowers34. The average markup on newly-issued
mortgage loans stabilised at around 1.6 percentage
points (Chart 1.18), while financial market forecasts
expect interest rates to rise in 2026, e.g. with the
6-month EURIBOR rising from 2.5% to 2.9%. This will
put upward pressure on the burden of credit pay-

ments in the future.
3 Between the beginning of 2025 and February 2026, markups set
in loan agreements have been reduced for around 12 000 mortgage

loan agreements, representing almost 19% of the total mortgage loan
portfolio at the beginning of 2025.
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The growth in household deposits held by MFIs and
the persistently low share of NPLs in the household
loan portfolio indicate that borrowers are able to
absorb potential economic shocks and indicate that
borrowers’ solvency remains generally sound (see the
Section "Credit risk").

As household debt continued its steady upward
trend™®, the debt servicing burden decreased. Total
interest expenditure increased slightly further in 2025.
This was facilitated by loans granted by non-banks. At
the same time, interest payments on loans granted
by MFIs and leasing companies declined. However,
the debt burden - the ratio of total debt service ex-
penditure to household disposable income as well as to
GDP - declined. The resilience of household solvency
remains high overall, and the historically low level of
indebtedness limits the potential negative impact on
economic stability.

Households’ payment discipline remains very
good. This is evidenced by the persistently narrow
spread between calculated and recognised interest
payments onloans (Chart 1.19). Income growth continues
to strengthen the solvency of the entire population.

NFC solvency

Prepared by Jekaterina Petkevica

In 2025, with a rebound in economic growth, the
financial situation of NFCs improved significantly,
and their debt servicing capacity is sound. Household
consumption started to grow gradually, and growth
rebounded in a number of sectors. However, the
development of NFCs is significantly constrained
by the high uncertainty of the external environ-
ment. Moreover, labour costs and energy prices
are expected to increase further, putting further
downward pressure on companies' profitability.

The overall turnover of NFCs increased by 5.8% in
2025, reflecting a rise in turnover in most sectors, with
the exception of transportation and storage (Chart 1.20).
Innominal terms, the trade, construction, and manu-
facturing sectors contributed the most to the increase
in turnover. Transport activity gradually increased in
2025, but the sluggish recovery in cross-border trade

3 |In December 2025, the household loan portfolio for banks was
10.5%, for leasing companies 4.4%, and for other non-bank lenders
21.6%, higher than the previous year.
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Chart 1.19

Household interest payments to MFls and the
difference between the calculated and recognised
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activity*® was not able to compensate for the drop in
turnover in the air transport and transit as well as
transport-serving sub-sectors (-5.7%). Growth in the
construction sector recovered significantly (+13.6%),
especially in the civil engineering segment, largely
driven by the implementation of infrastructure pro-
jects in road construction and urban development.
On the other hand, previous large-scale investmentin
manufacturing contributed to anincrease in turnover
in this sector (+6.4%).

Despite the adverse weather conditions and the related
drop in the turnover of the grain sub-sector (-10.2%), the

3% |n 2025, the turnover of freight transport by road and related
sub-sectors increased by 3.7%.
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total turnover of the agriculture, forestry, and fishing
sectorin 2025 remained at the level of the previous year.
However, insolvency risks increased in the sector,
especially in the agricultural segment. In 2025, the
sector suffered from adverse meteorological condi-
tions, which weakened the financial resilience of
NFCs. It is expected to decline further, reflecting the
depletion of financial resources accumulated in previ-
ous years, high production costs, and rising fertiliser
prices, driven by the ongoing war in the Middle East.

The overall profitability (profit-to-turnover ratio) of
NFCs increased moderately in 2025 (by 0.2 percentage
points; see Chart 1.21). However, the improvement in
profitability was uneven and concentrated in certain
sectors: agriculture, forestry, and fishing, construction,
transportation and storage, and real estate activities.
The improvement in the profitability of these sectors
can also be seen without taking into account lower
interest expenditure due to lower EURIBOR rates. At
the same time, the most significant drop in profitability
was observed in the energy sector (-3.6 percentage
points) and in the arts, entertainment, and recrea-
tion sector (-3.2 percentage points). The decrease in
profitability in the energy sector was mainly due to the
drop in the sales price of electricity compared to the
previous year, but the level of profitability remained
close to pre-pandemic values. Moving forward, rising
labour costs and energy prices may have a negative
impact on profitability. Additional pressure comes
from external factors, including geopolitical ten-
sions and high uncertainty, as well as disruptions
in logistics chains.

At the end of 2025, NFCs' capital remained over-
indebted despite the recovery in lending activity (see
the Section "Lending development") and the debt-to-
equity ratio reached 0.98. Earlier accumulated capital
and higher profitability contributed to the reduction
of the debt burden. The total indebtedness of NFCs
amounts to 53.2% of GDP, including debt to credit
institutions and related leasing companies at 17.8%
of GDP¥.

Total interest payments by NFCs decreased in
2025, in line with the decline in EURIBOR, despite
the acceleration in lending and the increase in li-
abilities (Chart 1.22). Debt servicing capacity im-
proved, with earnings before interest and taxes being
7.4 times higher than interest payments, compared

3 In 2024 - 47.1% and 16.6% of GDP respectively.
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Chart1.22

Changes in the interest payment burden* of NFCs in 2025, depending on changes in debt (horizontal scale)
and interest payments (vertical scale). The size of the circle reflects the share of the sector in the total NFC
loan portfolio of credit institutions in 2025. The colour of the circle describes the change in the percentage
coverage ratio: red - negative change, light green - increase to 1 percentage point, green - increase above
1 percentage point. By industry name - percentage coverage rate in 2025
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with 6.4 times higher the previous year. The lowest
debt service ratio remained in the transportation and
storage sector (1.52 times). Also in the energy sector,
the fall in profitability and the sizeable investment
programme, including debt-financed ones, led to a
slight deterioration, but remained relatively high at
6.87 times. In a number of sectors, the interest cover-
ageratioisimproving, and debt service capacity is at
asufficient level. In 2026, the debt service burden,
conditional on stable EURIBOR rates, is expected
to be moderate and manageable.

Business demographic indicators point to a cau-
tious increase in business activity. In 2025, the
number of newly registered companies reached
pre-pandemic levels®. On the other hand, the number
of the number of insolvency cases initiated insolvency
cases of legal persons decreased by 7% and was be-
low its pre-pandemic level. Historically, the number
of liquidated companies significantly exceeded the
number of insolvency cases opened. This is partly ex-
plained by the choice of companies to use insolvency
proceedings less frequently, as the associated costs
often exceed the potential recoverable value, especially

3 |n 2025, compared to 2024, 12% more new NFCs were registered
and 16% less NFCs were liquidated.

for smaller creditors. Instead, companies more often
agree with creditors on the resolution of liabilities and
opt for self-liquidation. High external uncertainty
constrains business activity and the pace of new
business formation is unlikely to pick up.
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2. Credit institution sector development

and risks

Lending development

Lower interest rates, a better financial situation
for borrowers, and a stronger incentive for banks
to lend significantly boosted domestic lending. As
this increase took place from a very low base, the
bank-to-GDP ratio remains low after a prolonged
period of weak lending. Geopolitical shocks and
uncertainty could significantly limit further growth
in the loan portfolio.

The development of non-bank lending was strongly
supported by the state support programme for the
purchase of electric cars and new externally charge-
able hybrid cars. Such public support is expected to
continue and thus contribute to the further growth
of the household leasing portfolio. At the same
time, the amount of loans granted to households
by other non-bank financial sector participants,
with the exception of leasing companies, is also
growing rapidly.

Lending by credit institutions

Prepared by Andrejs Kurbatskis

Domestic lending has increased rapidly, but after
a long period of weak lending, the bank loan-to-
GDP ratio, credit-to-GDP ratio remains generally
low. In addition, the increase was driven by fac-
tors whose effect will not be permanent. Lending
activity was facilitated both by lower interest rates
and the realisation of deferred demand, as well as by
the possibility laid down in the Solidarity Contribution
Law for a credit institution to receive a contribution
rebate if its lending increase reaches or exceeds the
specified threshold. In March 2026, the annual growth
rate of loans to domestic NFCs and households was
11.8%3°, compared with 7.8% in March 2025 (Chart 2.1).

After a sustained contraction, the loan-to-GDP ratio
increased, but remains at low levels. The balance of

3 For the purposes of comparison, the one-off effects associated
with the structural changes in the banking sector and the sectoral
reclassification have been excluded from the Sections "Lending
development" and "Credit risk" (including Charts 2.1, 2.3-2.4, 2.6,
2.13-2.16).

Chart 2.1

Annual rate of change in balance of loans
to domestic NFCs and households by credit
institutions (%)
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loans to NFCs and households to GDP ratio stood at
only 32% at the end of 2025. The ratio of loans to GDP
rose similarly across the Baltic States in 2025 (Chart 2.2)

The annual growth of balance of loans to NFCs was 13.3%
in March this year, compared to 8.4% in March 2025.

The main driver of the growth in balance of loans to
NFCs is long-term loans (Chart 2.3), which are usually
granted to finance investment projects. The growth
of this loan portfolio could be more resilient than the
previous activation of lending to NFCs at the end of
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2022-beginning of 2023, as short-term loans that were
repaid in the course of the year made a significant con-
tribution at that time. Underinvestmentis a structural
problem for the Latvian economy, and the long-term
activation of lending, which contributed significantly
to investment growth in 2025, was long-awaited. The
growth of lending to NFCs was supported by both sup-
ply and demand factors. On the one hand, previously
postponed corporate demand for investment began
to materialise as interest rates declined. On the other
hand, banks also became less conservative, driven by
the incentives provided by the Solidarity Contribution
Law. The growth of the balance of long-term loans to
NFCs is fairly diversified across sectors, with the larg-
est positive contribution coming from the real estate
sector and the manufacturing industry.

Currently, strong lending growth to NFCs is taking
place both in large foreign capital banks and in
medium- and small-sized banks, most of which are
domestic capital banks. The growth rate of lending
in medium- and small-sized banks remains very
high. Lending to NFCs, especially the five largest banks,
was facilitated by the possibility for credit institutions
to receive a discount from 2025 onwards, as set outin
the Solidarity Contribution Law, when meeting certain
loan portfolio growth targets. In these major banks,
lending picked up significantly in 2025 (Chart 2.4). While
there were periods of strong growth in the past (e.g.
between end-2022 and beginning-2023), lending at
that time was temporarily supported by higher cor-
porate demand for short-term financing to provide
working capital due to rising energy and commaodity
prices. Econometric model assessments also point to
a positive impact of the provisions of the Solidarity
Contribution Law on lending activity*.

While the loan portfolio of medium and small-sized
banks still accounts for a small share of the total loan
portfolio of domestic NFCs in the banking sector (21%
in March 2026), lending growth in these banks remains
robust. Active lending policies of medium and small
banks ensure access to finance for a wider range of
companies. This is positive from the point of view of
economic development, but the rapid growth of the
loan portfolio for a few consecutive years, especially
in the current context of high uncertainty related to
the war in the Middle East, increases the vulnerability
of these banks to adverse scenarios.

“ For more details, see Box 1 of the Macroeconomic Projections
Report of December 2025.

Chart2.3

Annual changes in the loan portfolio of domestic
NFCs of credit institutions and related leasing
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1000 . 1000
800 ’|.|TF0 800
i
600 :l | 600
0,‘.:0 “.I
400 * 400
T
200 I I :0 200
" I .:s’,.
0 N | R 0
TP L
-200 — 4 il ‘u’;. R -200
-400 f 1 -400
-600 600

2020 2021 2022 2023 2024 2025 2026

mmm Other types of loans Leasing and factoring
mmm Overdrafts, credit lines, short-term loans
Long-term loans ¢ Total

Source: Latvijas Banka (Credit Register data) and its calculations.

Chart2.4

Annual changes in balance of credit institution
loans to domestic NFCs in the five banks with the
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banks (million euro)
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A marked upward trend in corporate lending can
also be observed outside the banking sector. This
also demonstrates a higher demand for long-term
loans to finance investment activity. The balance of
loans to NFCs by international organisations*' increased
sharply in 2025. The balance of loans granted to NFCs
by the state AS Attistibas finan3u institcija Altum has
alsoincreased significantly since 2024 (Chart 2.5), and
this growth has also been driven by long-term loans.
4 International organisations such as the European Investment Bank,

the Council of Europe Development Bank, the European Bank for
Reconstruction and Development, the Nordic Investment Bank.
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Growth in lending to households accelerated,
largely as a result of stronger dynamics in hous-
ing loans (Chart 2.6). Deferred demand for housing
loans continued to materialise as interest rates
declined, including as a result of greater competition
among banks. The annual growth rate of domestic
loans to households reached 10.3% in March (including
9.7% for housing loans and 13.0% for consumer and
other loans). This compares to 7.3% (6.7% and 10.1%)
in March 2025.

Housing lending was supported by a sustained im-
provement in household solvency and by a sizeable
stock of liquid financial assets, including the histori-
cally highest level of deposits, which continues to grow
rapidly (see the Section "Funding and liquidity risk" for
more details). The largest share of new housing loans
is still issued in Riga and Pieriga. Although mortgage
lending in regions has developed faster in the second
half of 2025 than in Riga and Pieriga, this is an increase
from a very low base.

Although the increase in the volume of new resi-
dential loans was mainly driven by relatively large
loans with a volume of more than EUR 100 000,
the average volume of mortgage loans is growing
moderately and is not yet considered high. The
increase in the average volume of mortgage loans
was influenced both by the changes in the structure
of transactions and the increase in the prices of RE.
Although most of the new loans are still issued for the
purchase of standard-type apartments, it is positive that
loans for the purchase of property in energy-efficient
new projects were issued significantly more often.
The average amount of mortgage loans also rose due
to a higher amount of financing for the purchase of
housing in historical properties in the centre of Riga,
the prices of which are significantly higher than those
of standard-type apartments. The role of small hous-
ing loans, on the other hand, declined sharply, so that
the average amount of housing loans also increased
significantly (Chart 2.7). In the past, housing loans with-
out mortgage collateral and with a loan volume of up
to EUR 20 000-30 000 were actively granted. Given
that there were fewer opportunities to buy property
during the period of high interest rates, households
were more likely to use these small housing loans for
renovations.

Chart 2.5

Balance of loans by international organisations (10s)
and the state AS Attistibas finan3u institGcija Altum
to domestic NFCs and its annual changes (million
euro; %)
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Credit Register data) and its calculations.

Chart 2.6
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Chart2.7

New loans issued by credit institutions for house
purchase by amount (million euro) and the average
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A significant proportion of new housing loans is
stillissued with a state guarantee. In 2025 and the
first three months of 2026, the share of these loans
exceeded 40% each quarter. The share of these loans
inthe housing loan balance also continues to increase,
approaching 40%. Against this background, the issue
of improving public policies to better target state aid
remains relevant. Above all, it would be important to
avoid inefficient use of programme funds, as some
borrowers apply to the programme only because the
stamp duty for registering property in the Land Register
is lower in such a case. In order to reduce this incen-
tive, Latvijas Banka proposes to set a lower (0.5%)
stamp duty for the registration of property rights in
the Land Register, at least for all families with children
(currently such a reduced stamp duty is set only for
families of at least three children).

Although the balance of consumer and other (non-
housing) loans to households continues to increase
significantly (Chart 2.6), the share of these loans in
the total household loan portfolio remains relatively
small (19% in March 2026). The increase in the balance
of consumption and other loans could still largely be
explained by a more active provision of these credits
for energy efficiency solutions, home improvement, as
well as for the self-employed: the volume and number
of relatively large new loans exceeding EUR 10 000 has
grown much more significantly.

The domestic loan portfolio could continue to in-
crease in 2026, but the growth rate is likely to slow
down. The development of lending will be constrained
by geopolitical shocks, which could increase the prices
of resources and limit their availability, increase in-
terest rates, burden borrowers' financial situation,
and consequently make both banks and borrowers
more conservative. In the NFC sector, lending could be
facilitated by large loan agreements that had already
been concluded but under which little or no funding
had been disbursed by March.

Lending by the non-bank financial sector

Prepared by Karlis LoCmelis

The lending market for leasing underwent struc-
tural changes in 2025. The main change occurred at
the end of 2025, when SIA SEB lizings was added to
AS SEB banka“. As a result, the share of loans granted

42 "SEB Leasing to be added to SEB banka", AS SEB banka, 02.10.2025.

Chart2.8
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by non-bank lenders to domestic NFCs and house-
holds in the total loan portfolio of domestic NFCs and
households by banks and non-bank lenders decreased
significantly (Chart 2.8)%.

Non-bank lending was strongly supported by household
activity. In 2025, households continued to purchase pas-
senger cars with leasing financing, as well as continued
to rapidly increase their borrowing for consumption.
Onthe other hand, interest in new commitments was
more cautious in the NFC sector, despite the fact that
EURIBOR rates continued to decline in early 2025.

The total loan portfolio of credit institutions and non-
bank domestic NFCs and households grew by 12.0%
in 2025.

The balance of loans to domestic NFCs from bank-linked
leasing companies grew by 4.2% in 2025 (by 3.7% in
2024). Demand in the sectors dominated by the leasing
portfolio was uneven: it was strong in construction and
real estate activities, but weak in agriculture, forestry,
and fishing as well as transportation and storage.

The balance of loans to domestic households by bank-
linked leasing companies increased strongly in 2025
and was 23.3% higher than in the previous year. The
substantial increase in demand was stimulated by state
aid for the purchase of electric cars and new exter-
nally chargeable plug-in cars, with a total financing of

# In this section, lending growth rates are calculated by excluding, to
the extent possible, the impact of one-off structural factors.
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EUR 30 million*4. Afurther increase in the balance of
loans granted to households by leasing companies is
also expected, as the Ministry of Climate and Energy
has submitted, and the government has approved,
a new draft support programme for the purchase of
environmentally friendly cars for residents with a total
financing of EUR 40 million.

Loans to households from other non-bank financial
sector companies, which are not leasing companies,
continue to grow rapidly and their growth rate
increased by 21.6% in 2025 (by 12.9% in 2024), with
loans amounting to EUR 822 million at the end of 2025
(Chart 2.9). Interest rates on non-bank consumption
loans (excluding finance leases) are high (Charts 2.10 to
2.12), which, as leverage increases, will put additional
pressure on household finances as well as constrain
household consumption in the future.

Credit risk

Prepared by Andrejs Kurbatskis

The war in the Middle East worsens the future credit
risk assessment of the banking sector. In the corpo-
rate sector, credit quality deteriorated somewhat
already towards the end of 2025, mainly as a result
of the materialisation of the risk of deterioration
in the quality of forborne loans identified in the
previous Financial Stability Report. Accordingly, the
amount of loan loss provisions made by banks also
increased. Continued bank profitability and high
capitalisation make the banking sector resilient
to a possible deterioration in the quality of the
loan portfolio.

The NPLs and their share increased slightly from
historically low levels (Chart 2.13). The share of NPLs
in the total loan portfolio reached 2.7%* in March
2026, compared to 2.5% in March 2025. With long-term
credit arrears remaining relatively stable*, the growth
of unlikely-to-pay loans and their share was limited
to the domestic NFC sector. The increase in NPLs was

4 Cabinet Regulation No 896 of 21 December 2021 "By-laws of
the Open Tender "Reduction of Greenhouse Gas Emissions in the
Transport Sector - Support for the Purchase of Zero- and Low-
emission Vehicles" for projects financed by the Emission Allowance
Auction Instrument".

4 This section analyses the most operational credit quality data, which
are non-consolidated data.

4 Their balance increased marginally, while their share declined
marginally as a result of a significantincrease in the total loan portfolio.

Chart 2.9
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Chart2.10
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Chart2.11

Non-bank lenders, except finance leases: annualised
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contracts with a loan repayment schedule and/or credit
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also followed by a corresponding increase in provi-
sions, as well as the creation of additional provisions
for existing NPLs. The balance of Stage 2 loans¥, on
the other hand, has not changed significantly overall
since March 2025, but the share of these loans in the
total loan portfolio has slightly decreased, with the
total loan balance increasing.

The increase in NPLs is mainly due to loans that
had previously been forborne. Despite this, the
overall share of NPLs and forborne loans other
than NPLs continues to decline (Chart 2.14). In the
previous Financial Stability Reports, we drew attention
to the high share of forborne loans in the NFC sector as
a potential source of risk. At the end of 2025, this risk
materialised for a number of borrowers with relatively
high outstanding liabilities, who were already granted
relief a few years prior due to financial difficulties. The
current balance of forborne loans is small (Charts 2.14
and 2.15), and therefore no longer poses significant
additional risks in the future.

Provisions for NPLs and their ratio to balance of these
loans increased at the end of 2025 (Chart 2.14), but
thisis largely explained by the one-off transaction of
AS Rietumu Banka. In this transaction, provisions were
made for loans related to Russia“é, which had had a
long standing NPL status and had already been subject
to a significant capital adjustmentin previous years®.

The deterioration in credit quality has hit a narrow
range of companies for the time being. From a sec-
toral perspective, the most pronounced deterioration
inloan quality was observed in manufacturing. While
many companies in the sector are highly dependent
on developments in the external environment, which
is affected by persistently high uncertainty, so far only
afewloans to relatively risky borrowers have become
NPLs, including those that had previously been granted
the status of forborne loans. The deterioration of credit
quality in the trade sector was affected by a borrower

47 Stage 2 loans are loans whose credit risk has increased significantly
since the initial recognition, but they are not yet credit-impaired within
the meaning of IFRS 9.

4 See: Note 4 Risk management to the financial statements in
"Group's consolidated and Bank's Separate Annual Report for the
year ended 31 December 2025" of AS Rietumu Banka, p. 238.

4 CET1 capital reduction in accordance with Article 3 of Regulation
(EU) 2024/1623 of the European Parliament and of the Council of
31 May 2024 amending Regulation (EU) No 575/2013 as regards
requirements for credit risk, credit valuation adjustment risk,
operational risk, market risk, and the output floor. Some Latvian credit
institutions make capital adjustments to compensate for insufficient
provisions for credit risk.

Chart2.12
Credit institutions: annualised interest rate and
lending rate for consumer loans
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Chart2.13
NPLs (million euro) and share of NPLs and provisions
in the total loan portfolio of credit institutions (%)
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Chart2.14

NPLs, forborne loans other than NPLs (% of total loan
portfolio) and provisions created (% of outstanding
loans)
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28


https://www.rietumu.com/documents/english/ar/sr2025.pdf

FINANCIAL STABILITY REPORT ¢ 2026

associated with one of the above-mentioned NPL bor-
rowers in the manufacturing sector, whose credit had
previously been granted the status of forborne credit.
Overall, a slight deterioration in credit quality in the
agricultural sector affects a slightly wider range of
borrowers and could be explained mainly by severe
adverse weather conditions in the summer of 2025
for cereals. The share of NPLs in the household sec-
tor (both residential and consumer loans and other
loans) remains stable (Chart 2.16). Early warning in-
dicators such as extended or unchanged residential
loans were also at historically low levels until the end
of 2025, pointing to the overall strong financial posi-
tion of households.

A further deterioration in the quality of the loan
portfolio is likely as the outlook for economic growth
deteriorates, as a result of the war in the Middle
East and the increase in uncertainty, in particular
related to the magnitude and duration of therisein
energy prices. The direct exposure of Latvian credit
institutions to the epicentres of geopolitical shocks is
very small (for more details, see Box 1.1). The indirect
impactis greater: the rising global energy and fertiliser
prices due to hostilities can have a greater impact on
the NFCs with a more significant share of expenditure
on energy or fertilisers in their cost structure. The
most significant increase in credit risk could be for
the agricultural sector and the transport sector, as
well as for energy-intensive manufacturing NFCs and
some NFCs in the trade sector, which account for a
small share of the sector's loan portfolio. It should be
noted that the 2022 energy price shock created serious
solvency problems for a small number of borrowers. In
the household sector, a significant deterioration in the
quality of the loan portfolio is less likely. Households'
financial position is generally strong and has improved
significantly over the past years. Also from a longer-
term perspective, the quality of the household loan
portfolio has continued to improve despite several
shocks. The continued strong profitability of banks,
and in particular their high capitalisation, points to
their good capacity to absorb potential NPL growth,
including in case of more negative scenarios (see the
Chapter "Stress tests of credit institutions").

Chart 2.15

NPLs, forborne loans other than NPLs, in the
domestic NFS portfolio (% of domestic NFS loan
portfolio) and provisions created (% of outstanding
loans)
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Chart2.16
Structure of the loan portfolio and share of NPLs in
the respective loan portfolio (%)
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Funding and liquidity risk
Prepared by Marcis Risbergs

The level of funding and liquidity risk in the banking
sector remained at the previous year, low. The main
factors behind this have not changed significantly
during the year: the steadily growing deposit base
of the domestic private sector, which provides the
majority of banks with sufficient funding and re-
duces the need to borrow on the financial markets;
a high share of liquid assets, mainly held in deposit
facilities with Latvijas Banka and in government
securities of the Baltic States, as well as a minimal
amount of pledged assets.

The assets of the banking sector as a whole contin-
ued to grow gradually and reached EUR 32.2 billion
in March 2026, an increase of 9% compared to the
same period in the previous year. The stable growth
in assets was mainly driven by the four largest
banks*°, which account for 82% of total banking
sector assets, while the remaining banks also in-
creased their business volumes significantly. The
growth was mainly driven by a steady increase in de-
posits attracted by the domestic private non-financial
sector, which were used for domestic lending, and the
surplus of these deposits was mainly placed in the
parent banks and deposit facilities of Latvijas Banka
(Chart 2.17). Investments in claims against parent banks
are diversified both with different maturities and by
investing in covered securities issued by credit institu-
tions in the parent banking group, which resulted in
anincrease of more than 25% in the banking sector's
total securities portfolio over the past year.

Domestic private non-financial sector deposits re-
main the most important item on credit institutions'
balance sheets. In March 2026, they accounted for
75% of all banks' financial liabilities (domestic non-
bank®' deposits as a whole account for 83% of total
banks' financial liabilities) and their annual growth
rate increased to 10.2%. This growth was sustained
by both household deposits, at 9.0%, and domestic
NFC deposits, which recorded a significant increase
of 11.9% in March (Chart 2.18). Monthly changes in
domestic deposits by type of deposit show

% The largest banks are Swedbank AS, AS SEB banka, AS Citadele
banka, and the Latvian branch of Luminor Bank AS.

' Non-financial private sector, government, and non-bank financial
sector.

Chart2.17
Structure of the assets and liabilities of credit
institutions (billion euro)
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Chart2.18
Development of domestic household deposits®2 and
NFCs by type of deposit (million euro, %)
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that demand deposits dominate the growth of NFC
deposits; however, they are volatile, as they depend
on changes in the cash flows of different sectors of the
economy. Furthermore, the fundamental objective of

52 Household deposits have been adjusted by transferring savings
account balances redeemable on the same day from sight deposits
to fixed-term deposits.
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NFCs is not to accumulate large deposit balanceson a
lasting basis, but to direct them to the development of
enterprises. In turn, not only demand deposits have
a significant impact on household deposits, but also
deposits in savings accounts, which, in terms of the
speed of availability of funds®, do not differ significantly
from current accounts in most banks, but significantly
higher remuneration is paid for deposits in savings
accounts. Deposits on household savings accounts
(Chart 2.19), which account for 22% of total domestic
household deposits, also remain the most significant
increase in total deposit balances and their annual
growth rate remains around 30%. Investments in sav-
ings accounts generally replace fixed-term deposits
held by households.

Despite the high volatility in the second quarter of
2025 in a number of areas affecting global financial
markets, households' direct>4 investment in alterna-
tive financial instruments, mainly investment funds,
quoted shares and long-term debt securities, continued
to grow robustly in 2025 (Chart 2.20). The second half
of 2025 also saw a moderate increase in investments
in savings bonds issued by the Treasury, which was
significantly affected by investments in newly offered
savings bonds with a three-month maturity (Chart 2.21).
Overall, domestic households' alternative investment>®
reached a level equivalent to 24% of household deposits
in the Latvian banking sector at the beginning of 2026.

Deposit balances of foreign customers increased
moderately, but their share in non-bank deposit
balances did not change significantly, remaining
below 10% (Chart 2.22), most of which were deposits
attracted from euro area countries. It can be observed
that some medium-sized and smaller banks continue
to attract deposits from online deposit platforms, while
some have shifted more towards domestic deposits,
mainly from legal entities. Deposits attracted outside
the euro area continue to decline, accounting for 3.4%
of total non-bank deposits in March 2026. Deposits
attracted by Latvian credit institutions from the coun-
tries of the Middle East were insignificant (see Box 1.1).

3 Availability of funds within one to seven days.

 Investments by households in the 2nd and 3rd pillar pensions, as
well as investments through financial institutions outside the euro
area, are not considered here.

* Domestic households' investments in financial instruments
acquired through euro area financial institutions, and in Treasury
savings bonds.

Chart2.19
Evolution of domestic non-bank customer deposits
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Securities owned by Latvian households purchased
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Chart 2.21
Term structure of newly acquired Treasury savings
bonds (million euro)
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Despite the rapid growth rate of domestic lending,
credit institutions do not yet need to raise mar-
ket financing to finance their loan portfolio. The
domestic loan-to-deposit ratio remains low (70% in
March 2026) and each of the four largest credit institu-
tions with domestic deposits can fully finance domestic
loans granted. If deposits attracted from euro area
countries (mainly those raised from deposit platforms)
are additionally considered, almost all credit institu-
tions can finance domestic loans without attracting
additional market funding, except for small branches
of foreign credit institutions, which usually use parent
bank financing in Latvia. At the same time, there are
creditinstitutions in the Baltic States which regularly
attract funds from the financial markets, and their
branches also operate in Latvia.

The liquidity ratios of regulatory requirements
remain stable above the EEA average (Chart 2.23).
The most significant amount of highly liquid assets
in banks is still placed in deposit facilities at Latvijas
Banka. In February 2026, claims on Latvijas Banka
accounted for 74% of LCR liquid assets. This share
has even slightly increased compared to March 2025.
This could be due to uncertainty in the global finan-
cial markets, as the funds held at Latvijas Banka are
available much faster and with stable profitability. In
addition, Latvian banks still have one of the lowest
ratios of encumbered assets to total assets, at 1.6%
atthe end of 2025 (EEA average 24.7%). This suggests
that banks have immediate access to cash to provide
additional liquidity.

Also, the liquidity stress test conducted by Latvijas
Banka does not show a significant increase in liquidity
risk in the course of 2025 (see the Section "Liquidity
stress tests of credit institutions").

Chart2.22
Structure of deposits attracted by credit
institutions by country (%)
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Profitability
Prepared by Mikus Arins

In terms of profits generated by credit institutions,
2025 marked a turning point. As market interest
rates declined, the net interest income of credit
institutions fell sharply. However, with the decline
ininterest rates, the outstanding loans also grew
more rapidly. This partly offset the impact of inter-
est rate decrease on profitability. Profits were also
dampened by the solidarity contribution and an
increase in provisioning expenses. Despite declining
profits, the overall profitability of credit institutions
remained good compared to 2018-2022. The future
profitability prospects of credit institutions may
be affected by risks associated with geopolitical
uncertainty.

In 2025, the profits of credit institutions de-
creased by a third, from EUR 569.5 million in 2024
to EUR 375.0 million in 2025 (Chart 2.24). The decrease
was mainly driven by a decline in netinterestincome
and arise in provisioning expenses.

Although the profits of credit institutions decreased
in 2025 compared to 2023 and 2024, the profits of
currently active credit institutions remained generally
higher than in 2018-2022 (Chart 2.25). The financial
operating income of credit institutions consisted mainly
of net interest income (almost three quarters of the
financial operating income). Although the share of net
interest income has slightly decreased compared to
2023 and 2024, its share in financial operating income
is higher than in 2018-2022.

Due to the ECB's interest rate cuts, market interest
rates and, consequently, the net interest income of
credit institutions decreased. In 2025, the average
3-month and 6-month EURIBOR rates were 1.4 and
1.2 percentage points lower respectively than in 2024.
However, they remained higher than in 2022 (i.e. before
the start of the ECB's monetary policy tightening), by
1.8 and 1.5 percentage points respectively. In Latvian
creditinstitutions, interest rates on loans and deposits
are mainly linked to market rates®, which led to a de-
crease in both interestincome on loans and interest
expense on deposits in 2025 (Chart 2.26).

% The loans issued by Latvian credit institutions are mostly variable
rate loans linked to market interest rates, primarily EURIBOR. By the
end of 2025, nearly 90% of the loans to households and NFCs were
variable rate loans.

Chart2.24

Credit institutions' retained earnings in the
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Chart2.25
Credit institutions' retained earnings in the
reporting year and their components (million euro)
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Outstanding loans grew faster in 2025 than in previ-
ous years (see the Section "Lending development").
This partly offset the impact of interest rate decrease
on interest income. Interest income also increased
slightly due to higher income from debt securities and
debt derivatives, but this was modest compared with
adeclinein loanincome.

In 2025, net interest income decreased by 15.7%
in comparison with 2024. At the same time, as aver-
age interest rates are still higher than before the start
of the ECB's monetary policy tightening, net interest
income in 2025 was overall around twice as high as
the average for 2018-2022 (Chart 2.27). It was gener-
ated primarily from households, NFCs, and deposits
with the central bank.

Commission and fee income and expenses remained
broadly unchanged in 2025, while net commission
and fee income rose by 2.7%. Net commission and
fee income from payment services decreased slightly,
mainly due to higher commissions and fees for payment
card servicing. In turn, commission and fee income
for securities issuance and other intermediation ser-
vices rose. The decline in income from transactionsin
financial instruments was more than offset by gains
from exchange rate fluctuations. Thus, income of credit
institutions from financial instrument and currency
trading rose by 13.0%.

The administrative expenses of credit institutions
remained virtually unchanged, with anincrease of
only 0.4% compared to 2024. However, as the income
of credit institutions fell, its ratio to the financial
operating income of credit institutions increased.
With the growth rate of wages in the economy slowing,
the rise in staff costs of credit institutions also moder-
ated. Staff costsincreased by 5.5% in 2025 (compared
to 16.1% in 2024). Expenses on information technology
rose slightly, while expenses on advertising, marketing,
and consultancy services decreased.

From 2025 onwards, credit institutions are required
to pay a solidarity contribution®’. Its advance pay-
ments led to a slightincrease in the tax and fee burden
on creditinstitutions (by 9.5%), even though most credit
institutions required to make advance payments of the
solidarity contribution qualified for at least a partial

57 See Box 2.3 "Solidarity Contribution Law" of Financial Stability
Report 2025.

Chart2.26
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Chart2.27
Net interest income of credit institutions by type of
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reduction in the solidarity contribution®. It should be
noted that, also in 2024, credit institutions were subject
to an additional levy - the mortgage borrower protec-
tion fee. Thus, the administrative expenses of credit
institutions were already elevated in 2024, and the
introduction of the solidarity contribution effectively
replaces the mortgage borrower protection fee. The
two fiscal measures differ in scope. The mortgage
borrower protection fee applied to loans for house

mmm Debt securities issued
mmm Other financial institutions
—— Total netinterestincome

8 The Solidarity Contribution Law provides that the solidarity
contribution payer has the opportunity to receive a reduction
in the solidarity contribution if it significantly increases lending.
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purchase, whereas the basis for the solidarity contri-
bution is the net interestincome of credit institutions
that exceeds the 2018-2022 average by more than 50%.

Although net provisioning expenses rose in 2025, this
was attributable to individual cases and does not,
overall, indicate a weakening in the debt servicing
capacity among customers of credit institutions
(see also the Section "Credit risk"). The majority (around
two-thirds) of the increase in provisioning expenses
is associated with legal proceedings brought by the
Russian authorities against AS Rietumu Banka (the fifth
largest creditinstitution in Latvia by assets), which may
resultinitlosingits subsidiary's property in Russia®. In
view of the preventive capital adjustment, the impact
of those additional provisions on the fulfilment of the
creditinstitution's supervisory capital requirements
is minor®®. Meanwhile, the remaining increase in pro-
visioning expenses is primarily attributable to a slight
deterioration in loan quality in the NFC sector (driven
by the effect of a few borrowers).

Overall, the profitability ratios of credit institutions
declined in 2025, but from relatively high levels.
They remain good, including when compared with
the averages of the largest credit institutions in
the euro area. The average ROE for credit institutions
decreased to 10.4% (from 16.6% in 2024), while the
average ROA reached 1.2% (1.9% in 2024). As men-
tioned above, in 2025, the profitability ratios of credit
institutions were strongly influenced by the solidarity
contribution: if its direct impact were excluded, the
average ROE and ROA of credit institutions would be
around 13.2% and 1.5% respectively. The ROE and ROA
of the three largest credit institutions reached 12.9%
and 1.4% respectively (Chart 2.28). The gap between
the overall average and the average for the three larg-
est credit institutions is primarily attributable to the
aforementioned exceptional provisioning expenses
recorded by one credit institution. At the same time,
the average cost-to-income ratio deteriorated, increas-
ing from 49.5% to 55.8%.

% See the information published on the website of AS Rietumu Banka
on 03.12.2025 "Rietumu Banka may lose property worth EUR 16 million
in unfair court proceedings in Russia".

% See Note 4 Risk management to the financial statements in "Group's
consolidated and Bank's Separate Annual Report for the year ended
31 December 2025" of AS Rietumu Banka.

Chart2.28
Average ROE and ROA for credit institutions in
Latvia and the euro area
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The outlook for future profitability of credit insti-
tutions depends to a large extent on the impact
of geopolitical instability on the economy. Prior to
the war in the Middle East, the profitability outlook
for credit institutions was sound, with interest rates
stabilising and lending showing significant increases
that would ensure a good income base. Despite the
solidarity contribution, the profits of credit institu-
tions would remain good overall. However, the war
in the Middle East has created significant uncertainty
and, depending on the spread of its future impact,
the profitability of credit institutions may either de-
teriorate or improve. If the ECB pursues a monetary
policy aimed at curbing inflation, credit institutions
will benefit from higher interest rates in the short
term. Atthe same time, part of the increase in interest
income will have to be directed towards the solidarity
contribution. In addition, increased uncertainty and
interest rates will reduce demand for loans, making
it more difficult for credit institutions to meet the cri-
terion for the solidarity contribution reduction. If, on
the other hand, borrowers' solvency weakens due to
faster price increases and slower economic growth,
provisioning expenses of credit institutions will rise.
Thus, the profitability of credit institutions in 2026 will
depend on the evolution and balance of the factors
mentioned above.
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Capitalisation

Prepared by lize Vilka

Overall, the capital buffers of credit institutions are
sufficient to absorb potential losses in the event
of financial shocks. In 2025, as lending growth re-
sumed, exposure increase was accompanied by
rising risk weights in the portfolios of small credit
institutions, reflecting increasing risk tolerance. At
the same time, as the profits of credit institutions
shrink, their profit distribution plans become more
moderate and the remuneration paid to sharehold-
ers decreases.

In 2025, the capital ratios of credit institutions
declined slightly overall, reflecting stronger lend-
ing activity in the economy. At the end of 2025, the
average TC ratio of credit institutions was 21.5% on a
consolidated basis®', the CET1 capital ratio - 19.2%, and
the leverage ratio - 9.0% (at the end of 2024 - 21.6%,
19.5%, and 9.3% respectively). To compare, the EU
significant credit institutions had an average TC ratio
0f20.3%, a CET1 capital ratio of 16.2%, and a leverage
ratio of 6.0% at the end of 20252 The differences in
risk-weighted capital ratios between Latvian and EU
creditinstitutions are gradually narrowing. At the same
time, the gap between the average leverage ratios in
Latvia and the EU suggests substantial differences
in average risk weights, including a broader use of
internal models among significant EU credit institu-
tions (Chart 2.29).

With the implementation of the Basel Il reform,
the amended Capital Requirements Regulation
(CRR), which introduced significant changes to
the capital requirements framework, is to be ap-
plied in the EU from 2025 onwards. The amendments
concern requirements for credit risk, credit valuation
adjustment risk, operational risk, market risk, and the
output floor. In the area of credit risk, a more granular
and risk-sensitive breakdown of exposures has been
introduced for institutions using the standardised ap-
proach to determine capital.

On the other hand, an output floor has been intro-
duced for IRB credit institutions. Accordingly, credit

o Capitalisation calculations and figures only include currently active
credit institutions at the consolidated level.

62 ECB's Supervisory Banking Statistics for significant institutions.
Fourth quarter 2025.

Chart 2.29
Capitalisation ratios of credit institutions (% of TREA,
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Sources: Latvijas Banka (COREP data), ECB.

institutions that calculate their capital adequacy based
on internal models are required, gradually by 2030,
to ensure own funds requirements of at least 72.5%
of the capital requirements that would apply if they
were using the standardised approach. This innova-
tion affects credit institutions using internal models
for the calculation of credit risk capital requirements
and the risk weights resulting from these models are
significantly lower than those under the standardised
approach. For Latvian IRB credit institutions, this output
floor is not restrictive as, according to their models,
relatively high risk weights are already being used for
the calculation of credit risk capital requirements. For
operational risk, a common calculation method has
beenintroduced, making the risk assessment simpler
and more comparable between institutions.

Owing to regulatory changes, the total risk exposure
amount of Latvian credit institutions decreased
significantly at the beginning of 2025, improving the
risk-weighted capitalisation ratios of credit institutions
and releasing own funds for most credit institutions.
However, this effect was temporary, as in the second
half of the year, stronger lending activity led to an
increase in the risk exposures of credit institutions,
and the share of higher-risk loans in portfolios of
some institutions also rose (Chart 2.30), marking di-
vergent developments in risk profiles. Average risk
weights® in the portfolios of significant credit insti-
tutions have remained broadly unchanged, whereas

% The risk weight of an exposure is calculated as the ratio of
the risk-weighted exposure measure to the total exposure
measure within a credit institution.
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in the group of other credit institutions, they have
increased in certain portfolio segments, as these credit
institutions issued more higher-risk loans. Average
risk weights have increased for exposures secured
by real estate and for acquisition, development, and
construction exposures®, For this exposure class, the
average risk weights of other credit institutions rose
during 2025 - from 63% at the beginning of the year
to 94% at the end of the year. For comparison, for the
same exposure class, the average risk weight was 64%
for other EU credit institutions using the standardised
approach for capital requirement calculations, and 48%
for significant EU credit institutions. Risk weights for
exposures to commercial companies, individuals, as
well as small and medium enterprises have remained
broadly unchanged.

The voluntary capital buffers of credit institutions
remained broadly unchanged in 2025, standing at
5.3% at the end of the year. Overall, they are sufficient
to absorb potential losses due to borrowers' solvency
and other shocks (see the Section "Credit risk and
market risk shock absorption capacity stress tests").
At the end of 2025, significant institutions' buffers
above total capital requirements stood at 5.1%, while
the voluntary capital buffers of other credit institutions
reached an average of 5.7%. The level of voluntary
capital buffers varies across credit institutions, with
some smaller credit institutions maintaining buffers
well below the sector average.

% Acquisition, development, and construction exposures or ADC
exposures are exposures to commercial companies or special purpose
vehicles that finance any land acquisition for development and
construction purposes or finance the development and construction of
any housing or commercial real estate. These exposures are assigned
arisk weight of 150% or a risk weight of 100% if certain risk-mitigating
criteria are met.

Chart 2.30
Capital ratio numerator and denominator
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Overall, credit institutions envisage retaining a
larger share of profits in capital than in previous
years. In 2026, credit institutions plan to distribute,
on average, 63% of the profit earned in the previous
year, and several institutions that paid dividends in
the past have decided to refrain from doing so this
year. With the profits of credit institutions declining,
the remuneration of shareholders also decreases.
The total amount of dividends announced for 2026
is EUR 199 million, half the amount announced in the
previous year.
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3. Stress tests of credit institutions

Credit risk and market risk shock
absorption capacity stress tests

Prepared by NadeZda Sinenko, llze Vilka, Janis Strazdins,
and Mikus Arin$

The results of the macroeconomic stress test suggest
that the resilience of Latvian banks to potential
shocks is good. The shock absorption capacity of
the banking sector is expected to improve further
in 2026, as projected profits® will strengthen the
resilience of banks.

The sensitivity analysis shows that all credit in-
stitutions would be able to meet the minimum TC
requirement of 8% at the end of 2025, even in a
scenario where the share of loans past due over 90
days would rise by more than 5 percentage points.
In turn, significant credit institutions would be able
to absorb an even larger deterioration in credit risk,
such that the share of loans past due over 90 days
would rise by up to 17 percentage points. Thus,
even without considering the materialisation of a
more complex macroeconomic stress scenario, the
current results of the sensitivity analysis already
indicate a good level of resilience against the po-
tential loss burden among credit institutions (see
the Section "Capitalisation").

The macroeconomic stress test has been carried
out to assess the capability of credit institutions
to absorb a potential increase in credit risk and
market risk caused by a deterioration of the mac-
rofinancial environment. In the stress scenario, the
most important risks comprise high uncertainty and
geopolitical shocks, including in the Middle East. They
may lead to higher energy and food prices and supply
chain disruptions, negatively affecting bank customers
and asset quality.

% Even if the profit projection is not included in the calculations, the
shock absorption capacity of credit institutions remains good.

Methodology

Latvijas Banka conducts a sensitivity analysis®® and
macroeconomic stress tests®” of credit institutions
on aregular basis. The calculations of the macroeco-
nomic stress test are based on the consolidated data
of credit institutions as at the end of 2025, and the
assessment covers the period until the end of 2026.
The thresholds used for the stress tests are as follows:
meeting the minimum capital requirement - a TC ratio
of 8.0%, T1 capital ratio of 6.0%, and CET1 capital ratio
of 4.5%¢8. Failure to meet any of the minimum capital
requirements is considered failure to meet the overall
capital requirements.

Given the high share of secured loans in the loan port-
folio of Latvian credit institutions, from 2022 onwards,
the weighted average loss given default (LGD)) of each
creditinstitution is used instead of a single provision-
ing rate. The weighted average LGD is calculated for
each group of resident loans presented separately
from otherloans in the stress test description, as well
as for the largest sectors. Its calculation is based on
the loan-level collateral data available in the Credit
Register of Latvijas Banka. In the calculation, state
guarantees and cash are recognised in full, for real
estate, a differentiated haircut is applied depending
on scenario assumptions, while for physical collateral
a haircut of 30% is applied.

As of 2023, the stress test of Latvijas Banka's credit
institutions includes a profit projection before taxes

% A credit risk sensitivity analysis provides an indication of the
magnitude of an increase in loans past due over 90 days a credit
institution would be able to absorb before its capital adequacy ratios
fall below the minimum capital requirements. The sensitivity analysis
assumes that a credit institution has to build provisions in the amount
of at least 50% for its portfolio of loans past due over 90 days and
build additional provisions totalling 50% of the increase in the loans
past due over 90 days; unlikely-to-pay loans must be provisioned by
at least 35%. The credit institution capital and TREA are reduced by
the amount of the additional provisions.

7 Macroeconomic stress tests measure the resilience of Latvian
credit institutions to strong adverse macroeconomic shocks whose
materialisation is plausible, yet their probability is low. The results of
the credit risk and market risk stress tests allow for the assessment
of whether credit institutions have sufficient capital for absorbing
losses in particularly severe and even extreme macroeconomic stress
circumstances without additional capital injections.

% A characteristic feature of the capital structure of Latvian credit
institutions is the fact that the T1 requirement is met with CET1;
therefore, compliance with the T1 requirement automatically means
compliance with the CET1 requirement as well. As a result, a relatively
high stress test threshold is applied to high quality capital.

38



FINANCIAL STABILITY REPORT ¢ 2026

and before provisioning expenses for loans and
securities (according to the share of NPLs projected
in each scenario and its impact on the profits of credit
institutions).

The market risk component of the stress test uses
the data on each credit institution's securities portfolio,
including the securities measured at fair value through
profitorloss, securities measured at fair value through
other comprehensive income, and securities measured
at amortised cost (AC). This stress test methodology
applies market shocks to all securities in order to assess
the overall economic effect of the changes in the market
value of the securities portfolio on capital, assuming
that changes in the value of securities will need to be
recognised regardless of their accounting treatment.

Since data on the securities portfolios of individual
creditinstitutions are available at the highest level of
granularity, the analysis was based on these data, while
the group-level securities portfolio was extrapolated
assuming it was structurally similar to that of a credit
institution's level.

The securities of each credit institution's bond portfolio
are grouped by major risk factors (euro area and US
bond yields of different maturities, credit rating, and
sector) according to the assessment of experts. Given
their share in the portfolio, the bonds of the three
largest issuers have been reported separately. The
modified duration of each bond is set using Refinitiv
dataor, in the absence of data, using the residual ma-
turity of the bond as a proxy. The modified duration
is used to calculate the impact of the interest rate
shock scenario. The foreign exchange risk has been
reported separately from the revaluation effect, and
the shock scenario is applied to the open foreign ex-
change position.

Stress test scenarios

Tables 3.1-3.6 summarise the parameters of the stress
test scenarios.

The baseline scenario uses Latvijas Banka's forecasts
of June 2026 for the domestic loan portfolio, which
projects Latvia's GDP growth to be 2.0% in 2026 (sea-
sonally adjusted data).

Table 3.1
Credit risk parameters of the macroeconomic stress test (%, percentage points)
Macroeconomic and credit risk parameters Basellqe UL .
scenario | scenario
Latvia
Annual changes in Latvia's GDP in 2026 2.0 -5.4
3-month EURIBOR forecast®® 26 26"
Probability for a performing loan or a loan that is past due less than 90 days and not forborne 7
. 0.9 5.6

to become a loan past due over 90 days within a year
Probability for an unlikely-to-pay loan to become a loan past due over 90 days within a year 3.6 22.4
Probability for a performing loan or a loan that is past due less than 90 days to become an 0.9 5.6
unlikely-to-pay loan within a year ’ ’
Share (%) of forborne loans other than NPLs that will migrate to the category of loans past

o 0.9 100
due over 90 days within a year
Increase in the share of loans past due over 90 days in the loan portfolio of domestic 10 838
customers at the end of 202672 (percentage points)’ ’
Haircut applied to commercial real estate 20% 40%
Haircut applied to residential real estate 10% 30%

% 3-month EURIBOR annual average by the end of 2026; Eurex Exchange, 30.03.2026.

7 Monetary policy responses to the shocks would likely result in a different level of EURIBOR under the stress scenario compared to the baseline
scenario. However, the precise monetary policy response in the euro area - and, consequently, the level of EURIBOR - would depend on a wide
range of factors affecting the euro area economy that are beyond the scope of this analysis. Accordingly, no monetary policy response is projected.
"t Concerning groups of loans without any specific assumptions about the PD.

72 Loans that have migrated from the categories "a performing loan or loan that is past due less than 90 days", "unlikely-to-pay loans", and
"forborne loans other than NPLs" to the category "loans past due over 90 days" have been added up.

73 This increase cannot be regarded as a forecast because of a static balance sheet and other conservative assumptions.
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Under the baseline scenario, when calculating the loss
given default, a haircut applied to real estate collateral
reflects a depreciation in the value of the collateral as
aresult of a fire sale’. Under the stress scenario, the
haircuts applied to the real estate values are higher
than under the baseline scenario, as they reflect the
risk of impairment due to both the fire sale and the
decrease in the real estate prices. Under both sce-
narios, the haircuts applied to commercial real estate
are larger than those applied to the residential seg-
ment (Table 3.1).

The total rise in NPLs in the stress test (Table 3.1) is
assessed using a credit risk model. However, the as-
sessment of NPL growth varies across loan groups
according to expert assumptions about the credit risk
of each loan group or sector based on the increase
in credit risk due to the energy shock observed in
2022-2023 (Tables 3.2 and 3.4).

+ The PD remains elevated in the agricultural sec-
tor: the financial resilience of the grain sub-sector
has been weakened over the past three years by
adverse weather conditions, while increases in
fertiliser prices and production costs will reduce
the solvency of companies operating in the sector
(see the Sub-section "NFC solvency").

« The rise in energy and fuel prices triggered by
the war in the Middle East could adversely affect
manufacturing, the transport sector, and the rental
and leasing activities sub-sector, as well as trade.

+ Potential disruptions to the supply of construction
materials and rising construction costs could weaken
the construction sector.

™ Under the baseline scenario, a haircut is not a forecast of price
dynamics in the real estate market.

While the outstanding forborne loans accumulated on
bank balance sheets in previous years continued to
decrease in 2025 (at the end of 2025, they accounted
for around half of the amount accumulated during
the pandemic), a further deterioration in the quality
of forborne loans is possible under macroeconomic
stress. Toreflect this risk, the stress scenario envisages
a migration of these loans to the category of loans past
due over 90 days. The increase in NPLs foreseen in
the stress scenario is applied after the migration.

Assumptions regarding credit risk parameters for
borrowers from other countries are presented in
Table 3.3. The stress test scenarios assume that the
PD for loans extended to borrowers from the Baltic
States is the same as that of loans to domestic bor-
rowers, while the provisioning rate is 60%. The PD on
loans to borrowers from other EU and OECD countries
is larger than to borrowers of the Baltic States, whereby
the LGD has been set at 75%. For borrowers from all
other countries, a higher PD is assumed, while the LGD
is determined individually for each bank with such
exposures, taking into account only the real estate
collateral located in Latvia or other EU countries, to
which a haircut is applied in accordance with scenario
assumptions.

To ensure a more accurate reflection of the potential
losses arising from foreign exposures, the amount of
cross-border exposures have been adjusted based on
Credit Register data on country risk transfer, taking
into account all risk transfers of exposures to jurisdic-
tions with a higher level of risk.

Table 3.2
Credit risk parameters by loan group under the baseline scenario (%)
Loans to NFCs
Loans to Latvianresidents Loans to Agriculture, manufacturing,.transpo'rt'ation Other
households | 3nd storage, rental and leasing activities,
- sectors
construction, trade

Probability for a performing loan or a loan

thatis past due less than 90 days to become 0.5 2.0 0.8
aloan past due over 90 days within a year (PD)

Probability for an unlikely-to-pay loan to become

o 2.0 8.0 3.2

aloan past due over 90 days within a year

Probability for a performing loan or a loan

thatis past due less than 90 days to become 0.5 2.0 0.8
an unlikely-to-pay loan within a year
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Table3.3
Assumptions regarding loans to foreign borrowers
under the baseline scenario (%)

LGD (or the provi-
Loans to foreign PD sioning ratio ap-
borrowers plicable to the loan
volume)
Customerg from Lithuania 0.9 60
and Estonia
Customers from other EU 5 75
and OECD countries
Custonjer;s5 from other 20 LGD,
countries

In the market risk component of the baseline sce-
nario, no significant shocks or losses from changes
in the securities portfolio are assumed, based on the
premise that even if there are disruptions in securities
markets, they will return to their previous state during
the stress test horizon.

From 2023 onwards, the stress scenario has been
developed using the forecasts of the GaR model,
which reflect the 5th percentile of the future prob-
ability distribution of GDP growth rates, based on the
latest available GDP data and the value of deflated
CCRI developed by Latvijas Banka. According to the
calculations, in the stress scenario, GDP would
contract by 5.4% in 2026.

Under the adverse scenario, the assessed increase
in NPLs also differs across loan segments, reflecting
expert assumptions regarding the credit risk of each
loan segment or sector, as presented in Table 3.4. The
differentiation in sectoral vulnerabilities is maintained
under the stress scenario. Larger macroeconomic shocks
aggravate the situation across sectors, particularly in
vulnerable sectors.

The assumptions made for foreign investment in the
stress scenario are presented in Table 3.5.

Table3.4
Credit risk parameters by loan group under the stress scenario (%)
Loans to NFCs
Ol i Tty v Loans to Agl:iculture, manufacturing, transpor- Other
households | tation and storage, rental and leasing
A . sectors
activities, construction, trade
Probability for a performing loan or a loan
thatis past due less than 90 days to become a 5.6 8 5.6
loan past due over 90 days within a year (PD)
Probability for an unlikely-to-pay loan to
become a loan past due over 90 days within 22.4 32 224
ayear
Probability for a performing loan or aloan
thatis past due less than 90 days to become 56 8 5.6
an unlikely-to-pay loan within a year

Overall, the assumptions made in the baseline sce-
nario are quite conservative, thus the stress test
results in this scenario should not be interpreted
as a forecast of capital ratios.

7> Both the baseline and stress scenarios assume that all loans to
residents of Russia, Belarus, and Ukraine, as well as all loans, for which
Russia, Belarus, and Ukraine are identified as risk transfer countries,
are written off. However, when recognising these as losses, previously
accumulated provisions and real estate collateral located in Latvia or
in other EU countries are taken into account, with the value of the
collateral adjusted in line with the scenario assumptions (Table 3.1).
Credit exposures of significant credit institutions in Russia, Belarus,
and Ukraine are generally low, and their write-offs have no material
impact on the institutions' capitalisation.

Table 3.5
Assumptions regarding loans to foreign borrowers
under the stress scenario (%)

Loans to foreign borrowers PD | LGD
Customers from Lithuania and Estonia 6.3 60
Customers from other EU and OECD

) 10 75
countries
Customers from other countries 40 | LGD;
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The stress scenario for the market risk component
is based on the securities portfolio as at the end of
December 2025. For market risk, a stress scenario
simulates a global market shock scenario™ (Table 3.6)
where significant shocks are applied to govern-
ment and corporate securities through arise in the
benchmark yield. The selection of this stress scenario,
based on the unchanged methodology described in
the footnote, identifies one historical 12-month period
in this stress test exercise - the increase in interest

6 Under the stress scenario, shock parameters have been set for the
debt securities portfolio, mostly using the historic monthly changes
in indices corresponding to each risk factor (market data since 2006
have been used) and assuming that the current investments in
securities remain unchanged. Then, the sum of changes over the
previous 12 months is calculated for each month, resulting in the
total changes from the previous year. Finally, 1% of cases or months
with the largest estimated hypothetical 12-month losses accumulated
in the aggregate portfolio of credit institutions are calculated. The
average values of the identified cases are used in the scenario. Given
that the stock and funds portfolio of Latvian credit institutions is rather
small and notably lacks market data, the shock scenario applied to
this portfolio uses a simple parameter of a percentage fall in the
portfolio value, corresponding to 1% of the most adverse changes in
the STOXX EUROPE 600 stock index value since 2006.

Table 3.6

ratesin 2022 - as the period that would have the most
significantimpact on the value of the existing securities
portfolio given its structure. The impact calculation as-
sumes constant initial amounts of securities. Financial
derivatives which comprise a wide range of financial
assets, characterised by a lack of market price and
liquidity, as well as relatively high risk, were subject to
an in-depth review”” during the previous year. It was
based on EMIR data and aimed to assess the presence
of any concentration risks, including for off-balance-
sheet exposures of such instruments, but no such
heightened risks were identified for these instruments.
Accordingly, without changing the methodology, a plain
percentage value shock of 50% has been applied to
the carrying value of these instruments on the asset
side of the balance sheet, based on expert judgement.

77 Full analysis: Strazdins, J., "Application of financial derivatives in the
financial system and beyond: based on EMIR data", makroekonomika.
lv, 22.01.2026.

Parameters of market risk stress test under the stress scenario

Instrument

Original value

Changes under the stress scenario

(%) (in basis points)

Benchmarkyield curve

Securities in euro (1 month-10 years) 1.9t02.7 226t0 343
Securities in US dollars (1 month-10 years) 3.6t04.1 160to 448
Risk premium of the key categories’®

Investment class (government, corporate sector) 0.5to 1.1 -20to 50
High yield class (government, corporate sector) 2.8t03.5 -102to 146
Risk premium of the three major issuers -0.6t01.9 127 to 167

Other significant market shocks

Changes under the stress scenario
(%, compared to the baseline value)

Equities, funds, and other instruments (excluding
financial derivatives)

-3

Financial derivatives

-50

78 The difference between the yield on a security and the benchmark rate of the respective currency. No risk premium shock is

applied to German and US government bonds.
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Stress test results

Table 3.7 summarises the results of the stress test.

Under the conservative assumptions of the base-
line scenario, it is expected that the estimated
total losses could reach EUR 170.9 million or 0.6%
of credit institutions' total assets. Losses in the
baseline scenario are mainly driven by losses arising
frominvestments in the countries affected by warfare”
(24.7%). These losses are concentrated in individual
non-significant credit institutions, and the write-off
of these assets from balance sheets would not pose
problems in meeting capital requirements evenin a
stress scenario. The remaining losses are determined
by the necessary additional provisions for the loan
portfolio of residents and non-residents.

Under the stress scenario, the share of loans past due
over 90 days in the domestic loan portfolio would
increase by 8.8 percentage points by the end of 2026.
In the event of the stress scenario materialising, the
estimated total losses could reach EUR 906.4 million or
3.3% of credit institutions' total assets. Losses arising
from market risk would constitute 25.9% of the total
losses, while losses arising from investments in the
countries affected by warfare would amount to 4.9%%.
Meanwhile, losses from loans to domestic borrowers
and borrowers from other countries would account for
69.2% of total losses. The results of the stress scenario
suggest that no credit institution experiences capital
deficit that would prevent it from meeting the minimum
capital requirements. Chart 3.1 shows changes in the TC
ratio of the banking sector under the stress scenario.
Chart 3.2 reflects stress test results in significant and
other credit institutions.

7 The results of the stress test in the baseline scenario cannot be
considered a capital ratio projection for 2026. First, the stress test
was conducted under the assumption of a constant balance sheet
of banks. Second, the assumption that customers from Russia and
Belarus, as well as those whose country risk has been transferred to
Russia and Belarus, will fail to fulfil their obligations in full is rather
conservative. Direct investments in Russia and Belarus do not take
into account the transfer of country risk to other countries, e.g. there
are many loans whose country risk is transferred to Latvia (e.g. a
company's economic activity takes place in Latvia), thus reducing the
risk of default. It has also been assumed that all loans, whose country
risk has been transferred to Russia and Belarus, are not repaid either.
The country risk has been transferred while also taking account of
factors such as the country where the collateral is registered and the
country where the guarantor is situated. Indeed, the location of the
collateral or guarantor in Russia or Belarus increases the risk of losses,
but the PD may turn out to be lower than 100%.

8 |ncludes losses arising from investments in securities and shares
of these countries.

Table 3.7
Aggregated macroeconomic stress test results
Baseline | Stress
Results . .
scenario | scenario
i 81
Esgmated losses 170.9 906.4
(million euro)
Estimated losses (% of total assets 06 33
of credit institutions) ’ '
TC ratio
Number of credit institutions with 0 0
the TC ratio below 8%
T1 capital ratio
Number of credit institutions with 0 0
T1 capital ratio below 6%
CET1 capital ratio
Number of credit institutions with 0 0
CET1 capital ratio below 4.5%

Chart 3.1

Changes in the TC ratio under the stress scenario
by loss component and other corrections, and the
expected profit for 2026 (% of TREA)

0 5 0 15 20 25

TCratio at the end of 2025

Market risk, shocks I—1.5

Credit risk in the Baltic States
(LV, LT, EE) -37

Credit risk in the other EU and

OECD countries -0
Write-offs of RU, BY, UA, CIS assets -0.3
Credit risk in other countries -04
Capital adjustment and other
TC adjustments 02
TCratio at the end of 2026
Profit projection for 2026 4.0

0 5 0 15 20 25

* The profit projection before taxes and before provisioning
expenses for loans and securities.

*The profit projection before taxes and before provisioning expenses
for loans and securities.

Source: Latvijas Banka (COREP data) and its calculations.

Chart3.2
TC ratios under stress test scenarios (% of TREA)
25 16 25
0212 209
20 19.7 20
15.7 159
15 15
10 10
5 5
0 0
At the end of After the baseline After the stress
2025 scenario materialises  scenario materialises

Hmm Significant institutions Other institutions

Source: Latvijas Banka (COREP data) and its calculations.

8 Additional provisions required under the scenarios are indicated,
but the expected bank profits are not taken into account.
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Liquidity stress test of credit
institutions

Prepared by Marcis Risbergs

The results of the liquidity stress test of credit
institutions conducted by Latvijas Banka suggest
that their capacity to absorb the shocks caused by
potential funding outflows has improved slightly
further, while remaining strong overall.

The liquidity stress test is used to evaluate the sig-
nificance of the potential consequences of funding
outflows. Itis based on the data available at the end
of February 20262 and uses consolidated supervisory
reporting data on liquid assets and liabilities up to
30 days®. The test aims to calculate the liquidity ra-
tio%4, which would be equivalent to the liquidity ratio
previously used for banking supervision in Latvia, with
a minimum requirement of 30% binding on all credit
institutions until the LCR requirements became fully
effective.

The methodology from the previous years is used to
conduct this short-term liquidity stress test. It helps to
obtain an indicator of the resilience of banks to liquidity
risks, which is more easily understood®.

The results of the stress test indicate the tolerance of
credit institutions to the outflows of domestic non-MFI
customer deposits or of foreign non-MFI customer de-
posits before their liquidity ratio (and thus the amount
of their liquid assets) would decrease to 0, assuming
that credit institutions have no access to additional
resources to offset the funding outflows.

According to the stress test results (Chart 3.3), all credit
institutions would be able to withstand the outflows
of up to 30% of domestic customer deposits or the
outflows of more than 60% of foreign customer
deposits. The stress test results have slightly improved
compared to March 2025. This was driven by a slight
increase in the liquidity ratio of the three largest banks

82 Data for two small banks are for the end of 2025, as they submit
supervisory reports on a quarterly basis.

8 According to the requirements of the common reporting framework
(COREP), a report on additional liquidity monitoring metrics (ALMM)
has been prepared on a consolidated basis or, if a bank does not
provide reports on a consolidated basis, on an individual bank level.
8 The ratio of unencumbered liquid assets to the total current
liabilities of credit institutions with residual maturity of no more
than 30 days.

8 For a description of the methodology, see Financial Stability
Report 2023.

Chart3.3
Results of liquidity stress tests (number of illiquid
credit institutions®®)
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Source: Latvijas Banka (MBP, COREP, and securities statistics data) and
its calculations.

due to structural changes in liquid assets at the banking
group level. The ability of the largest credit institu-
tions, mainly subsidiaries of Nordic banks with cen-
tralised liquidity management and good possibilities
to obtain, if necessary, additional liquidity from their
parent banks, to withstand the outflows of domestic
customer deposits remains lower.

In addition, two particularly adverse scenarios were
analysed.

According to the assumptions of the first adverse
scenario, it is impossible to pledge or sell the securi-
ties portfolio, except euro area government securities
with a credit rating no lower than A- and those issued
by countries' governments where at least one of the
long-term ratings by three international credit rating
agencies is AAA. Regarding euro area government
securities, it is assumed that they would lose 15% of
their value under the first adverse scenario and could
be used in Eurosystem's monetary policy operations
with a haircut of 3%.

Under the second adverse scenario, in addition to
the assumptions of the first, no credit institution has
access to overnight claims on credit institutions in
the country where it holds the largest volume of such
claims, including intra-group claims®”.

The application of the first adverse scenario does not
yield significantly worse results than the standard stress

8 Credit institutions active at the end of February 2026 (nine in total).
8 For example, if the value of the security portfolio decreases
substantially due to turmoil in the global financial markets, the
repayment of overnight claims to a credit institution from another
foreign credit institution is delayed.
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test, and credit institutions would be able to withstand
the outflows of up to 30% of domestic customer
deposits or 50% of foreign non-MFI customer depos-
its (Chart 3.4). Inturn, the application of the second
scenario slightly reduces the ability to withstand
outflows of domestic customer deposits - up to
20% (Chart 3.5). Compared to the previous year, the
capacity to absorb outflows of foreign deposits has
improved in both adverse scenarios. This is explained
by the increasing share of domestic deposits also in
banks other than the four largest ones. By contrast,
the minimum absorption capacity of domestic deposits
has been slightly improved by an increase in the liquid-
ity ratios of the three largest banks, driven mainly by
structural changes in liquid assets at the banking group
level. Thus, it can be concluded that the capacity
of banks to absorb the shocks caused by potential
funding outflows has improved slightly further,
while remaining strong overall.

Climate risk stress tests: windstorm
risks

Prepared by Janis Strazdins, NadeZda Sinenko, Velga Ozolina

Similar to the flood risk stress test conducted in 2023,
the assessment of windstorm risk in the Latvian
banking sector was carried out at the individual
loan and collateral level, with the primary focus
on the impact transmitted through the loan col-
lateral channel. Overall, under the stress scenario
considered (corresponding to a windstorm with a
200-year return period), approximately 3% of loans
secured by real estate collateral are exposed to
windstorm risk. However, the potential extent of
damage is limited. Consequently, the estimated
losses for the resident loan portfolio are modest,
amounting to approximately EUR 3.3 million. This
represents 0.02% of banks' total resident loan port-
folio and 0.01% of banks' total assets.

Selection of wind speed data and scenarios

To identify real estate exposed to windstorm risk,
the study used synthetic winter® windstorm data

8 In Latvia, cyclone activity is more pronounced during the winter
months, and severe windstorms occur more frequently and typically
affect larger areas (see "Latvija. Zeme, daba, tauta, valsts" (Latvia.
Land, Nature, People, State). Riga: University of Latvia Press, 2018).

Chart3.4
Results of the stress test for the first adverse
scenario (number of illiquid credit institutions)
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Source: Latvijas Banka (MBP, COREP, and securities statistics data) and
its calculations.

Chart 3.5
Results of the stress test for the second adverse
scenario (number of illiquid credit institutions)
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Source: Latvijas Banka (MBP, COREP, and securities statistics data) and
its calculations.

for Europe®® developed by the Copernicus Climate
Change Service's Climate Data Store. The decision to
use synthetic windstorm data was based on several
considerations:

+ the dataset covers a much larger number of wind-
storm events than datasets based on historical
observations of actual windstorms, allowing for
amore robust estimation of the characteristics of
rare but highly destructive windstorms;

+ thedatasetis generated using a quality, high-res-
olution climate model that represents physically
plausible atmospheric conditions;

+ similar datasets are used by insurers in risk analysis.

To assess the impact of a severe yet plausible shock
on the loan portfolio of credit institutions, the stress

8 Copernicus Climate Change Service, Climate Data Store (2022):
Synthetic windstorm events for Europe from 1986 to 2011. Copernicus
Climate Change Service (C3S) Climate Data Store.
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test scenario was calibrated very conservatively: it
was assumed that a windstorm with a 200-year return
period would occur within the next year (Chart 3.6). To
estimate the associated wind speeds, synthetic wind-
storm events with wind speeds of at least 20.8 m/s were
selected according to the Beaufort scale classification
of a windstorm®. The selected period is 2006-2010,
covering 1237 windstorm events and 5946 points ata
spatial resolution of 4.4 km. At each observation point,
extreme wind gust values were estimated using a non-
parametric kernel density approach. According to the
Beaufort scale, wind speeds in very severe windstorms
exceed 28.5 m/s. Wind speeds of this magnitude, cor-
responding to a 200-year return period, are expected
to affect approximately 25% of Latvia's territory.

Linking buildings and loan collateral to
windstorm risk

Within the methodology, an open dataset of real estate
cadastral textual data is used to identify buildings and
assess their exposure to windstorm risk. This dataset
provides information on building cadastral identifiers,
associated real estate cadastral numbers, correspond-
ing codes from the State Address Register (VARIS),
and the primary load-bearing construction material
of buildings. In addition, data from the State Address
Register, where geographic coordinates are assigned
to each address code, are used. By combining these
two datasets, structured information is obtained for
each building, including its construction material and
location. This data layer is essential, as the wind gust
intensity varies spatially, while potential losses in real
estate value depend both on wind intensity at the
specific point and on the type of building construc-
tion material.

To integrate building data into the windstorm impact
assessment model, the nearest point of the windstorm
intensity model is assigned to each building based
on its coordinates, thereby linking it to the projected
wind gust intensity. Loss functions used in the meth-
odology (Feuerstein et al. (2011)) are defined for six
standardised building material categories (e.g. concrete
buildings, strong brick structure, outbuilding, etc.),
whereas the cadastral database contains a significantly
more detailed and granular material classification.

% Beaufort scale, Latvian Environment, Geology and Meteorology
Centre.

Chart3.6.
Wind gust speeds reached across the territory of
Latvia with a 200-year return period (m/s)
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Chart3.7
Building value loss (%) as a function of wind
speed (m/s) by building material category
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Source: adapted from Feuerstein et al. (2011)°".

To ensure a consistent mapping to the categories used
in the loss functions, an LLM-based approach was
used for the automated classification of non-residential
buildings, while residential buildings were classified
by an expert, taking into account a narrower and well-
defined set of materials.

For the estimation of potential losses, functions linking
wind speed to the share of real estate value loss were
applied (Chart 3.7). These functions are calibrated for
Central Europe and are also used by the ECB*2.

The linking of building data with credit institutions'
collateral is based on the approach used as part of the

" Feuerstein et al. (2011). Towards an improved wind speed scale
and damage description adapted for Central Europe. Atmospheric
Research, 100, pp. 547-564.

92 See Climate change-related statistical indicators.
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flood risk stress test®. The cadastral number serving
as the collateral identifier in the Credit Register of
Latvijas Banka is used to identify loan collateral and
retrieve the corresponding buildings from the cadastral
database. In cases where only non-residential build-
ings are linked to a given collateral, real estate value
losses are calculated as a floor-area-weighted average
based on the total floor area of each building. Thus,
the significant heterogeneity (diversity) within the
non-residential building group is taken into account,
asasingle location may include production facilities,
warehouses, sheds, greenhouses, and other lightweight
structures exposed to substantially different levels of
damage risk under windstorm conditions.

The results show that, within the analysed wind speed
categories, the projected wind gusts are not sufficient
to cause significant damage to concrete and well-con-
structed brick buildings; consequently, the projected
share of potentially affected residential buildings is
very small (Chart 3.8). In the segment of non-residential
buildings, the number of potentially affected objects is
significantly higher (Chart 3.9), as a substantial share
of this stock consists of structurally weaker buildings.
However, when translating these results into bank bal-
ance sheets and capital adequacy assessment, the
overall impact on the financial sector is limited, and
the estimated losses do not exceed conservative risk
tolerance thresholds.

Windstorm risk in bank loan portfolios

To assess the risk in the loan portfolios of Latvian
banks arising from damage to loan collateral caused
by windstorms, cadastral numbers of all real estate
collateral items recorded in the Credit Register of
Latvijas Banka were extracted. These were linked to
the corresponding real estate objects and their loca-
tions on windstorm exposure maps, and a value loss
of each property was estimated in accordance with
the methodology described above.

Where a single non-residential real estate object compris-
esmore than one building (i.e. where multiple buildings
share the same cadastral number) and these buildings
belong to different construction material categories, the
assigned damage intensity is aggregated into a single
value for the entire real estate object by calculating an
%3 Strazdins, J., Sinenko N., "Climate risk stress tests: focus on flood
risk", macroeconomics.lv, 03.04.2023. (available in Latvian only);

see Financial Stability Report 2023 pp. 46-49 for English translation
[https://datnes.latvijasbanka.lv/fsp/FSP_2023_EN.pdf]

Chart3.8

Distribution of residential buildings in Latvia (a
total of 390 thousand buildings in the cadastre) by
building material type category and exposure to

damages under the selected scenario
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Chart3.9

Distribution of Latvian non-residential buildings
(total in the cadastre exceeding 1.2 million) by
material categories and exposure to damage under
the selected scenario
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Sources: Cadastre Information System, Latvijas Banka's calculations.

area-weighted average across the buildings within the
object. As cadastral data are sufficiently detailed and
also include small, lightweight structures, there are
relatively many cases where large real estate objects
(e.g. warehouse or industrial complexes) contain such
minor lightweight structures. As a result, the object s
included in the list of windstorm-exposed buildings,
but the resulting damage intensity for the property
as awhole is negligible.

The share of windstorm-exposed objects® (Chart 3.10)
among all loans secured by real estate collateral
recorded in the Credit Register of Latvijas Banka
is uneven. In the segment of non-residential build-
ings securing loans to non-financial corporations
(NFCs), the share of exposed properties exceeds
the national average and is close to 20%, while
properties with substantial damage intensity
(i.e. exceeding 5%) account for less than 2% of all
collateral items. In the residential building seg-
ment, the share of windstorm-exposed objects
% Windstorm-exposed objects are real estate properties for which a

storm with a 200-year return period would cause damage and a full
or partial loss of value.
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is considerably lower than the national average,
amounting to only 0.016%. Even when considering
all buildings together, including those not serving
asloan collateral, it can be concluded that the share
of windstorm-exposed buildings in the residential
building segment is very low.

The impact of windstorm risk materialises primar-
ily through two channels: loss given default (LGD)
in the event of the borrower's default, and an in-
crease in the probability of default (PD). LGD rises
due to a decline in the value of collateral located in
the affected area. The damage is determined by the
intensity of wind gusts and the construction material
of the building. Damages may be expressed either in
terms of property reconstruction costs or as a dam-
age factor. The amount of losses is also influenced
by insurance coverage. In turn, PD increases when
a borrower's ability (if the borrower incurs losses as
a result of the windstorm) and/or willingness (if the
collateral value falls below the loan amount) to repay
the loan deteriorate.

Calculation of banks' losses

After applying the damage factor to collateral
items located in windstorm-affected areas, the
overall LGD value for a loan is calculated by aggre-
gating the total value of all collateral securing the
loan®® (including also collateral items located outside
windstorm-affected areas) and relating the resulting
collateral value to the outstanding loan balance. If the
collateral value has declined by at least 20%, an addi-
tional 30% haircut is applied, reflecting the reduction
in the collateral value in the event of a forced sale.

It is then assumed that all loans for which the total
collateral value has declined by at least 20% are as-
signed a PD of 1, i.e. all borrowers whose loans are
significantly affected by windstorm risk are assumed to
be unable to meet their obligations and to default, with
the outstanding exposures being recovered through
the available collateral. Furthermore, it is assumed
that windstorm-related losses are not covered by
insurance; i.e. insurance does not reduce borrowers'
expected losses. The same approach is applied to both
NFCs and households. The calculations are based on
data as of December 2025, to facilitate comparison
with the results of the regular banks' stress test.

% |n calculating the collateral value, the allocated collateral value
is also taken into account. The allocated value differs from the full
collateral value where the same collateral has been pledged against
multiple obligations.

Chart3.10

The total share of buildings and loan collateral
items exposed to windstorm damage among all
buildings of the respective type (residential and
non-residential) recorded in the cadastral register,
and among the corresponding types of collateral®®,
broken down by damage intensity (% of the total
value)
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Sources: Data from the Credit Register of Latvijas Banka, the Cadastre
Information System and the State Address Register, and Latvijas
Banka's calculations.
The estimated direct losses arising from windstorms
through the collateral channel are low, amounting to
EUR 0.48 million. They represent only 0.005% of banks'
total portfolio of resident real estate-secured loans.
Of these losses, 69% arise from residential mortgage
loans to households, while the remaining 31% relate
to real estate-secured loans to non-financial corpora-
tions (NFCs).

The residential building stock is not materially exposed
to windstorm risk in any way that would have a sys-
temic impact on collateral values. Although the risk
of damage is higher for non-residential buildings, the
decline invalue of the majority of real estate properties
does not exceed 1% of their total value. Furthermore,
corporate loans are typically backed by multiple col-
lateral assets. As a result, only a small number of loans
exceed the loss threshold of a 20% decline in the total
collateral value.

To capture, to the extent possible, the indirect loss-
es arising from windstorms, it is assumed that, for
corporate borrowers, default on at least one real

% A collateral object may include multiple buildings, including both
residential and non-residential ones (e.g. a private house with a
garage, shed, or greenhouse). If at least one residential building is
included, the entire collateral value is allocated to residential buildings.
There may be cases where a real estate property consists of multiple
structures and only part of them is exposed to windstorm damage;
in such cases, the proportion of value loss for the real estate object
is calculated as a floor-area-weighted average across all buildings.
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estate-secured loan triggers default on all of the bor-
rower's remaining obligations, including both unsecured
loans and real estate-secured loans whose collateral
has not been directly affected by windstorm damage.
While the number of such loans is limited, the associ-
ated losses (EUR 2.8 million) exceed the direct losses
from mortgage loans by nearly an order of magnitude
(Chart 3.11).

Overall, the estimated storm-induced losses are
limited, amounting to approximately EUR 3.3 mil-
lion. They account for only 0.03% of banks' total
portfolio of resident real estate-secured loans (0.02%
of banks' total resident loan portfolio and 0.01% of
banks' total assets). Thus, the impact of windstorm
risk can be assessed as relatively immaterial, given
the conservative nature of the scenario.

Conclusions

The impact of windstorm risk can be assessed as
relatively®” immaterial: under the scenario con-
sidered, total losses would amount to only 0.03%
of banks' total portfolio of resident real estate-
secured loans and 0.01% of banks' total assets.

In the residential building segment, the number of build-
ings exposed to windstorm damage is negligible. This
is attributable to the modelled wind intensity and the
fact that the residential building stock is predominantly
constructed of brick or concrete-equivalent materi-
als, which would not be significantly affected by the
respective wind intensity. Although the results are
affected by nuances in wind intensity modelling, and
and in some locations wind gusts may occasionally
be stronger and affect even more resilient buildings,
an assessment of Latvian residential buildings as a
whole allows to conclude that the residential housing
stock is not materially exposed to windstorm risk
in a way that would lead to a significant systemic
impact on collateral values.

Meanwhile, non-residential buildings comprise a
much broader range of structures, including many
outbuildings and auxiliary structures (including very
small facilities like guard huts, greenhouses, and
wooden sheds), whose construction materials are is
significantly more vulnerable to windstorm damage.

7 For comparison, losses estimated in the 2023 flood risk assessment
amounted to 0.1% of banks' total assets, whereas losses projected in
the 2026 macroeconomic stress test reached 3.3% (see the Section
"Credit risk and market risk shock absorption capacity stress tests").

Chart3.11

Potential windstorm-related losses in the banking
sector (as a percentage of the total banking sector
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Accordingly, the number of non-residential buildings
exposed to damage is larger. However, given that such
small structures often account for only a minor share
of the total floor area within a real estate property, the
group of non-residential buildings exposed to damage
alsoincludes a substantial number of collateral items
for which the proportion of value loss in the real es-
tate property is negligible (below 1% of its total value).

As corporate loans are typically secured by multiple
collateral items, the total direct losses from windstorm
damage remain low. Although indirect losses arising
from other loans to affected corporate borrowers are
higher than direct losses, they are also limited.

The accuracy of the loss estimates could be further
improved by identifying the location®® of the main
production facilities of borrower companies.

% Data on the location of companies' main production facilities
are not available to Latvijas Banka.
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4. Macroprudential policy

Prepared by Dace AntuZa

Latvijas Banka's macroprudential policy stance is
aligned with its assessment of financial stability
risks and the resilience of the financial sector. As
part of a positive neutral CCyB approach, the CCyB
rate further strengthens credit institutions' resil-
ience and creates macroprudential space, which is
particularly important amid heightened external
uncertainty. In 2025, Latvijas Banka reviewed its
analytical framework for identifying O-Slls and
for calibrating the O-SlI capital buffer rate. This
enables a more appropriate identification and des-
ignation as O-SlIs of those institutions that are
systemically important to the Latvian economy
(the number of O-Slis has decreased from five to
three institutions), as well as a broader application
of proportionality in the supervision and resolution
of financial market participants. Borrower-based
measures enforce sustainable lending standards.

Overall, Latvijas Banka's macroprudential policy
is aimed at maintaining resilience. This policyisin
line with the ECB Governing Council statement on
macroprudential policies of 7 July 2025, in which the
ECB indicated that, in light of geopolitical and macro-
financial uncertainties, maintaining the resilience of
the banking sector remains the primary objective of
macroprudential policy. Accordingly, Member States
are encouraged to maintain existing capital buffer
requirements, while those with lower levels of effec-
tively usable capital buffers are advised to strengthen
them. Atargeted review of capital buffer rates is pos-
sible if sufficient macroprudential space is preserved.
Borrower-based measures should be maintained,
while Member States that have not yet introduced
such measures are encouraged to implement them
as permanent structural safeguards.

As part of a positive neutral CCyB approach, the 1%
CCyB rate requirement took effect on 18 June 2025%°.
According to this approach', the CCyB rate is main-
tained at a positive base level of 1%. This already applies

% 0On 18 December 2023, Latvijas Banka decided to startimplementing
a positive neutral CCyB approach and gradually increase the CCyB rate
(General Administrative Act No 444/10 of Latvijas Banka "On setting
the countercyclical capital buffer rate for exposures to residents of
the Republic of Latvia at 1%" of 18 December 2023).

100 | atvijas Banka's approach to the application of the countercyclical
capital buffer rate.

Chart 4.1
Composite cyclical risk indicator
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Credit Register, financial accounts data, and MFl interest rate statis-
tics), and its calculations.

under standard risk conditions or at the neutral stage
of the financial cycle when the cyclical systemic risk
is neither elevated nor significantly low. In the event
of increasing cyclical systemic risk, the CCyB rate is
raised proportionately to its intensity, starting from
a baserate.

According to Latvijas Banka's assessment, the cyc-
lical risk is gradually increasing; at this stage,
however, the CCyB cyc-lical component should
not be increased. In the fourth quarter of 2025, the
CCRIreached 6.5 points (1.3 points higher than a year
earlier) and remained within the medium-risk range
(Chart 4.1). The increase in the CCRI was driven by
growth in lending and housing prices. Lending activity
was supported by the materialisation of the pent-up
demand as interest rates became more attractive, as
well as by stronger economic growth. However, the
recovery in lending is taking place from a persistently
low base and is partly influenced, among other things,
by the temporary solidarity contribution. It cannot be
ruled out that lending growth may moderate once the
period of application of the solidarity contribution
has ended. Moreover, further lending and economic
development may be constrained by external factors,
including the ongoing war in the Middle East and other
geopolitical risks. The credit-to-GDP ratio of the private
non-financial sector remains low, while the financial
resilience of borrowers remains good. Banks' balance
sheet resilience indicators - capitalisation, profitability,
and asset quality - are also very strong. The real estate
market as a whole is in a phase of moderate growth.
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In 2025, Latvijas Banka reviewed and enhanced
its analytical framework for identifying and des-
ignating O-Slis and for calibrating the O-SlI capital
buffer rate (Appendix 4 "Latvijas Banka has reviewed
its analytical framework for identifying and designating
0-SlIs and for setting the O-Sl capital buffer rate). The
O-Sllidentification methodology has been refined to
better reflect the specific characteristics of countries
with relatively smaller financial sectors and to reduce
the sensitivity of the methodology to individual sys-
temically insignificant financial transactions of credit
institutions, which, in the context of a small financial
market, may have a disproportionately large impact
on assessment results.

In accordance with Latvijas Banka's new approach,
the 10 000 basis points used in the O-Sll identification
calculation, as recommended in the EBA Guidelines'™
and allocated for the distribution of systemic impor-
tance scores among banks, are weighted (normalised)
using a coefficient derived from a ratio of the Latvian
banking sector assets-to-GDP ratio to the EU average.'®
Latvijas Banka considers that the normalised total
number of basis points allows for a more appropriate
identification of systemically important institutions
in the Latvian financial sector.

On 15 December 2025, Latvijas Banka identified and
designated three institutions - Swedbank Baltics AS'®,
AS SEB banka, and AS Citadele banka - as O-Slls.
AS Rietumu Banka and BluOr Bank AS are no longer
identified and designated as O-Slls. The effect of no
longer applying O-SlI requirements to these two in-
stitutions amounts to 0.06% of the banking sector's
TREA and does not reduce the overall resilience of
the banking sector.

The improvement of the O-Sll identification and des-
ignation methodology enables:

+ abetter alignment of the practical implementation

101 EBA Guidelines (EBA/GL/2014/10) of 16 December 2014 EBA
Guidelines (EBA/GL/2014/10) of 16 December 2014 on the criteria
to determine the conditions of application of Article 131(3) of
Directive 2013/36/EU (CRD) in relation to the assessment of other
systemically important institutions (O-Slls).

192 The number of points of the systemic importance score of Latvian
credit institutions was normalised by multiplying the 10 000 points
specified in the EBA Guidelines by a coefficient of 45.9%, calculated
as the ratio of Latvia's financial sector assets-to-GDP ratio to the
corresponding EU average (Eurostat data for 2024). As a result, the
aggregate normalised systemic importance score of all Latvian credit
institutions amounts to 4589 points.

13 The O-SlI capital buffer requirement applies to Swedbank Baltics AS
atthe level of the prudential consolidation group, and to Swedbank AS
at the sub-consolidated and individual levels.

Chart4.2

The capital requirements for Latvian credit
institutions and their voluntary capital buffers (%
of TREA)
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Source: Latvijas Banka (COREP data) and its calculations.
of the EU regulatory framework with the specific
characteristics of Latvia's financial system;

+ theidentification and designation as O-Slls of only
those credit institutions that are systemically im-
portant to the Latvian economy;

« thesimplification of regulation where appropriate,
without reducing the overall level of resilience of
the financial system, while providing additional
scope for a broader application of proportional-
ity in the supervision and resolution of financial
market participants.

In 2025, Latvijas Banka also changed the methodology
for setting the O-SlI capital buffer rate, transition-
ing from the model of equal expected impact to
an interval approach. Most other EU countries have
adopted this approach, and it offers greater transpar-
ency and comparability across EU countries.

Taking into account changes in the relative systemic
importance of credit institutions, as well as the revision
of the methodology for setting the O-Sll capital buffer
rate, AS SEB banka and AS Citadele banka have
been subject, since 22 December 2025, to an O-Sl|
capital buffer rate that is 0.25 percentage points
lower (1.50% and 1.25% respectively), while for
Swedbank Baltics AS (and, at the individual level,
for Swedbank AS) it has remained at 2.0% of TREA.

The range of macroprudential measures in place in
Latviais summarised in Table 4.1, while the set of capital
requirements is shown in Chart 4.2.
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Borrower-based measures remain unchanged.
Data from the Credit Register of Latvijas Banka on
the maturity, LTV, DSTI and DTl breakdown of new
housing loans indicate that the overall trends in credit
institutions' lending standards have remained broadly
unchanged. Maturities on new housing loans have
been gradually increasing; however, the pace of in-
crease has slowed compared with the period of elevated
interest rates. In 2025, the average maturity of new
housing loans was 21.9 years (Chart 4.3).

Data on DSTI and DTl values at the individual loan
level that have been available in the Credit Register
of Latvijas Banka since November 2025 indicate that
housing loans are being granted at rather prudent
DSTI and DTl values - in the first quarter of 2026, the
average DSTI for new housing loans was 30.0%, while
the average DTI was 3.8. The share of loans with a
DSTI value exceeding 45% in new housing loans stood
below 1%, while the share of loans with a DTI value
exceeding 8 stood below 0.3% (Chart 4.4).

At the same time, the distribution of LTV values
shows an increasing share of loans with higher
LTV values. In 2025, the average LTV value for new
housing loans was 79.9%, and one third of new hous-
ing loans had an LTV ratio above 90%. Changes in the
distribution of LTV values continue to correlate with
the intensity of state support programme usage for
house purchase'®. The share of loans granted in 2025
under the state support programme in new housing
loans reached 46.9% (Chart 4.5).

The implementation of macroprudential policy in
Latvia and other Member States is taking place
against the backdrop of an increasingly active debate
on the simplification of EU banking regulation. The
EC has launched a consultation on the competitive-
ness of the EU banking sector and the single market.
Inlate 2025, the ECB High-Level Task Force published
areportsetting out proposals for regulatory changes.

Since the middle of 2025, macroprudential decisions
in other EEA countries have primarily involved in-
creases in the CCyB rate (e.g. in Croatia, Bulgaria, and
Belgium) and revisions to borrower-based measures.
These included the introduction of LTV and DTI limits
for buy-to-let housing loans in Czechia; the relaxation

104 The maximum LTV value for loans secured by a mortgage on real
estate and a state guarantee in accordance with the Law on Assistance
in Solving Apartment Matters is set at 95%.

Chart4.3
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Chart4.5

LTV breakdown of new housing loans and share of
loans granted under the state support programme
in new housing loans (%)
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of the LTV limit and the review of loan amortisation
requirements in Sweden; revisions to certain aspects
of the DSTI limit and the differentiation of the LTV

borrowers in Lithuania; an increase in the LTV limit and
in the tolerance margin for borrower-based measures
in Iceland; and refinements to the borrower-based

requirement between first-time and repeat mortgage

Table 4.1

The macroprudential policy measures that are currently in place in Latvia

measures framework in Hungary.

Measure

Rate

Effective and decision dates

Countercyclical capital buffer; CCyB

1%

18.06.2025
(decision taken on 18.12.2023)

O-Sll (other systemically important
institutions) capital buffer

Swedbank Baltics AS - 2%
Swedbank AS - 2%

AS SEB banka - 1.50%

AS Citadele banka - 1.25%

22.10.2025
(decision taken on 15.12.2025)
Reviewed on an annual basis

Loan-to-value (LTV) ratio

90% for all consumer credits exceeding
100 minimum wages and secured by a
mortgage on real estate

12.06.2007
(amendments to the law were
adopted on 17.05.2007)

95% for loans secured by a mortgage

) 25.09.2014
on real estate and a state guarantee in
. ) ) (amendments to the law were
accordance with the Law on Assistance in adopted on 18.09.2014)
Solving Apartment Matters P T
P . -
70% for buy-to-let housing loans or other 01.06.2020

housing loans generating income*

Debt service-to-income

(DSTI) (the total monthly amount of loan
payments to financial institutions to the
borrower's monthly netincome)*

40%

45% for loans for the purchase of energy
efficient housing

Debt-to-income (DTI) ratio*

6 times
8 times to loans issued for the purchase of
energy efficient housing

Loan maturity limits*

30years for mortgage loans
7 years for consumer credits

(regulatory amendments were
adopted on 27.11.2019)

(regulatory amendments in-
troducing higher DSTI and DTI
limits for loans granted for the
purchase of energy-efficient
housing were adopted on
18.12.2023 and took effect as
of 01.01.2024)

*the tolerance margin may not exceed 10% of new loans granted to natural persons in a given quarter.
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5. Developments and risks in the non-bank

financial sector

Prepared by Karlis LoCmelis and Kristine Petrovska

In 2026, against the backdrop of elevated uncer-
tainty and the war in the Middle East, weak eco-
nomic growth and expected inflation will present
further challenges for savings service providers
and for the profitability of the non-life insurance
sector. High costs further strain the sustainability
of investment firms' business. Divergence between
the supervision of the crypto-industry in the EU
and the rest of the world, closer ties between the
crypto-industry and the financial sector, as well
as consumer optimism regarding crypto-assets
may create vulnerabilities to financial stability
in the future.

In 2025, the non-bank financial sector experienced
moderate growth. The assets of this sector increased
overall by 11.2% compared to 16.7% in 2024 (Chart 5.1).
Higher contributions to pension funds, increased op-
timism in financial markets driven by developments
in Al, and rising yields contributed to the growth of
the non-bank savings service sub-sectors. In 2025,
the assets of the non-bank consumer credit service
providers increased by 3.4%, while those of financial
leasing companies decreased by 5.8% (for more in-
formation, see the Section "Lending development").

Investments by the Latvian credit institution sector
in the non-bank financial sector remain moderate.
According to Latvijas Banka's financial accounts statis-
tics, in 2025 the assets of the participants of Latvia's
non-bank financial sector accounted for 12.4% of the
total assets in the structure of assets of credit institu-
tions (10.5% in 2024), while their liabilities made up
10.8% of the total liabilities (10.5% in 2024)%,

The continuity in the availability of non-bank finan-
cial sector services in Latvia's financial system is

105 Although credit institutions have limited exposures to the non-
bank sectors in their consolidated assets, they own the majority of
pension managers and financial leasing companies. While credit
institutions have limited direct exposure to the risk of a decline in the
value of the non-bank financial sector's assets - since this sector does
not represent a significant share of the credit institutions' income -
the profitability of the non-bank financial sector still affects them
indirectly.

Chart 5.1

Assets of the non-bank financial sector by sub-
sector (billion euro) and in relation to credit
institutions' assets (%)
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high, since the exit of a market participant would be
offset by other participants providing similar services
necessary for the functioning of the financial system,
as market concentration is relatively low. The role of
Latvia's non-bank financial sector in the financial in-
dustry and economy remains considerably less sig-
nificant compared to other euro area countries. This
is primarily due to the low level of long-term savings of
the population, as Latvians have accumulated savings
over a shorter period compared to many other euro
area countries. Nevertheless, household investment
has continued to grow in recent years, including in
riskier assets such as securitised credit claims placed
with investment firms. However, the average financial
literacy of the Latvian population and companies (which,
for the population, is below the OECD average'®) is
also animportant consideration.

1% For Latvia, 59 points on a 100-point scale, OECD average of
63 points. See OECD (2023), OECD/INFE 2023 International Survey of
Adult Financial Literacy, OECD Business and Finance Policy Papers,
No 39, OECD Publishing, Paris.
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Savings service providers

Household savings for retirement purposes account
for the largest share of the non-bank financial sec-
tor's assets. At the end of 2025, the funds accumulated
under the state funded pension scheme amounted
to 53.4%, while the assets of the 3rd pillar pension
scheme made up 6.2% of the total assets of the non-
bank financial sector.

2025 was a volatile year for stock markets. The
main fluctuations were driven by US trade policy
and tariffs announced by the US administration.
The US government reduced tariffs during the year.
This, together with other factors, allowed stock prices
to recover andrise. In 2025, the returns on investment
plans of the state funded pension scheme and private
pension plans reached 5.86% and 5.42% respectively.

Global uncertainty across a number of key areas will
continue to have a significant impact on the global
economy and the returns on pension investments.
Potential trade tensions, de-globalisation, increased
investment in defence, concerns about the sustainability
of sovereign debt, military conflicts, and other factors
may significantly alter the level of investment risk,
reprice risk premiums, change the level of benchmark
rates, and reduce the value of investments.

The ongoing war in the Middle East caused an energy
price shock. Such an energy price shock simulta-
neously increases the risk of both recession and
inflation and creates a particularly unfavourable
environment in financial markets, where the stock
price risk is difficult to diversify with bonds and
vice versa.

Atthe beginning of 2026, the discussion on the intro-
duction of voluntary participation in the state funded
pension scheme was re-launched in Latvia. Such a deci-
sion would substantially increase the risk of poverty
among the population in old age, the long-term risk of
poverty in the country, as well as economic inequality
in society. This, in turn, would increase public social
expenditure and, consequently, also the tax burden
required to finance it. In the short term, this would
contribute to anincrease in inflation, which would, in
turn, adversely affect the purchasing power of all sav-
ings. The withdrawal of funds from the state funded
pension scheme would also increase economic imbal-
ances due to faster consumption growth followed by
a slowdown in economic activity.

Insurance corporations

The recovery in the purchasing power of the
economy and consumers supported the de-
velopment of the insurance sector. Although
in 2025 the solvency capital ratio (SCR)"’ of
insurance corporations slightly decreased, it
remains high and provides a buffer for insur-
ance corporations to adjust to higher inflation
and financial market volatility caused by the
war in the Middle East.

In 2025, the recovery in economic growth, improv-
ing household wealth, as well as favourable financial
market conditions allowed insurance corporations to
achieve positive returns on both assets and invest-
ments'%® (Table 5.1).

Table 5.1
Key indicators of insurance corporations

Indicator 2023 |2024 | 2025

Assets (million euro) 1546.1|1715.8|1829.8
ROA of life insurers (%) 0.8 2.2 2.0
ROA of non-life insurers (%) 49 49 4.5
ROE of life insurers (%) 53| 16.3 14.8
ROE of non-life insurers (%) 17.5 16.8 15.7
iF:estl:.Jrr(:rso?(%:;westments of life 5.0 55 3.0

Source: Latvijas Banka's supervisory statistics and calculations.

Life insurance premiums written saw moderate growth
in 2025, increasing by 7.5% compared to 2024 (Chart 5.2,
panel (a)). By comparison, life insurance premiums writ-
teninthe EEArose by an average of 5.7% in the first half
of 2025'%, Life annuities as a pension product remain
unattractive from the consumer perspective, and the
volume of their premiums declined by 4% compared
to 2024. At the same time, life insurance premiums

197 The available ratio of equity to the solvency capital requirement.
The calculation of the solvency capital requirement is based on the
assessment of all the risks an insurance corporation is exposed to,
including the assessment of the insurance underwriting risk, market
risk, credit risk, and operational risk. Each risk module is calibrated
according to the VaR method, using a 99.5% confidence level over
a one-year time horizon; see Latvijas Banka's Regulation No 376
"Regulation on calculating the insolvency capital requirement and
own funds of insurance undertakings, reinsurance undertakings and
branches of foreign insurance undertakings".

1% Investments are all financial assets controlled by an insurer that
qualify as financial instruments and are used to cover liabilities,
generate income, and manage risk, regardless of whether the
investment risk is borne by the insurer or the policyholder.

1% Financial Stability Report, European Insurance and Occupational
Pensions Authority, 15 December 2025.
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exceed claims by 47% on average (with the exception of
life insurance with savings, where claims are 1.4 times
higher than premiums written). The potential impact
of the war in the Middle East on the life insurance sec-
toris likely to materialise primarily through a decline
in the value of investments. These consequences will
primarily affect life insurance customers, while the
profitability of life insurance corporations themselves
will be affected to a lesser extent.

In 2025, the amount of non-life insurance premiums
written continued to increase (by 10.5%; Chart5.2,
panel (b)), as higher costs continued to be passed on
to consumers. In 2025, property insurance premiums
continued to grow rapidly (by 28%) due to both the
revaluation of coverage amounts and the pricing-in
of flood risk following the July 2024 floods. Transport-
related insurance stagnated in Latvia (declining by 1%
compared to 2024), while increasing by 23% abroad.

The potential impact of the war in the Middle East
on the non-life insurance sector may take the form
of higher insurance claims if driven by higher infla-
tion-related restoration costs, as well as a decline
in the value of the investment portfolio.

The non-life insurance sector is negatively and directly
affected by climate change and natural catastrophes.
Although the insurance protection gap in Latvia, as
currently assessed by EIOPA, is lower than its histori-
cal average, it remains higher than the current EEA
average'®. This is partly due to low property insur-
ance coverage levels, with only 31% of the Latvian
population having housing insurance, according to
Eurobarometer data™".

"0 For EEA floods, the current insurance protection gap is estimated
at 1.5 (on a 5-point scale), while for Latvia it is 2 (historically 2.5 for
Latvia). EIOPA notes that scores below 3 indicate an insignificant
gap. However, unlike the EEA, where historically 20% of losses have
been insured, Latvia's data show that only 7% of losses have been
insured. This reduces risks for insurers but exerts pressure on
national and local budgets. Dashboard on insurance protection gap for
natural catastrophes, European Insurance and Occupational Pensions
Authority, 5 December 2025.

" Latvia: Flash Eurobarometer Consumer trends in insurance services,
European Insurance and Occupational Pensions Authority.

Chart5.2

Annual premiums written by Latvian
insurance corporations and branches of
foreign insurance corporations™? (million euro)
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Cross-border activities areimportant to Latvian insurance
corporations, as is the case for insurance corporations
in other small markets, since they help diversify and
manage risks and promote profitability. In 2025, the
share of non-life insurance premiums written abroad
in the total amount of premiums written was 37.3% (a
year-on-year increase of 3.8 percentage points), while
that of life insurance premiums written abroad made
up 35.2%, reflecting a rise of 1.8 percentage points.

According to EIOPA's assessment, the main systemic
risks for the insurance sector at the EU level in-
clude weak economic growth, fiscal sustainability
at the national level, geopolitical tensions, the risk
of investment revaluation (including in less liquid

"2 Premiums written abroad include both premiums written
by foreign branches of Latvian insurance corporations and
those written according to the principle of freedom to provide
services.
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assets), cyber risk, and the insurance underwriting
profitability risk''> ",

The ability of Latvian insurance corporations to
absorb potential shocks remains good, as their sol-
vency capital ratios remain high (Chart 5.3), with
none of the insurance corporations using exemptions
under the regulation’ to improve the solvency capital
ratios. In addition, the share of capital in assets reached
13.5% for life insurance corporations and 28.8% for
non-life insurance corporations at the end of 2025.

Therisks, particularly those related to climate ca-
tastrophes, are alleviated by using reinsurance. In
2025, the proportion of reinsurance in gross premiums
written averaged 13% in non-life insurance and 1.9% in
life insurance™. In the longer term, the availability of
reinsurance for Latvia as a small market may become
increasingly challenging (and costly), especially if in-
vestments in climate change adaptation are not made.

Investment firms offering securitised credit
claims (investment platforms)

The value of assets managed by investment firms'"’
amounts to EUR 844.3 million, representing a year-on-
yearincrease of 25.1%. The growth was supported by
profitability, investor demand, and the financing needs
of lenders using these platforms. However, in 2026, the
negative sentiment and uncertainty in financial markets
may deter investors from reinvesting in alternative,
high-risk investments offered by Latvian investment
firms. While investment platforms continue to rapidly
scale up their business and increase the diversification
of theirincome sources, high personnel costs, among

"3 The insurance underwriting profitability risk refers to the
risk that an insurer sets premiums improperly, resulting in
compensation payouts exceeding the premiums written.
For example, inflation is leading to an unpredictable rise in
the compensation costs, while the revision of premiums is
constrained by competition and the duration of the contracts
concluded.

"4 Financial Stability Report, European Insurance and Occupational
Pensions Authority, 15 December 2025.

"5 Exemptions cover, for example, the long-term guarantee
assessment and the term premium applied to the long-term risk-
free interest rate used to discount the technical reserves. These
exemptions are frequently used by insurers in Germany and, to a
lesser extent, in France. For more information, see Use of limitations
and exemptions in Solvency Il reporting in the EEA, European Insurance
and Occupational Pensions Authority , October 2025.

16 The low proportion of reinsurance in life insurance is attributable
to the fact that investment risks are primarily borne by the insured
person rather than the insurance corporation.

"7 The section only covers those investment firms that are investment
platforms, given that they account for 99.7% of the total assets
managed by all investment firms.

Chart5.3
Solvency capital ratio of Latvian and EEA insurance
corporations (%)
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Chart5.4

Country breakdown of the initial credit risk of
securitised credit claims at the end of 2023-2025
(million euro)
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of financial vehicle corporations.

other factors, continue to weigh on business profit-
ability: the average return on equity of the investment
firm sector remained negative in 2025 (-30.8%; -22.9%
in 2024). High costs pose additional challenges to the
business sustainability of a sector that is already de-
pendent on economic and financial cycles.

Securities from Latvia, Kazakhstan, Ireland, Mexico,
and Spain account for the largest share of credit
claims (loans) securitised in Latvia (Chart 5.4). The
majority (64.6%) of securitised loans are consumer
loans to households. In addition to the risk of not fully
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recovering investments, there is also a risk arising
from the unpredictability of the consumer protection
framework in the countries of origin of individual credit
claims.

The quality of securitised loans is gradually de-
clining. At the end of 2025, 10.5% of the outstanding
securitised loan portfolio was more than 30 days past
due (7.0% at the end of 2024). Of the loans past due
over 30 days, 45.7% did not have a buyback guarantee
provided by the original lender (30.5% at the end of
2024). Investors should assess the limited likelihood of
fully recovering their initial -if, for example, the original
borrowers face significant solvency problems during a
downturnin the economic cycle, this may subsequently
lead to solvency problems for the original lender that
issued the guarantee.

The high investment risk of securitised credit claims
stems from their exposure to a broad range of risks:
the guarantee risk, the liquidity risk, the credit risk,
therisk of legal loopholes, particularly in cross-border
(non-EU) activities, the currency risk, the servicer risk
related to the management of the securitised loan
portfolio, and the originate-to-distribute risk. The
sanctions risk also cannot be ruled out.

In Latvia, securitised credit claims have been ac-
quired mainly'® by private (household) investors
from Germany, Latvia, Spain, Czechia, and the
Netherlands (the concentration of investors from
these five largest investor countries accounted for
64.6% of the total outstanding amount at the end of
2025). The high concentration of investors has remained
unchanged in recent years. If the sentiment of inves-
torsin a particular country shifts, it poses a potential
vulnerability to the business model of the platforms.

Crypto-assets

Latvian households moderately increased their
transfers to crypto-asset wallets, following the
growth of the crypto-asset market in 2025. As
crypto-asset companies expand globally, their
integration into the traditional financial system
is becoming increasingly pronounced.

Data from a survey conducted in February 2026 show
that the share of people investing in crypto-assets is

"8 Households hold 84% of the investment portfolio (data as at the
end of 2025).

Chart5.5

Payments made with payment cards issued by
Latvian credit institutions by country of the crypto-
wallet holder's account (amount; million euro)
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stable (8%)"°. The continued popularity is driven both
by the new US government's initially positive stance
on crypto-assets, including the adoption of stablecoin
regulation, which contributed to an increase in their
market capitalisation, and by the entry into force of
the EU Regulation on crypto-assets and the provision
of a new supervisory framework for the EU market.

This is also reflected in the data on payments made by
Latvia's residents to holders of crypto-asset wallets
with payment cards issued-by Latvian credit institu-
tions', In 2025, the total value of such payments was
11.3% higher than in 2024, reaching EUR 51.2 million
(Chart5.5). The share of on-site payments remains low
(1.6%), suggesting that the use of crypto-asset ATMs is
not popular in Latvia. The average payment amount
also continues to decline: 50% of payments are up to
EURS50 (EUR 60 in 2024), while 77% are up to EUR 100.

Monitoring the extent to which households and other
Latvian economic sectors invest in crypto-assets

"9 Data from a survey conducted by Latvijas Banka and SIA Latvijas
Fakti (9% in 2025). Investments are made primarily by young people
with higher incomes.

120 For more information on the methodology and calculations, see

K. Petrovska's article entitled "Prevalence of crypto-assets in Latvia:

the first steps of evaluation", www.macroeconomics.lv, 30.12.2021.
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through financial instruments'' - such as exchange
traded funds and other types of securities - allows for
the assessment of links between traditional financial
markets and high-risk assets. Such links may amplify
the transmission of volatility to the financial system
and influence the behaviour of investors, particularly
in the event of rapid market adjustments.

Although such investments are becoming increasingly
popularin Latvia, including in the non-bank financial
sector, their balance remained insignificant, reaching
EUR 8.5 million at the end of 2025 (Chart 5.6). The in-
crease is largely attributable to the non-bank financial
sector, including pension funds that track the composi-
tion of companies in the S&P 50072,

Amore detailed look at the investments suggests that
direct holdings of crypto-assets through trusts, shares
in crypto-asset mining companies, and investmentsin
other crypto-asset companies are the most common. It
is households that are more likely to choose to invest
through EU financial institutions: the outstanding
amount of investments stood at 55.2% at the end of
2025 (48.3% at the end of 2024), while other sectors
more frequently chose Latvian financial institutions.

Although the crypto-asset sector in Europe is becom-
ing more mature, Chainalysis estimates'? suggest that
the global volume of criminal proceeds continues to
increase, reaching USD 154 billion in 2025 (a 2.6-fold
increase) amid the growing prevalence of sanctions
and improved detection of fraudulent payments.

The mainrisks in the crypto-asset market includeill-
considered consumer investments in risky or fraudulent
assets, growing links between crypto-asset companies
and supervised financial sector participants, high con-
centration among service providers (leading to potential
abuse of market power), and involvement in money
laundering and other illegal activities.

2! For more information on the methodology, see K. Petrovska's
article entitled "How common are financial products that provide
investment in crypto-assets in Latvia?", www.macroeconomics.lv,
22.01.2025.

122 |n 2025, the S&P 500 included three companies from the crypto-
asset sector (Coinbase, Block and RobinHood). Pension fund strategies
include replicating the portfolio of S&P 500 companies.

12 Crypto Crime in 2025 Was Primarily Driven by 694% Surge in State-
Driven Sanctions Evasion Volume, chainanalysis.com, 5 March 2026.

Chart5.6

Investments by Latvian economic sectors through
EU™financial institutions in securities of crypto-
asset companies from 2022 to 2025 (balance; million
euro)
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124 Countries that identify Latvian investors: Latvia, Lithuania, Estonia,
Ireland, Luxembourg, Italy, Belgium, Croatia, Greece, Germany,
Portugal, Czechia, the Netherlands, Bulgaria, Finland, Slovenia,
Slovakia, and Spain.
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Appendix 1. Extraction of unstructured financial
data from appendices to annual reports with
artificial intelligence models

Prepared by Janis Strazdins

Latvijas Banka has developed a locally hosted, LLM-
based tool that automatically extracts deprecia-
tion and amortisation data from the appendices
to annual reports at the Register of Enterprises,
converting them into a single structured format
to be used for empirical analyses. It enables the
consistent calculation of EBITDA and the related
financial indicators, significantly expanding the
availability of detailed financial data to the en-
tire corporate sector and achieving more than 90%
accuracy during tests. The developed method is
scalable and enables the extraction of other un-
structured financial data, enhancing the use of the
information made public by companies in financial
stability analysis.

Why more detailed data are needed

During the last few years, approximately 36 000 com-
panies have been actively borrowingin Latvia. It means
that approximately 250 000 annual reports that contain
information on the financial standing and risk profile
of these companies can be potentially used for the
financial stability analysis (a large part has financial
indicators for time series analysis spanning several
years).

To assess the sector-specific credit risks of the economy
both in general and by company size groups and other
parameters, sufficiently detailed financial data are
required. They include various financial indicators (for
example, profitability, lever, and liquidity indicators)
and their development during various shock periods.
The aim is to improve the understanding of:

+ the ability of companies to generate sufficient cash
flow to cover their liabilities;

+ the sensitivity of companies to interest rate, cost,
and demand shocks as well as other economic
fluctuations, in particular, sector-specific changes.

Such analysis is traditionally based on regression models

and other empirical methods that require input data
that are as comprehensive as possible. However, the
structured financial data that are available in the stand-
ard section of the financial statements submitted by
companies to the State Revenue Service in the EDS
forms do not reflect significant information that is
included in appendices to annual reports.

The role of EBITDA and depreciation in
assessing credit risk

One of the practical examples that motivated the de-
velopment of the data extraction tool was the collec-
tion of data on the depreciation of the initial value of
long-term intangible assets and fixed assets of compa-
nies (amortisation). In most cases, depreciation is not
separately indicated in the standard P&Ls submitted
in the structured EDS format, and cash flow state-
ments that contain information on depreciation are
mandatory only for the largest companies. Currently,
these data, in a structured format, are available on
4.3 thousand companies, with annual reports of an-
other 32 000 companies available at the Register of
Enterprises, allowing for additional information to be
extracted. Though their absolute number is smaller,
the companies with available detailed information, i.e.
the largest companies, constitute 60% of the economi-
cally significant borrowers (62% of the total borrower
turnover and 66% of the total borrower assets in 2024).

To analyse credit risk, DSCR, ICR, and debt-to-EBITDA
ratios are important - EBITDA is one of the calculation
components, and its calculation requires information
on depreciation. Thus, the availability of depreciation
data is a pre-condition for the reliable calculation of
EBITDA in the entire corporate sector, comparison of
companies and sectors by relying on uniform criteria,
as well as the development of models that are more ac-
curatein predicting insolvency and credit risk increases.

Depreciation items are often detailed in the appendices
to annual reports, in fixed asset and intangible asset
movement tables, segments, or explanatory notes that
are not available in the standardised EDS structure.

60



FINANCIAL STABILITY REPORT ¢ 2026

Structured and unstructured data: a
challenge and an opportunity

In the Latvian practice, annual reports of companies
consist of two conceptually different types of information.

1. Structured data: P&Ls, balance sheets, and, occa-
sionally, cash flow statements. In the EDS environ-
ment, these data are submitted in standardised
forms: numbers in fixed columns and formats, one
structure for all companies.

2. Unstructured information: appendices to annual
reports and explanatory notes that may contain:

+ freelyworded text (a description prepared by the
management, an accountant, or a financial director);

+ tables with different structures (for example, on
asset movements, segment data, maturity struc-
ture of loans, etc.);

+ information on depreciation and other important
indicators - not in the number fields, but in the
text, explanations, or alternative tables.

Moreover, the technical format of these documents
varies: e-documents, PDFs, archives (ZIP), and occa-
sionally scanned images. This hinders the automated
large-scale extraction of data. The latest Al tools can
help in this procedure. Additionally, LLMs are able to
process:

+ freely composed text with varied structure;

+ tables and descriptions, whose form differs from
one company to another;

+ documents in various formats (by combining the
recognition of optical characters (OCR) with se-
mantic understanding).

This gives an opportunity to systematically and au-
tomatically extract unstructured financial data from
alarge number of annual reports.

Solution: an LLM-based data extraction
tool to identify depreciation

The tool developed at Latvijas Banka is the first step
towards more extensive use of unstructured financial
data in analysing financial stability. To prepare the
foundation for the automatic extraction of financial
indicators, testing the practical efficiency of the LLM
technology, and assessing the ability to adjust this
tool to large-scale data processing, during its initial
stage, the project focussed on one significant data
item - depreciation.

The underlying concept and steps in this method:

+ reading of documents from publicly available data
bases;

+ extraction of text and tables from various formats
with OCR and structuring algorithms;

+ use of LLM to semantically identify depreciation
and amortisation indicators irrespective of their
specific formatting;

+ generation of structured outputs (for example, in
JSON) that can be directly used during the empiri-
cal analysis.

The solution is based on an LLM hosted in the cloud
service provided by Azure and used by Latvijas Banka
(modified GPT type model) that is adjusted to the de-
preciation identification task by means of examples
and special prompts.

Technical process: from the Register of
Enterprises API to structured data

To ensure the repeatability and scalability of the process,
asingle technical data flow was developed (Chart A1.1).

ChartA1.1
Schematic diagram of the process
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LMM processing

1. Reading data from the Register of Enterprises API:
+ open data provided by the Register and software
APl were used;

+ annual reports of respective companies were ac-
quired in their original formats (eDoc, PDF, ZIP, etc.).

2. Technical processing of documents and OCR

+ ifthe documentis available as text, it is converted
into structured Markdown, maintaining the struc-
ture, headers, and sections;

+ ifthe documentis animage (scanned documents),
OCRis used to produce a machine-readable text.

3. Useof LLM tointerpret unstructured information:
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a) an LLM hosted in the cloud service provided by
Azure and used by Latvijas Banka (modified ChatGPT,
model 5.1) was deployed.

b) the model was fed structured document content
(text and tables in Markdown);

¢) the modelwas instructed by means of a specialised
task description;

i) depreciation and amortisation items were iden-
tified;

i) they were identified in various potential loca-
tions (P&L explanations, asset movement tables,
intangible asset tables, sections of appendices,
etc.);

iii) if these data were not directly marked but could
be inferred from the structure of a table, there
was an attempt to consolidate them and solve
various potential nuances (numbers indicated
in thousands, numbers to be summed).

4. Structuring and saving the outputs:
d) LLM outputs are generated in standardized JSON
and include:
i) theidentified amount of depreciation (or amounts
if categorisation is required);
ii) financial year of the data;
i) a reference (section, page, table) to enable
manual verification by an analyst, if needed;

e) dataarestored inthe data warehouses of Latvijas
Banka, supporting their further use in subsequent
analyses (for example, in models, aggregations,
statistical reports).

5. Testing and accuracy
To assess the reliability of the developed tool several
testing stages were completed.

+ Comparison with cases, when depreciation is known:

o large companies that have clearly stated deprecia-
tion in their public cash flow reports were used;

o LLM outputs were compared with the manually
verified data.
+ Random selection tests:

o0 arandom selection of companies was made from
various sectors and size groups;

o depreciation data were manually reviewed and
compared with the information extracted by the
LLM.

In both testing directions, the achieved accuracy was

above 90%, i.e.:

+ approximately 94% in the random test;

+ approximately 93% in the company test.

In addition, the accuracy was assessed by calculat-
ing the approximate accuracy of the achievable final
indicator (DSCR) by economic sectors. A selection of
known depreciation items was used for the calculation,
as a larger number was needed to have a sufficient
number of observations in the largest sectors. The
accuracy of this method in sectors with at least 10
observations was 94% (when calculating the secto-
ral weighted average and weighting by the value of
liabilities) and 97% (when calculating the arithmetic
average in sectors). This level of accuracy allows for
the practical use of this tool in macro-level analysis,
where a small number of individual deviations do not
significantly change the results collected.

Benefits for the financial stability analysis
and opportunities for further development

The developed tool allows users to practically achieve
the above objective - to use more detailed financial data
to eliminate credit risk in the entire corporate sector.

Itisimportant that the tool can be conceptually scaled,
and the depreciation data are just the first example.
Technologically, a similar approach can be used to extract
other data from appendices to financial statements
- these data cannot be acquired elsewhere without
additional resources. Thus, LLM-based methods give
an opportunity to use information that companies
already publish in annual reports more comprehen-
sively - until now, this information was almost never
available for large-scale quantitative analysis.

This project became possible mostly due to the Register
of Enterprises opening the data. It allowed these data
to be used with high added value, and the software
interfaces provided by the Register and the approach
to annual reports allowed for the data to be extracted
efficiently.

Latvijas Banka will continue to improve LLM-based
methods for processing unstructured data to improve
the risk assessment of the financial sector and the
corporate sector, strengthening financial stability in
Latvia.
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Appendix 2. Assessment of long-term effects of
capital requirements change on GDP

Prepared by Velga Ozolina and lize Vilka

Latvijas Banka has assessed the long-term effects
of changes in capital requirements on GDP. It dem-
onstrates that in standard risk conditions the long-
term benefits of increasing capital requirements
are, on average, four times higher than the related
initial implementation costs. Furthermore, during
the capital risk build-up phase, there is a positive
long-term impact on GDP development.

In addition, it was concluded that the optimum level
of T1 capital requirements for Latvian banks that
would ensure a balance between risk mitigation
and capital costs is approximately 15-16%. At the
end of 2025, no Latvian bank had a prescribed Tier
1 capital requirement exceeding 15%. This means
that the further increase of releasable capital buff-
ers could provide additional long-term benefits
for the economy.

Bank capital buffers are similar to a safety net, es-
tablished to absorb losses. In 2020, with the onset
of COVID-19, most countries with CCyB requirements
either decreased the rate or waived entirely to prevent
a decline in lending and to boost lender confidence.
This was the first such case since the creation of these
requirements that clearly demonstrated the poten-
tial of releasable capital buffers during crises'®. Since
June 2025, Latvia has also introduced a 1% CCyB rate
that can be released during a crisis.

The study mostly focussed on two issues:

1) What is the optimum capital requirements level
for the Latvian banking sector to ensure that the
sector has a sufficient resilience buffer and that
the requirements do not have a negative effect
on long-term GDP growth?

2) What is the impact of changes in capital require-
ments on GDP growth in various phases of the
financial cycle?

25 At the beginning of the COVID-19 pandemic, some national
supervisors also reduced the systemic risk buffer and the O-SlI
capital buffer. For its part the ECB allowed the credit institutions
under its supervision to use the capital conservation buffer and
Pillar 2 Guidance to absorb potential losses.

These questions are essential for further decisions
on the size of the CCyB rate and the adequacy of the
total amount of capitalization for the absorption of
potential shocks.

Assessment of the optimum capitalization's
level

The usefulness of increasing the capital requirements
is often analysed in the context of the optimum capi-
talization level for the bank sector. From the point of
view of regulatory institutions, this is a balance between
the objective of creating sufficient resilience buffers
and mitigating risks, while avoiding disproportionate
capital maintenance costs for the bank sector.

The optimum capital level can be assessed as the
net marginal benefit that is calculated by subtract-
ing the costs of increasing and maintaining the
capital level from long-term benefits. By applying
the Mcinerney et al. (2022)"?¢ approach, the net mar-
ginal benefit of increasing the capital requirements is
calculated according to the following equation:

NMB = (APTqpisis * COSterisis) — ACOStcapa

where NMB is the net marginal benefit, AP, is the
reduction of crisis probability, Cost,,;s;siS the potential
loss of GDP due to a crisis, while ACost s the decrease
in GDP growth attributable to banks maintaining higher
capital levels and, consequently, more expensive loans.
The first two terms in the equation represent marginal
benefits, while the third term - marginal costs.

To assess the probability of a crisis, crises probability
assessments from the Mclnerney et al. (2022) study that
apply to small, open economies and countries with a
high ratio of foreign direct investments were used. The
crisis probability assessment that is the most relevant
for the Latvian economy (i.e. small, open economy) was
used as the baseline scenario, while the other selected
scenarios were used as the assessment range. The
higher the capital level, the lower the probability of a
crisis. As aresult, the decrease in the probability of a
crisisis calculated as the difference in the probability

26 Mclnerney, N., O'Brien, M., Wosser, M., & Zavalloni, L. (2022),
Rightsizing Bank Capital for Small, Open Economies, Research Technical
Paper, Central Bank of Ireland, Vol. 2022, No. 4.
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of a crisis, when the capital level increases by 1 per-
centage point.

To assess the potential GDP losses in Latvia caused by
a crisis, data on the real GDP during the global financial
crisis and the post-crisis period, as well as data on
the GDP trend from the third quarter of 1996 to the
fourth quarter of 2004 (Chart A2.1) were used. This
is the period between the 1995 banking crisis'* and
the rapid growth before the global financial crisis. The
trend assessed is similar to the Polish GDP dynamic
that boasted stable growth during this period.

The following equation is used to calculate GDP loss:

COStre :lzlz GDPqt—GDPgt
crisis 4 4qt=1 m’qt

n (557’12—GDP12) (1—(1:—r)‘t) -100 %,

GDP;q,

)-100%+

where Cost,,s;s is the potential GDP loss due to a cri-
sis, GDP is the GDP trend, GDP is the GDP in constant
prices (seasonally and calendar adjusted data), gt is
the time period (sequential quarter) from the moment
the real GDP becomes smaller than the GDP trend,
is the discount factor (3%), while ¢ is the timing of the
post-crisis effect in years. It is assumed that the length
of the post-crisis period is 26 years, i.e. the period until
the moment, when the post-crisis GDP trend reaches
the pre-crisis trend. After the assessment of the im-
pact of the crisis in Latvia, it was concluded that the
total GDP losses of the global financial crisis'?® and
the post-crisis period amounted to 215%. According
to the practice accepted in publications, the assessed
GDP losses are to be considered the maximum limit
of crisis costs.

As two of the most important financial institutions
in Latvia are subsidiaries of Swedish banks, Swedish
data were used in the assessment of marginal costs
of increasing the capital. The assessment of Sveriges
Riksbank was used as the baseline. According to it,
any increase of the capital requirements by 1% may
result in a long-term decrease of GDP by 0.09%'% -
compared to studies from other countries, this is a

127 L atvijas Banka: 1995 Annual Report: the protracted critical state of
execution of the national budget and the banking crisis that started
in May 1995 caused the financial crisis. Latvijas Banka limited or
suspended the operations of several banks (including, AS Banka
Baltija), and during the next few months revoked the licences of
several banks.

128 According to information in the ESRK European financial crises
database, the global financial crisis hit Latvia in November 2008 when
the government took over AS Parex banka and ended in March 2012.
122 Almenberg et al.(2017), Appropriate capital ratios in major Swedish
banks - new perspectives, Staff Memo, Sveriges Riksbank, May 2017.
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Sources: CSP, Eurostat, and Latvijas Banka's calculations.

conservative estimate™. However, to determine the
slope and range of the margin costs line, data on the
financing costs of Latvian banks in the period from
2006 to 2025 were used.

After a review of marginal benefits and marginal
costs, it can be concluded that the optimum T1
ratio in Latvia is 16.2% (in a range from 15.3% to
16.4%, Chart A3.2). At the end of 2025, the average
T1 requirementin the banking sector was 13.7%, and
for no bank did the capital requirements to be met by
T1 exceed 15%. At the same time, the actual T1 ratio
for the banking sector is voluntarily maintained at
19.7%. Thus, if needed, there is a capacity to efficiently
increase the resilience buffer by 1.6-2.7 percentage
points. Such an increase in the capital requirements
could still ensure long-term benefits that are higher
than the related long-term costs.

ChartA2.2
Assessment of the T1 capital ratio (impact on the
GDP; %)

0.50 0.50
0.45 0.45
0.40 0.40
0.35 0.35
0.30 0.30
0.25 0.25
0.20 0.20
0.15 0.15
0.10 0.10

0.05 \ 0.05
0.00 0.00
10 11 12 13 14 15 16 17 18 19 20

T1 indicator, % of TREA

Marginal benefit range
—— Marginal benefits

Marginal cost range
—— Marginal costs

Source: Latvijas Banka's estimates.

130 Data collected by McInerney et al. (2022) demonstrate that in most
studies the long-term decrease in GDP was assessed to be 0.02-0.08%.

64


https://datnes.latvijasbanka.lv/gada/GP/LB_GP_1995.pdf
https://www.esrb.europa.eu/pub/financial-crises/html/index.en.html
https://www.esrb.europa.eu/pub/financial-crises/html/index.en.html
https://www.riksbank.se/globalassets/media/rapporter/staff-memo/engelska/2017/staff_memo_170519_eng.pdf
https://www.riksbank.se/globalassets/media/rapporter/staff-memo/engelska/2017/staff_memo_170519_eng.pdf

FINANCIAL STABILITY REPORT ¢ 2026

Assessment of the long-term effects of higher
capital buffers

The GaR panel approach was used to assess the
long-term effect of changes in capital require-
ments - it allows for the analysis of these effects
during various phases of the financial cycle. This
approach was selected in accordance with the basic
principles guiding the CCyB rate™'. The GaR was used
in Estrada et al. (2024), Galan and Rodriguez-Moreno
(2020)2 studies. The following equation was used for
the assessment:

03’i,t+h|ai(T|Xi,t' “i) =& + Bltyl‘t +
+ Bt CClyy + B3 CLIFS; + ParCBR;; +
+ Bs.CCI;y X CBR;y + P CLIFS; x CBR;; +

Breyie X CBRy; T =10,50; h=1,...,16,

where:y; ., is the annualised GDP changes during the
t+h period in the country i; @, are the country fixed
effects; y, is the GDP changes during the ¢ period in the
country i; CCI, is the Common Composite Indicator
during the ¢ period in the country i'3; CLIFS,, is the
Country-Level Indicator of Financial Stress (developed by
Duprey and Klaus)™2 during the ¢ period in the country
i; CBR,, is the combined capital buffer requirement
during the t period in the country i; Tis the assessment
percentile. In this case, the 10th percentile equals GaR
that represents the development rate during shocks,
while the 50th percentile - the median that equals the
development rate in normal conditions'4, Data from
EU Member States (except Cyprus, Denmark, Greece,
and Ireland) for the period from the first quarter of
2013 to the first quarter of 2025 were used in the
assessment.

Three phases of the financial cycle are considered in
the cost-benefit analysis: the standard risk phase,
the risk build-up phase, and the crisis and downward

31 The CCyBrate s firstincreased in the early stages of the cycle, when
the cyclical systemic risk is not yet elevated, but is neither significantly
low. In the risk build-up phase, when the cyclical risks accumulate,
the CCyB rate isincreased above the CCyB base rate of 1% depending
on the risk intensity. While in the crisis and financial cycle downward
phase, the CCyB rate can be reduced or fully released.

132 Galan, J. E. & Rodriguez-Moreno, M. (2020), At-risk measures and
financial stability, Financial Stability Review, Issue 39, Banco de Espafia.
133 CClis similar to Systemic Risk Indicator (SRI) developed by Lang et
al. (2019) without the equity price element (see also 132). To adjust the
assessment for Latvia, CCRI was used. For more information on the
CCRI see Latvijas Banka's 2025 Financial Stability Report.

134 |n the probability distribution of GDP growth rates, the bottom 10%
consists of periods with the lowest GDP growth rates (in Latvia's case,
the largest GDP declines), which characterise economic development
under conditions of turmoil. Sk. Ozolina, V., Sinenko, N., "Mathematical
GaRa preparation for shocks: a new model for developing stress test
scenarios of credit institutions", makroekonomika.lv, 29.02.2024.

phase (Chart A2.3). In the context of this study, it is
assumed that the standard risk is characterised by
the average rate of changes in GDP and a moderate
level of systemic risks and financial stress'>. The risk
build-up phase has a higher rate of change in the GDP,
increasing systemic risks and low financial stress™®.
While the crisis and downward phase is characterized
by decreasing GDP, materialization of risks, and high
financial stress™”.

ChartA2.3

Impact of changes in capital requirements* (for

1 percentage point) on the annual GDP growth rate
(percentage points)
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Note. The 10th percentile is GaR that represents the growth rate
during shocks, while the 50th percentile is the median that equals the
growth rate in normal conditions. The coloured areas represent the
95% confidence interval of the assessment. If the coloured area in the
respective quarter includes a zero value, the effect on GDP during this
quarter is not statistically significant.

*In the standard and the risk build-up phases, the charts represent
the impact of increasing capital requirements, while in the crisis and
downward phase, the impact of decreasing capital requirements is
represented (changes in the capital requirements without a transition
period, fullyimplemented in the zero period).

Source: Latvijas Banka.

'35 The medians of the GDP growth rate, CCl, and CLIFS.

136 The 95th percentile of the GDP growth rate and CCl, and the
5Sth percentile of CLIFS.

37 The 5th percentile of the GDP growth rate and CCl, and the
95th percentile of CLIFS.
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The results indicate that during a crisis, long-term
benefits from releasing capital buffers are higher
than short-term costs incurred by increasing the
capital requirements during periods of standard
risk (Table A2.1)38.

+ Ifthe capital requirements are increased during the
standard risk phase', the median GDP growth rate
can decrease by 14-25 basis points, while during
sudden shocks (characterised by GaR) the annual
GDP growth rate would be lower by 41-113 basis
points.

+ Ifthe capital requirements are increased during the
risk build-up phase in the medium term'?, a neutral
or positive impact is expected on GDP. The median
GDP growth rate could improve to +122 basis points,
while during sudden shocks - to +178 basis points.
The positive impact can be explained by higher risk
absorption capacity, lower ability to accumulate
risks, and the smaller probability of a crisis.

+ When a crisis and downward phase of the financial
cycle starts, and the capital buffers are released,
the assessed long-term benefits are significant:
the median GDP growth rate is 52-94 basis points
higher, while during further shocks it could increase
by 60-136 basis points.

138 After reviewing the implementation of the CCyB rate in Latvia, it
was concluded that in 2025-2028 the average impact on the median
GDP growth rate is positive, but not statistically significant.

3% For up to two years.

40 A period of three to four years.

Table A2.1.

Impact of changes in capital requirements* (for

1 percentage point) on the annual real GDP growth
rates (basis points)

Impact on the Impact on the
median GaR
(50th percentile) (10th percentile)

i L\

short- | medium- | short- | medium-
term term term term
standardrisk | o0 | a4 827 | -125
phase
Riskbulld-up | g1 s | 1022 | -507%% | 1346
phase
Crisis and
downward 35.0%* 76.6 24.6%* 103.3
phase

Note. The 10th percentile is GaR that represents the growth rate
during shocks, while the 50th percentile - the median that equals the
growth rate in normal conditions. The table includes the average short
term (the first two years) and the medium term (the third and the
fourth year) impact values.

*In the standard and the risk build-up phases, the charts represent
the impact of increasing capital requirements, while in the crisis and
downward phase - the impact of decreasing capital requirements
(changes in the capital requirements without a transition period, fully
implemented in the zero period).

**These results are not statistically significant.
Source: Latvijas Banka.

The findings regarding the long-term benefits of
raising capital requirements in Latvia are consist-
ent with the assessments of other studies. Studies
by other authors confirm the usefulness of releasable
capital buffers during a crisis. Herrera et al. (2024)'%
have assessed that the total benefit of releasing the
CCyB is more than two times higher than the costs
related to increasing the requirement. Similarly, the
study by Estrada et al. (2024)"“? has confirmed that
raising CCyB rates during periods of economic growth
resultin a comparatively smaller drop in GDP growth,
while their release during downward periods yields
benefits that are 3-4 times higher, particularly at the
lower end of the distribution of GDP growth rates.

! Herrera, L., Scalone, V., Pirovano, M. (2024), The importance of
being positive: costs and benefits of a positive neutral rate for the
countercyclical capital buffer, Macroprudential Bulletin 24, ECB,
June 2024,

42 Estrada, A. et al. (2024), Analysis of cyclical systemic risks in
Spain and of their mitigation through countercyclical bank capital
requirements, Documentos Ocasionales, N.° 2414, Banco de Espafia.
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Appendix 3. Latvijas Banka has reviewed the
analytical framework for identifying and
recognising O-SlIs and setting the O-SII capital

buffer rate

Prepared by Kristina Bojare

In 2025, Latvijas Banka reviewed the analytical
framework for identifying and recognising O-Slis
and for setting the O-SII capital buffer rate. The
approach to identifying and recognising the 0-SlIs
has been refined to better reflect the specific char-
acteristics of countries with relatively smaller fi-
nancial sectors and to reduce the sensitivity of
the methodology towards individual systemically
insignificant financial transactions of credit insti-
tutions, which, in the context of a small financial
market, may have a disproportionately large im-
pact on assessment results. Latvijas Banka also
improved the method for setting the O-SlI capital
buffer rate, transitioning from the Equal Expected
Impact model to an interval approach.

0-Sll identification and recognition

Latvijas Banka, as an institution that according to the
Credit Institution Law is responsible for identifying
and recognising O-Slls in Latvia, performs the annual

assessment of systemicimportance of credit institu-
tions to determine those credit institutions that should
be identified and recognised as O-Slls or institutions
that could create a systemic risk should they cease
their operations or any disruptions occur. Sufficient
assessment of the systemic importance of credit in-
stitutions is essential, as O-Slls have a higher intensity
of regulatory requirements and supervision.

In Latvia, the assessment of the systemicimportance
of credit institutions is performed pursuant to the
requirements of the Credit Institution Law that have
transposed the harmonised EU framework and the
criteria, indicators and weightings set out in the EBA
guidelines™3(Table A3.1). According to the EBA meth-
odology, 10 000 basis points are allocated among all
creditinstitutions (including branches of foreign credit
institutions that have the right to provide financial
services in the respective country) considering the
weight of each credit institution in these indicators.

43 EBA Guidelines (EBA/GL/2014/10) of 16 December 2014
on the criteria to determine the conditions of application of
Article 131(3) of Directive 2013/36/EU (CRD) in relation to the
assessment of other systemically important institutions (O-Slls).

Table A3.1.
Quantitative criteria of EBA guidelines for identification of O-Slls
Criterion Indicator Weight
Size Total assets 25%
Importance Value of domestic payment transactions 8.33%
(Si;;lg:;?f;:;srﬂtcitiz)i“ty/ﬁnandal Private sector deposits from depositors in the EU 8.33%
Private sector loans to recipients in the EU 8.33%
Complexity/cross-border activity Value of OTC derivatives (notional) 8.33%
Cross-jurisdictional liabilities 8.33%
Cross-jurisdictional claims 8.33%
Interconnectedness Intra financial system liabilities 8.33%
Intra financial system assets 8.33%
Debt securities outstanding 8.33%
Total 100%

Source: EBA guidelines EBA/GL/2014/10.
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In the opinion of Latvijas Banka, the methodology out-
lined in the EBA guidelines'4does not fully consider the
specificities of the comparatively smaller and simpler
financial sector of Latvia and returns disproportion-
ate results of the systemic importance assessment
of creditinstitutions, namely:

1) the requirement for all EU Member States to uni-
formly apply the respective indicators and their
weighting does not consider the level of complex-
ity of various financial sectors. For example, in
countries with relatively less developed financial
markets, some transactions of credit institutions
are recognised as important contributors to the
respective indicator. As a result, the assessed sys-
temicimportance of these credit institutions is not
correct (overvalued);

~

the requirement for all EU Member States to al-
locate 10 000 basis points in the local bank sector
does not fully consider the fact that the financial
sectors of EU Member States significantly differ
as to the number of market participants and the
total contribution of the sector to the economy.

To adequately consider the national specificities
and produce more accurate systemic importance
assessments of credit institutions, as of 2025,
Latvijas Banka identifies and recognises O-Slis in
three stages:

1) during the first stage, O-Slls are identified accord-
ing to the EBA guidelines;

~

during the second stage, the amount of 10 000 basis
points is adjusted to the specific features of the
Latvian financial sector: the 10 000 basis points
are weighted with a ratio that is calculated as the
ratio between the size of the Latvian bank sector
and the size of an average EU bank sector to ensure
that disproportionately small credit institutions
are not identified and recognised as O-Slis;

3) during the third stage, an additional in-depth
quantitative and qualitative analysis is performed
to verify the true systemic importance of credit
institutions.

The ratio between the assets of the Latvian financial
sector and GDP was 45.89% of the EU average in 2024
(Chart A3.1). Thus, the 10,000 basis points recommended
inthe EBA guidelines that each EU Member State should

14 The methodology in EBA guidelines, to a large extent, relies on
the GSIB identification methodology that was developed by the Basel
Committee on Banking Supervision without proper adjustments for
its application at a national (not global) level.

allocate for the assessment of systemicimportance are
weighted with the ratio of 45.89%. As a result of this
adjustment, or normalisation, 4589 basis points
(and not 10 000 basis points) are used to perform
the adjusted assessment of the systemic impor-
tance of Latvian credit institutions. These points
are allocated among credit institutions depending
on their systemic importance. This normalisation
allows for a better understanding of the relevance
of the Latvian financial sector in the economy, as it
differs considerably from the EU average. This, inter
alia, ensures that the systemic importance of credit
institutions (calculated as per EBA guidelines) is less
sensitive to separate non-systemic financial transactions
of those institutions. During the annual identification
and recognition of O-Slls, Latvijas Banka will use the
most recent information on the ratio between the
assets of the Latvian financial sector and GDP, and
the EU average of this indicator.

Chart A3.1
Size of the financial sector in EU Member States
compared to GDP in 2024 (%)
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Source: Eurostat'®.

To ensure thatin less complex financial sectors where
creditinstitutions have some non-systemic financial
transactions (for example, issued debt securities),
only truly systemically important credit institutions
are identified as an O-Sll, Latvijas Banka uses the
highest threshold™® (425 basis points) allowed in
EBA guidelines to automatically identify O-Slls. This
threshold is applied to the normalised assessment
of the systemic importance of credit institutions (in
total, 4589 basis points).

45 Eurostat data on MFIs that are not central banks (ratio between
assets and GDP in 2024). Luxembourg is excluded for the purposes
of data quality.

46 According to EBA guidelines, the threshold for automatic
identification of O-SlIs can be set in the range from 275 to 425 basis
points.
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Finally, Latvijas Banka analyses the results ob-
tained in the previous stages in greater detail to
ensure that the normalised systemic importance
assessment identify and recognise as 0O-Slls only
those credit institutions whose discontinuation
or significant disruption of operations could give
rise to systemic risk. This analysis covers several
aspects that are significant, considering the specific
features of the Latvian financial sector, for example,
the share of each credit institution in the total assets
of the sector, in the total deposits of the Latvian pri-
vate sector residents, in loans to the Latvian private
sector residents, in the volume of domestic payment
transactions, and in the total number of customers
of the credit institution sector.

Due to the new approach to identifying and recog-
nising 0-Slls, Latvijas Banka did not identified and
recognised AS Rietumu Banka or BluOr Bank AS as
0-Slis™in 2025. According to the available informa-
tion, in terms of assets, these two credit institutions
were the smallest O-Slls in EEA countries.

While proposals on the competitiveness of the EU bank-
ing sector are drafted in Europe's, including on the
need to improve the current O-SIl framework, Latvijas
Banka has amended the methodological deficiencies
of the EBA guidelines in practice by introducing ad-
justments in the national framework. Latvijas Banka
will adjust its approach considering changes in the EU
regulatory requirements.

Setting the 0-SlI capital buffer rate

0-SlI capital buffer aims to increase the ability of O-Slls
to absorb potential losses, reducing potential systemic
risks to the financial system and costs to the economy.
This rate should be proportionate and commensurate
to the size, importance, and complexity of O-Slls, as
well as their connection with the financial system.

Unlike identification and recognition of O-Slls, the
method for calculating O-Sll capital buffer rates can
be freely selected by the responsible authorities. It
is only important to follow the general principles for
setting a O-Sll capital buffer rate that are derived from

147 As of 22 December 2025, AS Rietumu Banka and BluOr Bank AS
are no longer identified or recognised as O-SlI, and they are no longer
subject to the O-SlI capital buffer rate.

48 EC consultation on the competitiveness of the EU banking sector.

the CRD' requirements.

Initially, more comprehensive and complex model-
based methods were used by the EEA countries to set
the O-SlI capital buffer rate. However, currently, most
countries use simpler methods such as the interval
method where the result of the systemicimportance
of O-SlIs in basis points is related to the pre-deter-
mined O-SlI capital buffer rate. This trend is partially
reflected in the approaches and conclusions of EU
institutions, for example, the interval approach that
the ECB uses to determine the minimum capital buffers
for O-SlIs™?, as well as the EBA conclusions™, where
theinitial interval approach of the ECB'>2was found to
be a suitable reference point to harmonise practices
used to set the O-SlI capital buffers. Itis possible that
in some cases, EEA countries have selected the interval
approach, as it is also used to determine additional
capital buffer requirements for globally systemically
important banks (GSIB)'3.

Since 2016, Latvijas Banka has used the Equal Expected
Impact (EEl) model to calibrate the O-Sli capital buffer
rates, considering the historic losses of the banking
sector’>* and the systemic importance indicators of
creditinstitutions. In essence, the EEl required an O-SlI
capital buffer rate where the expected potential loss
of O-Sll would not exceed the expected loss of a credit

14 Directive 2013/36/EU of the European Parliament and of the Council
of 26 June 2013 on access to the activity of credit institutions and
the prudential supervision of credit institutions, amending Directive
2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC. See
EUR-Lex - 02013L0036-20260111 - LV - EUR-Lex.

50 The ECB approach to setting the minimum O-SII capital buffer
rates requires the consideration of not only the systemic importance
assessments calculated according to the EBA guidelines, but also
to gradually (by 1 January 2028) incorporate the Banking Union
perspective. All O-Slls identified in the euro area countries should
maintain an appropriate O-SlI capital buffer rate that equals at least
0.25% of TREA.

51 In 2020, the EBA published a report, concluding that the
approaches of EU Member States to calculating the O-SlI capital buffer
rates differ not only methodologically, but also in terms of economic
indicators and supervisory practices. This could significantly hinder
the introduction of uniform standards at the EU level.

'52 The initial ECB approach described in the respective EBA report
(see footnote 151) was developed in 2016 (and updated in 2020).
However, it has been significantly amended by introducing the Banking
Union dimension.

153 The Financial Stability Board (FSB), in cooperation with the Basel
Committee on Banking Supervision and the national responsible
authorities, identify the G-SIB on annual basis and set additional
requirements for them, including a higher respective capital buffer
that is calibrated by applying the linear interval approach.

154 According to the EEI model, the Return on Risk-Weighted Assets
(RORWA) of the Latvian banking sector for the period since 2004
were used. However, considering the extensive structural changes of
the Latvian banking sector since 2004, the relevance of the historic
RORWA values included in the model has decreased for the current
banking sector of Latvia.
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institution that has not been identified and recognised
as an O-SlI. Relatively high-risk sensitivity is one of the
advantages of this method, while poorer transpar-
ency and comparability - one of its most significant
drawbacks.

As the interval method is not only simpler and more
transparent, but also becoming more popular inter-
nationally, as of 2025, Latvijas Banka has started
using the interval approach to set the 0-SlI capi-
tal buffer rate. According to the interval approach,
the respective O-Sll capital buffer rate should be set,
considering pre-determined, clear, and simple inter-
val thresholds (Chart A3.2). Lower risk sensitivity of
this approach in comparison to other more complex
methods is partially offset by narrower intervals (by
setting the lowest possible interval step of 0.25 per-
centage points according to CRD requirements), as well
asaregular review of interval thresholds. In standard
situations™> and according to CRD requirements, the
0-Sll capital buffer rate can be set up to 3% of a credit
institution's TREA.

ChartA3.2

Latvijas Banka's interval approach to setting the
0-Sll capital buffer rate (O-SIIS capital buffer rate, %
of TREA)
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Source: Latvijas Banka.

Thresholds of the interval approach were calibrated
by applying the linear regression method and by
relying on practices of countries that are equivalent
in terms of the nature of their financial sector'®

155 After approval from the EC, the responsible authorities can set the
O-SlI capital buffer rate that is higher than 3%.

156 Equivalent countries were selected by applying several criteria:
the number of banks in the sector (< 25), assets of the banking sector
(<100 billion EUR), average assets of a bank (< 5 billion EUR), as well
as the qualitative comparison and expert assessments. As a result,
the following countries were selected as equivalent: Bulgaria, Cyprus,
Estonia, Croatia, Lithuania, Malta, and Slovenia.

to ensure that the respective O-SlI capital buffer
rates O-Slls identified and recognised in Latvia are
internationally comparable and competitive in similar
financial markets.

The ECB interval approach was also considered in set-
ting the minimum O-SlI capital buffers, as well as the
information gathered by the EBA on the practices of
EEA countries regarding the respective systemic im-
portance assessments of credit institutions and their
O-SlI capital buffer rates. The results were verified
considering the average historic results of the EEl model
applied by Latvijas Banka for the period since 2020.

According to Latvijas Banka's interval approach,
credit institutions with higher systemic impor-
tance should apply proportionally higher 0-SlI
capital buffer rates. The respective thresholds of
O-SlI capital buffer rates increase linearly with a step
of 290 basis points, except the lowest threshold that
has a larger step (425-750 basis points), considering
the limits of the lowest intervals used in setting the
minimum O-SlI capital buffers according to the ECB
interval approach'”.

As previously stated, for the purposes of calculating
the O-Sll capital buffer rate, Latvijas Banka carries out
an adjusted™® assessment of systemic importance
of credit institutions by employing indicators and
weightings that, in the opinion of Latvijas Banka, are
the most suitable for the specificities of the Latvian
financial sector. In this assessment, each credit institu-
tion receives an adjusted systemic importance score
(on a scale from 0 to 10 000 basis points), while the
respective O-SlI capital buffer rate is set only for the
identified and recognised O-SlIs.

57 Unlike the linear or gradual increase concept, the ECB approach
in essence provides for exponential (every step of the next interval is
larger than the previous step) setting of the respective O-SlI capital
buffer rates, considering the systemicimportance of credit institutions.
This approach is more suitable to determine the harmonized minimum
O-SlI capital buffer rates. However, countries may still calibrate higher
O-SlI capital buffer rates that are more suitable considering the
specificities of their financial sector and their systemic risks.

58 |n essence, the adjusted systemic importance assessment is
based on the EBA guideline methodology and also includes several
optional indicators listed in Appendix 2 of these guidelines - respective
indicators are more appropriate for the specificities of the Latvian
financial sector, such as weighted assets, loans to Latvian private
sector residents, and deposits of Latvian private sector residents. This
assessment assigns greater weight to the indicator that represents the
loans and deposits of Latvian residents, and lesser weight to indicators
in the interconnectedness criterion.
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In 2025, Latvijas Banka reviewed the indicators used
in the adjusted systemic importance assessment
and their weighting and excluded the results of the
stress test but increased the weighting of deposits
of the Latvian private sector residents to reflect the
deposit growth trend observed since 2016.

For identified and recognised O-Slis, as of 2025,
Latvijas Banka has imposed the requirement to
maintain the O-SlI capital buffer rate not only at
the highest level of the prudential consolidation
group, as it has been applied since, but also (where
possible) individually to, inter alia, ensure alignment
with the application of the combined buffer require-
ment at the individual level.

Impact assessment of reviewing the 0-SII
framework

Improving the approach to identifying and recognising
O-Slls provides an opportunity to:

1) better align the practical implementation of the
EU regulatory framework with the specificities of
the Latvian financial system;

)

identify and recognise as O-Slls, only those credit
institutions that are truly and systemically impor-
tant to the Latvian economy;

w
-

simplify the framework where possible, while pre-
serving the overall resilience of the financial system
and providing potential for a more comprehensive
application of the principle of proportionality in
the supervision and resolution frameworks.

Latvijas Banka assessed that the resilience of the
Latvian financial sector would not be significantly
affected by changing the approach regarding setting
the O-SlI capital buffer rates, as the respective O-Sl|
capital buffer rates obtained according to the interval
approach do not significantly differ from those that
would be calculated with the previously used EEI model
(Table A3.2).

Table A3.2

Assessment of the O-Sll capital buffer rate
according to the interval approach and the historic
EEI model (2025)

Difference
between
o-sli ;"t‘:;‘;i:‘ miil'el the interval
i approach and
the EEI model
Swedbank
0 0
Baltics AS 2.50% 2.00% +0.50 pp
AS SEB banka 1.50% 1.50% -
AS Citadele banka 1.25% 1.50% -0.25pp

Source: Latvijas Banka.

The largest differences in the O-SlI capital buffer
rates affect Swedbank Baltics AS, considering not
only changes in the adjusted systemic importance
assessment methodology, but also the nature of the
interval approach that requires setting the respective
rate for all O-Slls by applying uniform principles, i.e. by
relying only on the assessed adjusted systemicimpor-
tance and irrespective of the O-Sll capital buffer rate
applicable to the EU parent company of these credit
institutions. Though according to the new interval ap-
proach, Swedbank Baltics AS would have to apply a
higher O-Sll capital buffer rate, i.e. 2.5% of TREA, con-
sidering the current limits of the CRD requirements'
itis not possible to apply an O-Sll capital buffer rate
exceeding 2% to Swedbank Baltics AS, as its EU parent
company Swedbank AB has a respective rate of 1%.

According to the assessment of Latvijas Banka, the
decrease of capital requirements related to the new
approach to identifying O-Slls and setting the O-Sl|
capital requirements amounts to only 0.16% of the
banking sector's TREA'® and, consequently, does not
significantly undermine the resilience of the credit
institution sector.

59 The cap of the CRD requirements that apply to the O-Slls,
whose EU parent company already has an O-SlI capital buffer
rate.

%0 According to the data from the second quarter of 2025.
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Appendix 4. Results of the credit institution

survey on risks

Chart A4.1

Assessment of the key risk categories by credit
institutions' in terms of risk level over the coming
year (taking account of the expected likelihood of a risk
and the potential negative impact)
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—— External macrofinancial risks
—— Domestic macroeconomic risks
—— Profitability (as of X 2020) and solvency risk
Credit risk
Insolvency risk (separately, as of X 2020)
— Liquidity and financing risk

Assessment of credit institutions' risk categories did
not significantly change, though the credit risk slightly
decreased compared to a survey conducted in au-
tumn 2025. In terms of individual risk factors, the as-
sessment of most factors changed only slightly, though
the respondents had the opinion that the probability
of AML/CFTP reputational risks marginally decreased.

161 In February 2026 (before the war in the Middle East), Latvijas Banka
conducted a credit institution survey regarding their assessment
of risks to Latvia's financial system. The survey respondents were
Swedbank AS, AS SEB banka, Latvian branch of Luminor Bank AS,
AS Citadele banka, BlueOr Bank AS, AS Regionala investiciju banka,
AS Rietumu Banka, AS INDEXO Banka, and AS Industra Bank.

ChartA4.2
Assessment of the risk factors provided by credit
institutions in March 2026 over the coming year
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Risk factors (in descending order)

1.

Negative impact of significant deterioration of the

external macro-financial environment on the Latvian
economy

2.

IT security risk to Latvia's financial system (it is
recommended to be filled by IT specialists)

3. Deterioration of NFC solvency

4. Deterioration of Latvia's economic situation due
to domestic factors

5. Asignificant fallin demand in the commercial real
estate market

6. Deterioration of household solvency

7. Substantial changes in residential real estate prices

8. Reputationrisk and other risks related to financial
crime (including fraud, AML/CFTP and circumven-
tion of sanctions) in Latvia and the Baltics

9. Effectof climate change physical and transitional
risks on Latvia's financial system (unlike other risks,
it would be preferable to assess this risk over a
medium term - 5to 7 years - horizon).

10. Rising risks in parent banks of the largest Latvian

banks or in their home countries (including ris-
ing macro-financial risks in their economies or an
increase in funding risks in the parent banks)
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Appendix 6. Performance indicators of credit
institutions

Table A6

Overall performance indicators of credit institutions

Indicator 2020 2021 2022 2023 2024 2025 glloazr:h
Balance sheet indicators

toamaedt msttons N T I
Total assets (million euro) 24029.2| 247546| 26986.7| 27831.2| 29871.1| 31642.2| 322386
Share of loans in assets (%) 51.6 55.4 54.0 52.9 51.0 541 53.6
Annual growth rate of domestic loans (%) -3.3 11.8 7.6 1.4 34 12.7 121
Share of deposits in total liabilities (%) 75.1 779 776 76.4 78.1 773 78.7
Annual growth rate of domestic deposits (%) 10.3 10.3 1.8 0.7 9.9 8.1 12.6
Share of liabilities to MFIs in total liabilities (%) 3.9 3.0 4.5 57 5.9 5.8 6.7
Domestic loan-to-deposit ratio (%) 73.8 74.8 72.0 72.6 68.2 711 70.4
Profitabilitys

ROE (%)% 5.2 10.0 10.0 20.0 16.6 10.4 -
ROA (%)'®> 0.7 1.2 1.2 2.2 1.9 1.2 -
Cost-to-income ratio (%)'®® 64.9 64.9 56.0 39.3 49.5 55.8 -
Capital adequacy’

TC (million euro) 2316.1 23355 2310.5 23973 2699.9 2791.8 -
CET1 (million euro) 2219.7 2241.6 2206.9 22994 24481 2486.0 -
TREA (million euro) 8624.5 9266.5| 10055.6| 11468.2| 12524.5| 12969.4 -
TCratio 26.9 253 23.0 20.9 21.6 21.5 -
CET1 capital ratio (%) 257 243 219 201 19.5 19.2 -
Leverage ratio (%) 10.5 10.3 9.3 9.5 9.3 9.0 -
Liquidity's®

Liquid assets to total assets ratio (%)'®° 36.5 36.4 38.8 409 43.6 38.4 37.5
LSK (%)'e” 373.7 319.3 221.8 251.7 248.0 206.7 -
NSFR (%)¢717° 155.9 1731 157.7 167.5 172.6 154.3 -
Asset quality'”!

E)a;;o:;g;z\l/iiﬁz)sfor non-performingloansin the 19 16 16 17 15 18 15
;:itr;eoﬁfol(ooz)ns past due over 90 days in the loan 23 15 11 12 12 13 12
Share of NPLs in loan portfolios (%) 4.7 3.6 2.7 2.7 2.7 2.8 2.7

162 The indicator has been calculated using individual-level data and incorporates all one-off effects referred to in Chapter 2: Development
and Risks of the Credit Institution Sector.

163 Indicators for 2019-2021 have been calculated based on Latvijas Banka's consolidated-level data.

64 Annualised profit/loss ratio to average capital and reserves of the reporting period (excluding data of foreign credit institution subsidiaries).
165 Annualised profit/loss ratio to average assets of the reporting period.

166 Cost-to-income ratio = (administrative expenses + intangible and fixed asset depreciation and disposal + cash contributions to resolution
funds and deposit guarantee schemes)/(net total operating inome) x 100.

167 Data are shown at the consolidated level.

168 Data are presented at the level of individual credit institutions.

%9 Liquid assets = vault cash + claims on central banks and other credit institutions + central government fixed income debt securities (those
having a regular, unlimited market, i.e. they can be sold in a short period of time without considerable loss or used as loan collateral).

70 Until 2021 - Latvijas Banka's estimate.

71 The loan quality indicators for 2019-2024 have been calculated based on consolidated-level data for the credit institutions subject to
consolidated supervision and on individual-level data for other credit institutions and branches of foreign banks (for the first quarter of 2025 -
at the level of individual credit institutions). Credit risk ratios have been presented without excluding the one-off effects referred to in Chapter
2: Development and Risks of the Credit Institution Sector.
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