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Introduction

After roughly two years and a half since the
accession of the 10 new EU member states - in-
cluding Latvia — we can start assessing the impact
it has had on the developments in our country. The
impact has been remarkable indeed. The EU acces-
sion has lead to increased flows of foreign trade
and at the same time provided access to more lig-
uid and deeper financial markets. All that —in the
combination with a lower risk premium associated
with the EU membership — has resulted in the fal-
ling interest rates and increased the inflow of
funds, both in the form of domestic and foreign
direct investment. As a result, the rates of eco-
nomic growth have accelerated and achieved the
highest level in the EU.

The single most significant development in
Latvia in the past couple of years has been a rapid
growth and a significant deegpening of the banking
sector. Unfortunately, this development has been
associated with a number of concerns. The most
important concern in the recent developments of
the banking sector, namely, a high credit growth,
rising monetary aggregates, as well as a rapid rise
in housing prices'. In economic literature all these
are well known leading indicators for potential in-
crease of financial volatility in the coming periods.
Of course, the usual cavesats apply, sinceit is not at
all certain that every occasion of the higher money
and credit growth leads to increased financial in-
stability. However, the fact that most episodes of
increased financial volatility in the world have of-
ten in the past been preceded by rapid money and
credit expansion and the rising house prices pro-
vides the reason why we should pay closer atten-
tion to the developments in the country's banking
sector.

The banking sector should be directly in-
volved in trying to resolve the issue of stability of
the banking sector because its instability at large
could ultimately hurt every individual bank too.
The 1998 Banking Crisis in Latvia clearly corrobo-

! The high lending growth has led to a rapid increase in
housing prices. For ingance, the ratio of prices for a
square meter of private apartment to income is already
higher in the Latvian capital Riga than in many other
big cities of the EU — London, Warsaw or Vilnius[11].

rates this. Hence, it would be wholly in the inter-
ests of the banks themselves to maintain safety of
the operations. However, banks in Latvia have on
the whole been rather reluctant in this respect’.
This can aso be explained in terms of the eco-
nomical logic. The Latvian financial market in
Latviais currently in the process of formation, and
the relative position of each bank in this market
has yet to be set. Thus, the market share gained
today is likely to determine the flows of income for
many years to come. Unsurprisingly, most banks
are actively pursuing aggressive strategies with
increasing their market share coming at the top of
priority lists. This situation is leading to increasing
probability of the potential financial crisis in Lat-
via

Fortunatdy, there are numbers of ap-
proaches to solve this problem. One of them is the
adoption of Deposit Insurance System (DIS). DIS
is designed to protect financial systems from the
impact of bank failures®. The growing number of
explicit DIS around the globe — 85 at last count in
2004 (comparing to 44 explicit deposit insurance
systems in 1995) attests to their value and impor-
tance in any modern financial system [12]. A well-
designed DIS contributes to the stability of the fi-
nancial system; if poorly designed, it only in-
creases the probability with which a country suf-
fersa banking crisis®. A recent study carried out by

2 Bank Capital Adequacy (CAR) (the major bank stabil-
ity indicator) has been on decline since 1999. Average
CAR of the Latvian banks stood at 9.2% in the first half
of 2006 [5] (comparing to 16.4% at the end of 1999
[1]). It is till over the minimal required CAR leve (that
stood at 8% in the first half of 2006) that indicates that
bank risk-taking in the Latvian banking industry is in-
creasing.

% DIS|is established with a purpose to prevent contagion
of the runs of deposit taking ingtitutions, thereby con-
tributing to the stability of the financial system as a
whole.

* Dimirguc-Kunt and Huizing (1999) find that the adop-
tion of poorly designed explicit DIS undermines market
discipline exercised by creditors and depositors on
banks, and has net effects that appear to have been de-
stabilizing [4.,33].
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Mihails Maskalovs and Nikolajs Baranovskis in
2006 revesals that the current Latvian DIS has sev-
eral design features that work against the effective
and equitable functioning of the system [9., 964].
In response to these issues the authors propose im-
plement a number of DIS design features (such as
risk-adjusted premiums, co-insurance system and
hybrid funding system) in order to increase DIS
effectiveness, encourage the financial institutions
operate more safely and reduce the incidence of
potential financial crises. The proposed Latvian
DIS design reform should stimulate the banks and
the depositors toward a behavior that would foster
a long-term development of the Latvian economy.
This is especially important in the light of the re-
cent developments of the Latvian banking sector
that are described above.

The aim of this study - to develop detailed
and comprehensive action plan with key issues of
the DIS design reform addressed in order to make
proposed DIS design changes operational .

The authors defined the following research
tasks:

1. Toidentify key issues that should be ad-
dressed in order to make the proposed DIS design
changes operational.

2. To examine advantages, disadvantages
and trade-offs associated with various approaches
to the above issues.

3. To suggest a strategic action plan with
the above key issues of the DIS design reform ad-
dressed.

1. Proposals Related to Risk-Adjusted
Premium System | mplementation

The author found that in regards to a risk-
adjusted premium system implementation the fol-
lowing issues should be addressed:

1. What approach should be used to differ-
entiate bank risks?

2. How to assign risk-adjusted premium
categories?

3. How to assign risk-adjusted premium
rates?

One of the most challenging issues in the
risk-adjusted premium system implementation is to
find appropriate method to differentiate bank risks.
There are three major approaches to do that:

1. TouseQuantitative Criteria Approach.

2. TouseQualitative Criteria Approach.

3. To use Combined Quantative and Quali-
tative Criteria Approach.

Quantative criteria approach uses one or a
combination of quantative factors to differentiate
bank risks. The most common factor used is Capi-
tal Adeguacy. Information on quantative factors
get usually collected through on-site and off-site

data collection according to the industry-accepted
accounting principles. The main disadvantages of
this approach is that this the methodology uses in-
formation on the past financial condition of banks
and doesn’'t take into consideration important
qualitative factors about bank’s institution's gov-
ernance and management (that might contain a
valuable information on the bank’s potential risks).
There are few countries that use quantitative crite-
ria approach. For example, Swedish system is
based only on Capital Adequacy, with no qualita-
tive criteria approach components such as supervi-
sory rating included [8., 18].

Qualitative criteria approach generally relies
on a number of qualitative factors. Bank categori-
zation into different categories for premium as-
sessment purposes is based on some form of su-
pervisory judgment or rating system. For qualita-
tive criteria approach methodology usualy use
such factors as adherence to guidelines, standards,
compliance measures. The main advantage of the
qualitative approach methodology it can provide
important information on the current and future
risk profiles of the banks (which may not captured
by quantative factors alone). The main disadvan-
tages of the qualitative criteria approach is that the
methodology utilizes subjective factors that utilize
a higher degree of judgment compared to quanta-
tive techniques.

Combined Quantative/Qualitative Criteria
approach uses both quantative and qualitative
measures to categorize banks for premium as-
sessment purposes. Combined quanta-
tive/qualitative systems are the most popular.
These systems combine the best features of quanta-
tive and qualitative criteria approaches and accord-
ing to the previous experience appear to be the
most effective methodology to differentiate banks
into appropriate risk categories for premium as-
sessment purposes. For example, Argentina, Can-
ada, France, Taiwan and the United States utilize
this approach in their risk-adjusted premium sys-
tems[14., 8].

Deciding on number of premium categories
is an important consideration when designing a
risk-adjusted premium system. There are three ba-
sis approaches regarding an assignment of pre-
mium categories [14., 10]:

1. To use the large number of categories
(5-9 categories) (likein USA and Taiwan).

2. Tousethe small number of categories (4
and less) (likein Canada).

3. To charge premium as a continuous
function linked to the risk profile of the bank with-
out using any premium categories (like in Argen-
tina and France).
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In order to make decisions on number of
premium categories the following facts should be
taken into consideration:

1. The use of the large number of catego-
ries has an advantage that it may result in less sig-
nificant premium distinctions between categories.
This can allow the Deposit Insurer more easily to
differentiate banks according to their rating. On
other hand, the large number of categories can in-
crease the complexity of the system and reduce
incentive for banks to move from one premium
category to another.

2. In cases where a high proportion of in-
sured deposits is with a small number of large
banks, the movement of a bank between categories
could lead to substantial changes in total premium
revenue for the Depasit Insurer.

Taking into consideration the size and the
number of Latvian banks (at the end of 2004 five
largest Latvian banks (out of twenty two banks)
amounted to 65.9% of total deposits [2., 17]) the
author concluded that the large number of pre-
mium categories is preferred for the Latvian bank-
ing system at this stage of development of the Lat-
vian DIS. The suggested system allows the Deposit
Insurer to receive relatively stable premium reve-
nue (that particularly important taking into account
that DIS in Latvia was started only in 1998 and it
is still important to maintain a relatively stable
premium revenue volume). The smaller number of
premium categories can be introduced in the future
when Latvian DIS accumulates more financial re-
Serves.

In determining risk-adjusted premium rates
to apply to the bank premium categories the fol-
lowing considerations should be taken into account
[14., 11]:

1. Rates should be set to ensure that the
funding requirements of DIS are met.

2. The spread between the various pre-
mium categories should be as wide as possible to
provide a meaningful incentive for banks to im-
provetheir risk management practices.

3. All banks should be charged a premium,
even very low (no matter how healthy and strong
they are, they till pose somerisk to DIS).

Reviewing a cross-country experience and
excluding from our study countries that use system
where banks with the highest rating are charged
“0" risk-adjusted premium rate (4 countries out of
25 worldwide at the end of 2004 [14]) the authors
concluded that the most common and successful
spread ratio between the lowest and the highest
premium risk category was 3.9 (based on available
information on 18 countries at the end of 2004
[14]). The spread ratio varies from one system to

another with the lowest ratio in Turkey (1.2) and
the highest in Finland (15). The authors propose to
use the risk-adjusted premium system with the
spread ratio of 4 in Latvia. It allows providing a
meaningful distinction between categories and act
as an incentive for banks to improve their risk pro-
files.

2. Proposals Related to Co-insurance Sys-
tem I mplementation

The authors found that in regards to the co-
insurance system implementation the following
issues should be addressed:

1. What co-insurance approach should be
used in Latvia?

2. How to choose a co-insurance rate?

One of the most challenging issues in thein-
troduction of co-insurance system is to find appro-
priate method to implement it. There are two major
approaches in the co-insurance system implemen-
tation - one-level and two-level co-insurance ap-
proaches.

One-level co-insurance system requires de-
posit holders to bear a share of their bank’'s ac-
crued losses when their bank fails. A depositor
usually loses a pre-specified proportion of the cov-
ered deposit (typically up to 10%) but is reim-
bursed for the majority of it by DIS. The main ad-
vantage of the above approach is that it is more
effectivein combating major DIS design problem -
Moral Hazard® comparing to the two-level co-
insurance. At the sametimeit failsto provide basic
consumer protection for depaositors holding small
account balances. Two-level co-insurance system
provides individuals holding small accounts bal-
ances full protection against the risk of loss, while
depositors holding larger account balances are co-
insured.

Five out of ten “new” EU member countries
have chosen co-insurance for their DIS. They are
Czech Republic, Estonia, Hungary, Lithuania and
Poland. Three of them (Lithuania, Poland and
Hungary) are utilizing two-level co-insurance sys-
tem [10., 6].

The authors concluded that the two-level co-
insurance approach is preferable for Latvia. It re-

® Moral Hazard — banks incentives for additional risk
taking that arise from the fact that banks can take the
higher risk at no additional costs for deposit insurance.
At the same time depositors confident in the protection
provided by DIS have less incentives to monitor banks.
In this manner, both banks and depositors engage in
imprudent banking practices that can encourage banks
to take excessive risk, unless there is a mechanism to
impose financial penalties.
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duces Moral Hazard by maintaining the incentive
for depositors holding larger account to monitor
banks, and at the same time provides basic con-
sumer protection for individuals holding small ac-
counts. Taking into the account that one of the
main strategic objective of the Latvian DIS (be-
sides “Promotion of the stability in the financial
market”) is “Protection of the interests of deposi-
tors’ its becomes obvious that the two-level co-
insurance approach is more consistent with the
Latvian DIS strategic objectives comparing to the
one-level co-insurance.

The authors propose to define small deposit
account as an account with balance that is not ex-
ceeding LVL 3000 (EUR 4269). The primary con-
sideration in choosing this limit is that such
amount provides credible protection to small and
unsophisticated depositors.

According to the global DIS survey there are
two major approaches in choosing co-insurance
rate - to apply 90% or 75% co-insurance rate.

In 1999 the total of 16 countries utilized co-
insurance in their DIS. 7 countries applied 90% co-
insurance rate, 3 applied 75% co-insurance rate
and for 6 countries information on co-insurance
ratesis not available [6., 36].

The authors propose to choose 90% coinsur-
ance rate for Latvia. 90% co-insurance rate (maxi-
mum allowed rate according to the EU 94/19/EC
Directive) is chosen to maximize this feature effec-
tiveness in reducing Moral Hazard.

Therefore, the authors propose to construct
the co-insurance coverage in Latvia in the follow-
ing way: Latvian DIS guarantees 100% of the de-
posits up to LVL 3000 and 90% of the deposits
from LVL 3000 to the maximum coverage limit.

3. Proposals Related to Hybrid Funding
System I mplementation

The author found that in regards to the hy-
brid funding system implementation the following
issues should be addressed:

1. What hybrid funding system type should
be used in Latvia?

2. How to choose additional “Ex-post” as-
sessments rate?

In practice, most of the DIS around the
world have opted to build a fund “Ex-ante’” and
“top-up” it with various “Ex-post” assessments.
For example in USA Deposit Insurer maintains a
fund “Ex-Ante” but in case of emergency Deposit
Insurer has authority to borrow a line of credit
from the Treasury. Such borrowing must be repaid
from " Ex-post” assessments on insured depository
institutions [13., 16]. In Argentina Deposit Insurer
maintains afund “Ex-Ante” but in case of need the
funding can be enhanced by collecting the premi-

ums corresponding to the next two years [3., 9]. In
Greece Deposit Insurer maintains a fund “Ex-
Ante’ but in case if all the available financing
sources are not sufficient to cover compensation
claims, Deposit Insurer can raise loans from DIS
participating credit institutions [7., 10].

The author suggests to introduce Latvian
DIS “Ex-post” funding provision in the following
way: borrowing from the state budget to pay guar-
anteed compensation must be repaid from “Ex-
post” assessments on the insured depository insti-
tutions. This provision makes clear that the respon-
sibility for covering the insured deposits of failed
banks falls on the banks, not the government. It
also gives the banks an incentive better monitor
their operations to ensure that they are sound. This
type of “Ex-post” funding arrangement is the most
widely used by DIS around the globe.

Reviewing other countries experience in
applying additional “Ex-post” assessment rates the
authors made the conclusion that the legislation
should specify a limit to the additional “Ex-post”
assessments that can be imposed on the banks in
any one year. This is very important because the
industry might not have a capacity to pay an
unlimited amount in one year, especidly if it is
affected by a financial crisis. The author proposes
to gpecify in the “ Deposit Guarantee Law” the
maximum limit of “Ex-post” assessment that can
be imposed on the banks in one year. Therefore
“Ex-post” payments by credit institutions should
be repeated and extended over few years until
funds borrowed from the state budget are repaid in
full.

Conclusion

The main accrued results of this study can
be summarized as follows:

1. The authors identified key issues that
should be addressed in order to make the proposed
Latvian DIS design changes operational.

2. The authors examined advantages, dis-
advantages and trade-offs associated with various
approaches to these issues.

3. The authors developed a strategic action
plan with these issues addressed.

The developed strategic action should make
the proposed DIS design changes operational.
These changes should create more effective DIS
design in Latvia. More effective Latvian DIS de-
sign should have a positive long-term effect on
probability of bank runs and reduce the risk of
banking crisis. The increased financial stability
should generate a greater confidence in the bank-
ing sector, increase the level of financial interme-
diation and make more resources available for in-
vestment. More available financial resources
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should contribute to higher economic growth rates  economy.
and ensure sustainable growth for the Latvian

Table 1.
Action plan on the L atvian DI S Design Refor m I mplementation

Key |ssues Proposed Solutions

1.What ap- | Theauthors concluded that Combined Quantative and Qualitative Criteria Approach is the
proach should | most effective establishing the differential premium system. The above suggestion is
be used to dif- | based on the consideration that the above approach combines the best features of quanta-

ferentiate bank
risks?

tive and qualitative criteria approaches. Also this model is utilized by most of the coun-
tries with Differential Premium Systems.

2How to as
sign differen-
tial  premium
categories?

Taking into consideration the size and the number of the Latvian banks the authors con-
cluded that large number of premium categories (5-9 categories) is preferred for the dif-
ferential premium system in Latvia at this stage of development of the Latvian DIS. The
suggested system allows the Latvian DIS to receive a reatively stable premium revenue
volume (that particularly important taking into account that DIS in Latvia was started only
in 1998).

3.How to as
sign differen-
tial  premium
rates?

Analyzing cross-country experience the authors concluded that the most common and suc-
cessful spread ratio between the lowest and the highest premium risk category is 4 (based
on available information on 18 countries at the end of 2004). The authors propose to use
the differential premium system rates with the spread ratio of 4 for in Latvia. This allows
providing a substantial distinction between categories that should act as an incentive for
banks to improve their risk profiles.

4. What co-
insurance ap-
proach should
be used?

The authors concluded that the two-level approach is the most effective in establishing co-
insurance system in Latvia. This arrangement discourages Moral Hazard and at the same
time provides basic consumer protection for individuals holding small accounts. The au-
thors propose to define small deposit account as an account with balance that is not ex-
ceeding LVL 3000.

5.How to
choose a co-
insurance rate?

The authors propose to choose 90% co-insurance rate. This co-insurance rate (maximum
allowed rate for EU member countries according to the EU 94/19/EC Directive) is chosen
to maximize this feature effectiveness.

6. What hybrid
funding sys
tem type
should be
used?

The authors suggest to use the hybrid funding system according to the following scheme:
borrowing from the state budget to pay guaranteed compensation must be repaid from
“Ex-post” assessments on insured depository institutions. This provision makes clear that
the responsibility for covering the insured deposits of failed banks fallson banks, not the
government. Also, it gives banks an incentive better monitor they operations to ensure
that they are sound.

7.How to
choose addi-
tiona “Ex-
post” assess
ments rate?

The authors propose to specify in the “Deposit Guarantee Law” a maximum limit of the
“Ex-post” assessments that can be imposed on banks in one year. This is very important
because the banking industry might not have a capacity to pay an unlimited amount in one
year, especialy if it affected by a financial crisis.

Also, the authors think that Latvian experi-
ence would be very valuable for Ukraine in the
country's reform success, as the current govern-
ment has upheld the strategic goals of membership
in the EU.
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MEXAHI3MMU 3ABE3IIEYHEHHSA IHCTUTYIIOHAJIBHUX IEPETBOPEHDB
Y JIICOBOMY CEKTOPI PET'TOHAJIBHOI'O PIBHA

VY pPHHKOBHX yMOBax CTaOUIbHICTh PO3BUTKY
JIICOBOTO CEKTOpa PEriOHaJbHOrO PIBHS 3HAYHOIO
MIpOIO TIOB’ SI3y€ThCA 3 THM, HACKUTBKHU 3J1arojpKe-
HO MPALIOIOTh Ta B3AEMOJIIOTH PUHKOBI IHCTUTYTH,
110 3a0e3neuyoTh (GYHKI[IOHYBaHHS i€l CKIaHOT
BUPOOHUYO-TOCTIOAAPCHKOiI cucTtemu. Ha sxanb, Ha
JAHWI Yac CUCTeMa PUHKOBUX IHCTUTYTIB Y JICO-
BOMY CEKTOpi Iepe0yBa€ Ha CTaJlii CTAHOBJICHHS Ta
HE BIJNOBiJa€ Cy4acHUM BHMOTaM 100 3abesie-
4YeHHsl cTabuTbHOCTI Horo po3BuTKy. /[l Bupi-
IICHHS 11i€T Ipo0IeMy HEOOXIHO JeTaIbHO JIOCITi-
JUTH CydYacHi TEHJICHI[IT PO3BHUTKY JICOBOTO CEK-
TOpa, BUKOPHUCTATH TEOPETUKO-METOIOJIOTIYHI T10-

JIOKEHHS 1 TPaKTHYHI PEeKOMEeHallii mpencTaBHuU-
KiB 3apyODKHOI IIKOJIM, PO3POOUTH Ta OOIPYHTY-
BaTHU MEXaHi3M B3a€MOJIil [IMX IHCTUTYTIB y MpoIie-
Cl eKOHOMIYHOI AisIbHOCTI. TakoXk BaXKJIMBO, 11100
PUHKOBI IHCTUTYTH OyJIH MakCHMaJbHO aJarToBa-
HI JI0 Tally3eBOi cHeruQiky JIiCOBOTO CEKTOopa, 3a-
OesleuyBaid  MOEJHAHHS  3aralibHOJIEPKABHHX,
PErioHAJIbHUX Ta JIOKAJILHUX THTEPECIB JIICOKOPHC-
TyBadyiB, a TaKOXX TEPUTOPIaAIbHUX TPOMall, COps-
MOBYBAJIUCSl Ha peali3allif0 MPUHIUITIB CTajIoro
PO3BHTKY JICOBOT'0 TOCIOJIapCTBA Ha HAYKOBO 00-
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