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National Bank of Lithuania
Strengthening Bank Supervision Phase II1

Final Report

Contractor: International Business & Technical Consultants, Inc.
Contract Number: EPE-0005-100-5056-00

Reporting Period: October 1, 1996 to October 10, 1997.

1. Introduction

This is the final report covering the period October 1, 1996 to October 10, 1997. Mr. Norton J.
Cook served from January 16 to October 10, 1997 as the USAID resident advisor at the National
Bank of Lithuania (BoL), Vilnius, Lithuania. During this period, Ms. Diane Buckshnis, who had
formerly served for approximately two years as the resident advisor, also provided specific short-
term advice and technical assistance at the specific request of BoL officials. A report covering Ms.
Buckshnis’ activities while on assignment is provided under separate cover.

2. Background

The Task Order provides a continuation of the United States Agency for International Development
(USAID) technical assistance, initially commencing in May 1994, to support the development of a
professional bank supervision department at the BoL. Phase III was designed specifically to help
strengthen and refine the Bank Supervision Department’s monitoring capabilities and develop
efficient and appropriate supervisory enforcement mechanisms.
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3. Summary

The BoL’s on-site bank inspection teams have commenced their third round of bank inspections,
based on the CAMEL! factors, in the year just beginning in October 1997. All banks have and will
continued to receive at least one full-scope inspection each year. The inspectors are utilizing past
inspection work papers and credit line slips to add to efficiency and effectiveness to their inspection
techniques. The inspection staff now totals 19, with one manager and one assistant manager. Four
of the inspectors have been specifically assigned to perform credit union inspections. Credit union
inspections closely parallel bank inspections using appropriate CAMEL factors to evaluate a credit
union’s overall financial condition. The inspection staff is considered technically competent and
qualified to conduct risk assessments in Lithuania’s financial institutions.

During this reporting period, the BoL began to adjust inspections schedules for those banking
institutions which may warrant close supervisory attention. This development and the use of a “risk-
based” inspection program, as currently employed in the United States, is regarded as a major
milestone in the ongoing process to strengthen supervision practices at the BoL.

There is an ongoing effort at the BoL to bring current banking policy and the BoL’s procedures in
line with the new 1997 mandate requiring all Lithuanian banks to follow International Accounting
Standards. The BoL'’s Policy Division continues to create or revise regulations to conform with the
international standards and/or European Union (EU) Directives. Regulations that were revised
included asset classification, large exposure, connected lending, capital adequacy, and various
securities regulations.

The BoL’s Off-Site Monitoring Division continues to refine its operations following a mid-year
restructuring. The division created a credit union early warning system, which is still under
development. Advise was provided regarding the appropriate ratios to be used in the analysis.
CAEL (capital, assets, earnings, and liquidity) will be introduced as another risk analysis tool in the
next year.

During 1997 the Bol’s banking supervisory authority implemented a number of “on-call”
inspections of banks. The Off-Site Monitoring Division worked closely with international auditing
firms who were conducting a second phase of “on-call” audit work with assistance from EU Phare
funds.

A major effort was made this year with regard to the Law on the Commercial Banks of Lithuania,
which was revised to include stricter sanctions. As a result, certain banks having been assessed
money penalties for the first time for non-compliance with certain rules and regulations. This is

! CAMEL: Capital adequacy, Assets, Management, Earnings and Liquidity; an acronym used in bank supervision.
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considered to be another milestone in the development of the BoL’s financial institutions supervision
department..

4. Expected Tangible Results

1 The bank supervision authority will have examined licensed banks according to an annual
schedule based on priority. A new examination cycle will be prepared at the completion of
the first cycle, outlining banks to be examined, dates, and resources needed.

The bank supervision department conducts regular inspections of licenced banks on a scheduled,
annual basis. Inspections of eight of the eleven banks currently operating without sanctions have
been completed this year (to date). The three remaining banks are scheduled for inspections before
calendar year end 1997. The BoL's inspectors are in their third round of bank inspections under the
CAMEL-based risk assessment system.

As indicated in the Summary, the BoL for the first time began to adjust its inspections schedules for
those institutions which may warrant close supervisory attention. This development and use of a
“risk-based” inspection program, as currently in widespread usage in the United States, is regarded
as a major milestone in the ongoing process to strengthen bank supervision practices at the BoL.

2. The bank supervision authority will have examined those banks scheduled for on-site
examination during the period October 1, 1996 - September 30, 1997 and communicated
final reports of inspection to the bank(s) management.

Bank examinations are routinely carried out, as scheduled. In each instance, full inspection reports
were written and the results, including recommendations and the citation of weakness, conveyed to
the management of the individual banks.

3 The inspectors will have the fundamental skills to perform an examination in accordance
with the CAMEL components (capital adequacy, assets, management, earnings, and
liquidity).

The BoL supervision department performs a complete analysis of the CAMEL risk assessment
components at each bank inspection. The inspectors are well versed in its use as a bank examination
tool.
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4. The bank supervision authority will have developed a basic inspection manual based on
CAMEL components (capital adequacy, assets, management, earnings, and liquidity) which
is used during on-site inspections.

The "Credit Institutions On-Site Inspection Manual," for use in commercial banks, was fully
completed in December 1996 as required under Task Order 4. Several portions of the manual have
been translated from English to Lithuanian for use by all inspectors. The manual is over 100 pages
in length and represents a comprehensive reference tool and source of both support and reference
for the BoL's inspectors. It is also now being utilized in inspector training.

5. The bank supervision authority will have developedddandardized documents relating to on-
site examinations, e.g., request letters to bank management, reports of examinations, and
formatted working papers, which they are using for every on-site bank inspection.

The supervisory authority has developed standardized documents relating to on-site inspections and
is using them on a regular basis. During the year, the advisors assisted BoL officials in
accommodating changes to such forms and procedures made necessary as a consequence of the
adoption of International Accounting Standards.

6. The bank supervision authority will have developed an internal ytraining program for
inspectors.

The BoL's financial institutions supervision department has instituted an effective on-the-job training
program for its inspection staff. This combines specific training needs with the practical experience
gleaned at actual on-site bank inspections. Speciality training has also been provided by the USAID
advisors over the last year.

In addition, the BoL periodically sends inspectors to other countries to participate in inspection
training classes and to observe examinations. In May 1997, two senior inspectors from the Bank of
Lithuania traveled to the US to participate in a bank examination in New York City under the
auspices of USAID and the Federal Deposit Insurance Corporation. In August, five bank inspectors
traveled to Denmark for a week of formal inspector training.
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7. The two inspectors who received training in the US will develop reference materials or a
case study for the BSD on the specialty areas in which they received training as well as
provide training and hold seminars as appropriate, in these areas, for the BOL bank
supervision staff to transfer information and skills.

The two inspectors who participated in the FDIC bank examination in the United States have shared
their observations, knowledge, and training with their colleagues. Documentation of their experience
has been completed for the benefit of BoL officials. The inspectors were in the process of
developing a case study and other formal training material based on lessons learned in the United
States; however, a series of banking troubles beginning in the late summer has temporarily diverted
them to other tasks and delayed their completing this long-planned action.

Other areas of the advisor’s work addressed in the “work plan” approved by the BoL.’s Director of
Supervision include the following:

L Assist the BoL in the development of an on-site credit union inspection schedule and assist
in the preparation of a credit union inspection manual and credit union inspection policies
and procedures. This was a new request made by the BoL in January 1997.

The BoL has implemented a credit union inspection schedule for all of the credit unions operating
in Lithuania. At the beginning of 1997 there were 14 licensed credit unions, eight of which received
on-site inspections by the end of September. The remaining six credit unions are scheduled for
inspection before calendar year end 1997. In April, the resident advisor observed and participated
in an on-site inspection of a small credit union. The advisor determined that the BoL inspectors
performed satisfactorily and correctly applied the applicable CAMEL risk evaluation factors.

The resident advisor drafted a credit union inspection manual for the BoL's financial institutions
supervision program’s credit union oversight group. The manual was written primarily to serve as
an inspector’s “how-to” guide for credit union inspections. It is quite comprehensive and consists
of 15 chapters covering a full range of subjects and situations that may be encountered. It also sets
forth policies related to credit union inspections and details specific procedures. (A reference copy
of the manual has been filed with the Mission Project Officer, and will be included in the final report
of the Task Order.) '

1L Assist the BOL with priority bank supervision-related issues as requested.
The resident advisor assisted the BoL with a number of requests for technical assistance on bank

supervision-related matters during the past year. The specific requests made by BoL officials (and/or
USAID officials) which were addressed by the resident advisor include:
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. Providing preparatory instruction for the two BoL advisors before commencement of their
participation in a United States bank examination conducted by the Federal Deposit
Insurance Corporation.

. Reviewing proposed regulations on capital adequacy, classification of doubtful assets and
large exposures.

. Providing advice on the use of “general reserves” in Lithuanian financial institutions.

. Advising on bank balance sheet consolidation issues.

. Assisting in the development of credit union inspection policies and practices.

5. Conclusion

Noticeable progress was made in the strengthening of the BoL’s financial institutions supervision
department. There were two important “firsts” in the current year. The central bank showed that
it is willing and capable of adjusting inspections schedules based on risk factors. This development,
which is common practice in the United States, had been strongly encouraged by the advisors. Also
noteworthy was the BoL’s assessment of money penalties on institutions that were found to be in
continued non-compliance with applicable rules or regulations. Once again, such a practice, which
clearly differentiates between prudential regulation aimed at safety and soundness and that of
compliance to operational rules or procedures, has been encouraged by the technical advisors for
some time.

The BoL’s financial institutions supervision department continues to experience a heavy workload.
In addition to their ongoing supervision work, there are an increasing number of requests being
received from international firms and donors in regards to the ratings of banks and the status of the
banking sector. These international donor and lending agencies are involved in a number of central
banking, credit facilitation, and capital markets activity.

The specific areas that may require continuing efforts and technical assistance will be the
implementation of International Accounting Standards and the strict sanctions under the new
commercial banking law. The Policy Division of the BoL will continue to be active in revising
regulations and procedures. Finally, with the recent passage of the Deposit Insurance Protection Act,
the central bank may wish to develop policies and procedures to quickly and efficiently compensate
depositors in failed banks and to then institutionalize such practices.
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