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V a/s ,Latvijas Hipoteku un zemes banka” (Bank) is a joint-stock company incofporat‘ed in the
Republic of Latvia. The holder. of 100% of the Bank’s shares is the Ministry of Finance of the
Republic of Latvia. The Bank and its subsidiaries (the Group) are engaged in banking and financial

services business.
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Report of the Supervisory Council and the Board of Directors

On 3 December 2009, the concept for “Transformation of the State-owned JSC “Mortgage and Land
Bank of Latvia” into Development Bank™ was approved by decree No 820 issued by the Cabinet of Ministers
of the Republic of Latvia. The concept stipulates that Mortgage Bank be transformed into a development
bank through phasing out the transactions characteristic to a commercial bank and focusing the activities of
the Bank onto the branches crucial for the national economy.

Year 2010 highlights a significant step for the state-owned JSC “Mortgage and Land Bank of Latvia” on
its way to development bank. The purpose of transformation is to establish a development bank for
implementation of the state aid programmes by making maximum use of the infrastructure of the Mortgage
Bank, its intellectual and financial potential, effecting the transformation to the best for the state and
maintaining implementation continuity of the state aid programmes. :

In September 2010, in accordance with the decision of the Cabinet of Ministers, a consultant "SEB -
Enskilda" was attracted to the transformation. The draft transformation plan of the Mortgage Bank prepared
by the financial consultant is being examined by interdepartmental working group on management of the
transformation process of the Mortgage Bank headed by Martin3 Bitevskis — state secretary of the Ministry of
Finance. The Cabinet of Ministers is-to pass a decision on approval of the transformation plan.

In the complex economic situation of Latvia the Mortgage Bank proceeded with lending to the local
companies operating in the branches identified by state as crucial for the national economy thus replenishing
the service range of the commercial banks. In 2010 the proportion of state aid target programmes in the
overall loans’ portfolio of the Mortgage Bank has reached 41%. Despite the fact that in 2010 the Mortgage
Bank didn’t grant new commercial loans and consumer loans outside the promotional programmes, the
number of retail customers remained unchanged. Whereas, the number of corporate customers increased due
to implementation of the state aid programmes which testified to high customer confidence in the bank.

Also in 2011 the Mortgage Bank will continue to increase the volumes of state aid programmes by
lending to entrepreneurs and promoting development of the national economy of Latvia. At the same time the
Bank will proceed with improvement of quality of the services of the bank and maintaining high level of
customer service.

Financial Sector and its Trends

On 31 December 2010, banking services in the Republic of Latvia were provided by 21 bank and 8
subsidiaries of foreign banks. The state-owned JSC “Mortgage and Land Bank of Latvia” operates as the only
100% state-owned commercial bank. ‘

In 2010 the most significant event in the banking sector of Latvia was restructuring of JSC “Parex
banka”. A new commercial bank (JSC “Citadele banka”) was established whereto the good assets were
transferred leaving the rest of the assets with the so called resolution bank that continues working under the
name of Parex banka. ‘ _

During 11 months of 2010, the assets of the banks have decreased by 1%, reaching 21.5 bln lats at the
end of November, but capital and reserves of the banks have grown by 2%. In the aforementioned period the
unaudited losses of the banks amounted to 327 min lats which was two times less than recorded in the same
period last year. The major cause of losses was provisioning for risky assets. At the end of November, the
profit of the banking sector before provisions and taxes amounted to 136 mln lats.

Due to prudent credit policy pursued by banks and low demand on the part of customers, the loan
portfolio shrunk by 6% during 11 months of 2010. Although banks continued granting new loans, the lending
volume of the banking sector in general was still less than the amounts repaid by customers and written off by
banks as lost.

Meanwhile the volume of deposits grew by 10.5%, due not merely to stabilisation of the economy, but -
also changes to the bookkeeping of the banks — as of May, the deposits attracted as subordinated obligations
are included in the deposits.

In 2010 the commercial banks concentrated on quality of the loan portfolio. Although the loan portfolio
of the banking sector without late payments shrunk gradually in the first half-year, it stabilised in the second
half reaching 72% at the end of November. In the 11 months of 2010, the provisions for doubtful loans rose
from 8.6% to 11.4% of the total loan portfolio of the banks.

The Bank of Latvia requirements to statutory reserves have not changed since 2008: for liabilities of
banks over 2 years — 3%, for all other liabilities included in the reserve base — 5%.
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Report of the Supervisory Council and the Board of Directors (continued)

In 2010, the US Federal Reserve System didn’t change the base interest rate of dollar, the European
Central Bank also maintained the euro base interest rate unchanged at 1.0%. Nevertheless, the Bank of Latvia
decreased the base interest rate for lat from 4% to 3.5%. The decisions of the central banks and fluctuations
of the money market have affected the average interest rates of loans granted by commercial banks of Latvia.
The average interest rates for loans (in lats) granted to individuals decreased from 18.9% (in January 2010) to
16.5% (in December 2010), and for legal entities — from 10.1% to 5.2% in the respective period. Also, the °
~ average interest rates for loans granted in foreign currencies have diminished: for legal entltles — from 5.0%
to 4.7%, and for individuals — from 5.4% to 5.1%.

Operational Results

In 2010 the gross assets of the Mortgage Bank decreased by 158.4 mln lats or 16%, stopping at 808.2
min lats (market share — 3.7%) due to repayment of syndicated and other interbank long-term borrowings in
the amount of 174.3 min lats.

The loan portfolio (gross) has shrunk by 16% reaching 594.2 min lats (market share — 4.2%)
consisting of the development loan portfolio — 244.5 min lats (41% of the loan portfolio) and commercial
loan portfolio — 349.7 min lats (59% of the loan portfolio). In the reporting period, the volume of deposits has
grown by .36.9 min lats reaching 363.6 min lats (market share — 4.1%). In 2010, the Bank accumulated
provisions for risky assets in the amount of 81.6 min lats, as a result of that, the losses were 67.9 min lats. As
at 31 December 2010, the ratio of the Bank’s provisions and loan portfolio was 15.6%. .

As at the end of December, the capital adequacy ratio was 16.7% that significantly exceeded the
statutory minimum of 8% required by the Credit Institution Law. In April 2010, the equity capital of the Bank
was increased by 70.28 min lats. The equity capital was increased as a result of the state taking over the
obligations of the Mortgage Bank towards the Nordic Investment Bank and investing the said amount in the
equity capital of the Bank. The European Commission (EC) has been notified of the increase of the equity
capital. The EC will pass its decision on the issue after analysis of the transformation plan of the Bank.

The beginning of 2010 was marked with a positive assessment of the economic development potential
of Latvia, acknowledged also by international rating agencies Standard & Poor’s Rating Services and
' Moody’s Investors Service Ltd through upgrading the credit rating outlook of Latvia to stable from negative.
The Mortgage Bank is 100% state-owned bank and its rating is directly linked to the sovereign rating of
Latvia. Having upgraded the rating outlook on the Latvian government’s local and foreign currency rating of
Baa3 to stable from negative, the Moody’s Investors Service Ltd also changed the outlook on Mortgage
Bank’s Baa3 long-term foreign currency deposits rating to stable from negative. The Bank is assigned the
following ratings:

e long-term foreign currency deposits — Baa3,
o short-term foreign currency deposits — P3,
e financial strength rating — E+,
e rating of mortgage bonds — Baa?2,
which are investment grade ratings.

At the end of 2010 the Mortgage Bank serviced its customers-in-25 branches and 9 sub-branches
located in Riga and other cities of Latvia. In 2010, the Mortgage Bank optimised its customer service
network, as a result of which one sub-branch was closed in Riga and two branches transformed into sub-
branches. The optimisation of the service network outside Riga will continue in 2011.

Implementation of State Aid Programmes

In 2010, the Mortgage Bank proceeded with implementation of the effective state aid programmes
and phasing out its commercial loan portfolio. As regards commercial activities, the Bank has ceased lending
to new customers. The Bank granted commercial loans only to the existing customers in proportion to the
already granted loans and for restructuring of the loans of the current commercial customers of the Bank.
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Report of the Supervisory Council and the Board of Directors (continued)

In 2010, the Mortgage Bank, as commissioned by government, continued to implement the following state aid
programmes providing support to specific groups of entrepreneurs and population:

- Programme for Improvement of Competitiveness of Businesses;

- Micro-lending Programme;

- Start-up programme “Support to Self-employment and Business Start-ups”;

- SME Growth Programme “Loans for Promotion of Development of Micro, Small and Medium
Enterprises and Agricultural Co-operative Unions™; ‘

- Working Capital Loans for Farmers.

Programme for Improvement of Competitiveness of Businesses

To finance the programme the Mortgage Bank borrowed from the Nordic Investment Bank (NIB) 100
min euros (70 min lats) in 2009. The programme is also financed by Loan Fund consisting of public financing
in the amount of 61.6 min euros (43.3 min lats) and Mortgage Bank’s financing in the amount of 21.6 min
euros (15.2 min lats). By the end of 2010 the Programme for Improvement of Competitiveness of Businesses
had granted loans for 146.7 min lats, including 58.5 min lats from the Loan Fund.

Micro-lending Programme

The total financing volume of the programme — 564.8 thsd lats is fully consumed. The Bank keeps
granting micro loans from the resources repaid by borrowers. By the end of 2010 the Mortgage Bank had
granted 296 micro loans for the sum total of 806 thsd lats.

" Start —up programme ,,Support to Self-employment and Business Start-ups”

By the end of 2010, 1267 applicants had applied for consultations and training, 610 participants of the
programme had completed their training, 498 business plans were submitted to the Bank of which 455 were
examined by credit committee and 267 projects were ﬁnanc1ally supported for the total loan amount of 3.8
mln lats.

SME Growth Programme

In February 2010 the Bank launched the SME Growth Programme ,Lloans for Promotion of
Development of Micro, Small and Medium Enterprises and Agricultural Co-operative Unions”. The aim of
the programme is to enhance access to funding for entrepreneurs registered in Latvia to revive and stimulate
the development of the national economy of Latvia. On the- 2" of October 2009, to implement the
programme, the Mortgage Bank concluded a 100 min euro loan agreement with the European Investment
Bank. In February 2010 the Mortgage Bank received the first tranche of the loan in the amount of 50 min
euro. By the end of September the SME Growth Programme had granted loans for 8.9 min lats.

Working Capital Loans for Farmers

In May 2010 the Mortgage Bank started to grant working capital loans to farmers. The loans are
granted in line with the Cabinet of Ministers Regulation No 403 of 27 April 2010 “Procedure for Granting
State Aid for Acquisition of Working Capital for Production of Agricultural Produce”. The total financing
volume of the programme is 10 min lats that the Mortgage Bank will receive from the State Treasury in the
form of loans. As at the end of September the programme had granted 200 loans for the total amount of 7.5
min lats.

Credit Fund

On 20 July 2010 the Cabinet of Ministers Regulatxon No 664 “Procedure of administration and
monitoring the state and European Union support to agriculture, rural territories and development of fish
farming, by establishing a Credit Fund” (hereinafter — Credit Fund) got approved, which provides for-granting
loans to finance projects approved by the Rural Support Service. Loans are to be granted to investments into
agricultural enterprises — construction, procurement of stationary. machinery and its equipment, procurement
of building material and development of detail design. Loans are granted with maturity up to 15 years, with
fixed or variable rate in LVL and EUR currencies. By the end of 2010, the Mortgage Bank had approved 3
projects for the total amount of 1.4 million lats.
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Report of the Supervisory Council and the Board of Directors (continued)

During 2011 we will proceed with realisation of Banks transformation according to the decisions made by the
government in order to achive goals of the conception approved on 3December 2009, which stipulates that
transformation shall be finalised by 31 December 2013. Taking into consideration that after 31 December
2013 the Bank will be left with certain amount of commercial activities, during 2011. Analyses will be made
to assess the most effective solution for servicing commercial activities after transformation phase.

During 2011 the Bank will also continue with internal restructuring and will strengthen its capacity to realise
state support programs in the name of the government. To continue previous year traditions, the Bank plan to
closely cooperaté with established Regional fund in different regions of Latvia to realise socially responsible
projects and promote activities and self-initiative of local residents to improve their surrounding environment.

/ Rolands Panko

Chairman of the Board

Baiba Bane

Chairman of the Co
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Supervisory Council (at 31 December 2010)

Baiba Bane Chairman of the Council
Andzs Ubelis Deputy Chairman of the Council
Janis Pone Member of the Council

During the reporting period Ms. Baiba Brigmane and Mr. Davids Taurips resigned from the Council and Mr.
“Janis Pone and AndZs Ubelis were appointed as members of the Council.

Board of Directors (at 31 December 2010)

Rolands Papko Chairman of the Board

Jekabs Krievind Deputy Chairman of the Board
Janis Bérzin$ Member of the Board

Baiba Brigmane Member of the Board

Gints Aboltipg Member of the Board

" During the reporting period Andris Riekstin3 resigned from the Board and Baiba Brigmane and Gints Aboltins
as were appointed as members of the Board.
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Statement of Responsibility of the Supervisory Council and the Board of Directors
Riga : 9 February 2011

The Supervisory Council and the Board of Directors (Management) are responsible for preparing the '
financial statements from the books of prime entry of the Group and the Bank for each financial period that

_present fairly the state of affairs of the Group and the Bank as at the end of the financial period and the results
of their operations and cash flows for that period according to the International Financial Reporting Standards
as adopted by the European Union. Prudent and reasonable judgments and estimates have been made by the
Management in the preparation of the financial statements.

Management confirms that suitable accounting policies have been used and applied consistently and
reasonable and prudent judgments and estimates have been made in the preparation of the financial statements
on pages 9 to 77 for 2010. Management also confirms that applicable International Financial Reporting
Standards as adopted in EU have been used in preparation of the financial statements and that these financial
statements have been prepared on a going concern basis. Appropriate accounting policies have been applied
on a consistent basis.

Management is responsible for keeping proper accounting records, for taking reasonable steps to safeguard
the assets of the Group and the Bank and to prevent and detect fraud and other irregularities. Management is
also responsible for managing the Bank in compliance with the Law on Credit Institutions, regulations of the
Bank of Latvia and the Financial and Capital Market Commission as well as other legislation of the Republic
of Latvia. : :

On behalf of the management,

Baiba Bane
Chairman of the €ouncil

/ //ma@/rmmo

Chairman of the Board
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INDEPENDENT AUDITORS’ REPORT
To the shareholder of VAS Latvuas Hlpoteku un zemes banka
.,Report on the fi nancral statements - ' ‘

. We have audited the accompanyrng consolidated financial statements of VAS Latvijas Hipotéku un zemes banka and lts :

~ subsidiaries (hereinafter — the Group) and the accompanying financial statements of VAS Latvijas Hipotéku un zemes banka
(hereinafter - the Bank), which are set out on pages 9 through 77 of the accompanying 2010 Annual Report, which comprise the
financial position as at 31 December 2010, the statement of comprehensive income, changes in equity and cash flows: for the
year then ended and other explanatory information. . : ’

Management's responsibility for the financial statements ‘

" Management is responsible for the preparation and fair presentatron of these financial statements in accordance with the
‘International Financial Reporting Standards as adopted by the European Union and for such internal control as management
determines is necessary to enable the preparatron of financial statements that are free from material misstatement, whether due to
fraud or error. .

‘Auditors’ responsibility

Our responsibility is to express an opinion on these financial statements based on our audit. We conducted our audit in -accordance
with- International Standards on Auditing. Those standards require that we comply with ethical requirements and plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free from material misstatement. - .

‘An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the financial statements.
~_The procedures selected depend on the auditor's judgment, including the assessment of the risks of material misstatement of the

financial statements, whether due to fraud or error. In making those risk assessments, the auditor considers internal control
.- relevant to the entity's preparation and fair presentation . of the financial statements in order to design audit procedures that are

appropriate in the circumstances, but not for the purpose of expressing an opinion-on the effectiveness of the entity's internal

control. An audit also includes evaluating the appropriateness of accounting policies used and the reasonableness of accountmg '
* estimates made by management, as well as evaluating the overall presentation: of the financial statements. :

We believe that the audit evidence we have obtarned is suff cient and approprlate to provrde a basis for our audrt oplmon

“Opinion ' :
-In our opinion, the financral statements grve a frue and farr view of the fi nancial posrtron of Group and Bank of 31 December 2010 ‘

~and of its financial performance and its cash. ﬂows for the year then ended in accordance with lnternatronal Financial Reporting
Standards as adopted by the European Unron :

Emphasis of matter . : '
We draw attention to Note 1 in the ﬁnancral statements whrch dlscusses the uncertainties in the lrght of the ongoing transformatron ‘

of the Bank, because the government has not yet taken decision on approval of detailed Bank's transformatron plan. Our oprnron is
not qualif ied in respect of thls matter.

Report on other Iegal and regulatory requlrements

Furthermore, we have read the management report for the year ended 31 Deoember 2010 (set out on pages 2 through 5 of the
accompanylng 2010 Annual Report) and have not noted any material mconsrstencres between the fi nancral information mcluded in
itand the financial statements for the year ended 31 December 2010.

SIA Ernst & Young Baltic

Licence No. 17 :

- Diana Kri§jare :
© Chairperson of the Board

Latvian Certified Auditor -
- Certificate No. 124

" Riga, 9 February 2011 -

Amember firm of Ernst & Young Global
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STATEMENT OF FINANCIAL POSITION (all amounts in thousands of Lats)

Notes 2010 2009

Group Bank Group Bank
Interest income 5 46,900 46,413 58,348 55,815
Interest expense 6 (27,953) (27,964) (30,960) (30,551)
Net interest income 18,947 18,449 27,388 25,264
Fee and commission income 7 3,‘912 3,250 3,892 3,557
Fee and commission expense 8 (980) (1,013) (996) (1,025)
Net fee and commission income 2,932 2,237 2,896 2,532
Dividend income - - 5 52
Net trading income 9 1,594 1,739 6,166 6,319
Other operating income 10 4,410 2,054 2,075 1,110

27,883 24,479 38,530 35,277
Personnel expenses 11 (8,866) (7,788) (9,625) (8,573)
Administrative expenses 12 (6,873) (5,997) (8,112) (7,194)
Depreciation and amortisation (1,912) (1,727) (2,036) (1,834)
Impairment expenses 13 (76,407) (76,887) (74,101) (72,733)
Loss before income tax (66,175) (67,920) (55,344) (55,057)
Income tax expense 14 (33) - 934 1,006
Net loss for the period (66,208) (67,920) (54,410) (54,051)
Net gain from investment securities :
available-for-sale 39 3,067 3,067 528 528
Total comprehensive loss for the
period  (63,141) (64,853) (53,882) (53,523)
Net (loss) / profit for the period
attributable to: .
Equity holders of the Bank (66,316) - (54,421) -
Non-controlling interest 108 - 11 -
Total comprehensive (loss) / profit
for the period attributable to:
Equity holders of the Bank (63,249) - - (53,893) -
Non-controlling interest 108 - 11 -
Earnings per share
Equity shareholders of the parent for
the year:
Basic and dilluted earnings per share 15 (0.38) (0.67)

- (expressed in LVL per share)

The notes on pages 14 to 77 are an integral part of these financial statements.

These financial statements on pages 9 to 77 have been accepted by the Board of Directors on 3 February 2011

and accepted by the Supervisory Council on 9 February 2011 and are signed by:

Baiba Bane —
Chairman of the Council {

Rolands Panko

Chairman of the Board
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STATEMENT OF FINANCIAL POSITION (all amounts in thousands of Lats)

_ Notes 31/12/10 31/12/09

Assets Group Bank Group Bank
Cash and balances with Central Bank 16 68,177 68,177 95,997 95,997
Due from credit institutions 19 20,774 16,692 35,411 35,276
Derivative financial instruments 20 862 862 1,954 1,954
Trading securities ‘ 17 2,572 2,374 5,074 4919
Investment securities — available for :

sale 17 71,504 77,765 49,892 49,892
Investment securities — held to maturity 17 24,614 24,614 42,984 42,984
Loans to customers 21 491,741 - 470,534 632,681 639,501
Deferred expenses and accrued income - 1,182 2,049 662 532
Investment properties 18 10,574 1,159 1,166 1,166
Property and equipment 25 6,583 6,074 7,536 6,896
Intangible assets 24 1,811 1,447 2,204 1,721
Investments in-subsidiaries and :

associated undertakings 23 - 818 280 1,528
Other assets 26 5,659 2,298 8,896 1,865
Assets held for sale 22 - 30,945 - -
Total assets 706,053 705,808 884,737 884,231
Liabilities

Due to credit institutions 27 167,771 167,771 379,512 379,512
Derivative financial instruments 20 13 13 155 155 .
Due to customers 28 361,163 363,622 326,699 326,761
Issued debt securities » . 29 . 32,589 33,046 37,429 38,249
Deferred income and accrued expenses 1,686 1,224 3,997 3,376
Provisions for off-balance sheet

commitments ' 1,054 1,054 189 189
Current income tax liabilities 40 - 43 -
Deferred tax liabilities 10 - 27 -
Other liabilities 30 24,903 24,308 27,211 26,646
Subordinated liabilities 31 31,089 31,089 31,089 31,089
Total liabilities 620,318 622,127 806,351 . 805,977
Shareholder’s equity . :
Share capital 32 191,601 191,601 121,321 121,321
Reserve capital ' 2,524 2,063 2,524 2,063
Revaluation reserve on available for

sale investments 33 33 (3,034) (3,034) -
Accumulated loss S (108,781) (110,016) (42,465) (42,096)
Total shareholder’s equity attributable :

to shareholders of the Bank 85,377 83,681 78,346 78,254
Non-controlling interest . 358 - 40 -
Total shareholder’s equity 85,735 83,681 78,386 78,254
Total liabilities and shareholder’s

equity 706,053 705,808 884,737 884,231

The notes on pages 14 to 77 are an integral part of these financial statements.

These financial statements on pages 9 to 77 have been accepted by the Board of Directors on 3 February 2011

and accepted by the Supervisory Council on 9 February 2011 and are signed by:

Baiba Bane /@7/7/ Rolan

Chairman of the Council

7

=

ds Panko

W

Chairman
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CONSOLIDATED STATEMENT OF CHANGES IN THE GROUP’S EQUITY

(all amounts in thousands of Lats)

Attributable to equity holders

_Share Reserve Revaluation  Retained  Minority Total
Capital capital deficiton  earnings interest equity
available for
sale
investments
Balance as at 31 December 2008 48,513 2,524 (3,562) 12,922 29 60,426
Loss for the period - - - (54,421) 11 (54,410)
Other comprehensive expenses - - 528 - - 528
Total comprehensive (loss) / »
profit for the period - - 528 (54,421) 11 (53,882)
Shareholders cash contribution 72,808 - - - - 72,808
Distribution of profit — payment for
use of state capital - - - (966) - .(966)
Balance as at 31 December 2009 121,321 2,524 (3,034) (42,465) 40 78,386
Loss for the period - - - (66,316) 108 (66,208)
Other comprehensive income - - ~ 3,067 - - 3,067
Total comprehensive (loss) /
profit for the period - - 3,067  (66,316) 108 (63,141)
Increase in minority interest (IPS
,Hipo Fondi”) - - - - 210 210
Shareholders cash contribution 70,280 - - - - 70,280
Balance as at 31 December 2010 191,601 2,524 33  (108,781) 358 85,735

The notes on pages 14 to 77 are an integral part of these financial statements.
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STATEMENT OF CHANGES IN THE BANK’S EQUITY

(all amounts in thousands of Lats)

Share Reserve Revavluation Retained Total
Capital capital deficiton  earnings equity
available for
sale
investments
Balance as at 31 December 2008 48,513 2,063 (3,562) 12,921 59,935
Loss for the period - - (54,051) (54,051)
Other comprehensive expenses - 528 - 528
Total comprehensive (loss) /
profit for the period - 528 (54,051) (53,523)
Shareholders cash contribution 72,808 - - 72,808
Distribution of profit — payment for
use of state capital - - (966) (966)
Balance as at 31 December 2009 121,321 2,063 (3,034) (42,096) 78,254
Loss for the period - - (67,920) (67,920)
Other comprehensive income - 3,067 - 3,067
Total comprehensive (loss) /
profit for the period - 3,067 - (67,920) (64,853)
Shareholders cash contribution 70,280 - - 70,280
Balance as at 31 December 2010 191,601 2,063 33

The notes on pages 14 to 77 are an integral part of these financial statements.

(110,016)

83,681
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" STATEMENT OF CASH FLOWS (all amounts in thousands of Lats)

Cash flows from operating activities

(Loss) before taxation

Depreciation and amortisation

Increase in provision for impairment losses

(Profit) / loss from sale of property and equipment
Increase/ (decrease) in deferred income and accrued
expenses

(Increase)/ decrease in deferred expenses and accrued
income

(Increase) / decrease in other assets

Increase in other liabilities

(Decrease)/ increase in cash and cash equivalents
from operating activities before changes in assets and
liabilities

Decrease in balances due from credit institutions
Decrease in loans to customers

Decrease/ (increase) in trading securities

(Decrease) / increase in balances due to credit institutions
Increase in balances due to customers

Decrease in debt securities issued

Cash and cash equivalents used in operating activities

Corporate income tax paid

Cash flows from investing activities

Purchase of investment securities

Sale of investment securities

Purchases of property and equipment

Proceeds from property and equipment disposal
Proceeds from disposal of investments in associated
entities

Acquisition of investments in associated entities

Cash and cash equivalents used in investing activities

Cash flows from financing activities

Increase in minority interest

Repayment of syndicated loan

Shareholders cash contribution

Dividend paid _

Cash and cash equivalents generated from financing
activities

Increase / (decrease) in cash and cash equivalents
Cash and cash equivalents at the beginning of the year
Cash and cash equivalents at the end of the year (Note
33)

Cash flow from interest received
Cash flow from interest paid

2010 2009
Group Bank Group Bank
(66,175) (67,920) (55,344) (55,057)
1,912 1,727 2,036 1,834
76,407 76,887 74,101 72,733
(191) 9 (420) 81
(2,330) (2,152) 1,387 1,494
(520) (1,517) 56 32
(4,748) 1,233 (5,722) (2,261)
(1,585) (1,615) 13,926 14,065
2,770 6,652 30,020 32,921
3,177 3,177 32,853 32,853
64,373 61,084 37,806 15,678 -
2,502 2,545 (1,232) (1,208)
20,624 20,624 (109,997) (90,696)
34,464 36,861 22,325 22,276
(4,840) (5,203) (3,231) (2,411)
123,070 125,740 8,544 9,413
(33 - @ -
(173,404) (179,665) (226,248) (226,248)
173,456 173,456 225,341 225,341
(807) (654) (1,106) (974)
346 14 891 22
- - 16 -
(409) (6,849) (1,1006) 1,859)
210 - -
(145,480) (145,480)
- - 43,290 43,290
- - (966) (966)
(145,270) (145,480) 42,324 42,324
(22,642) (26,589) 49,760 49,878
111,062 110,927 61,302 61,049
88,420 84,338 111,062 110,927
44,350 44,136 54,902 52,963
27,633 27,644 34,078 33,343

The most significant non-cash item is increase of shareholder equity, which have been done by shareholder
assuming liabilities for loan from credit institution in amount of LVL 70 million (2009: LVL 30 million).

The notes on pages 14 to 77 are an integral part of these financial statements.
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NOTES TO THE FINANCIAL STATEMENTS

1 GENERAL INFORMATION

.. The Mortgage and Land Bank of Latvia was established as a state-owned commercial bank on 19 March 1993

by the Government of Latvia based on the Decree No 140 adopted by the Cabinet of Ministers. The Bank was
registered with the Register of Enterprises of the Republic of Latvia on 3 June 1993. According to the
Commercial Law the Bank was registered in the Commercial Register on 14 July 2004.

The operations of the Bank are regulated by the law On Credit Institutions and other effective laws of the
Republic of Latvia, the Statutes of the Bank, the instructions of the Bank of Latvia and Financial and Capital
Market Commission, as well as the decrees and regulations of the Cabinet of Ministers of the Republic of
Latvia. The Bank is under the jurisdiction of the Ministry of Finance of the Republic of Latvia that represents
the interests of the shareholder on behalf of the Cabinet of Ministers and holds 100% of the Bank’s shares. .

The principal activities of the Bank have been dividend by commercial activities, where -Bank provides
universal bank’s services, and state support programs, where Bank issues loans under state and European
Union programs.

On 3 December 2009, the concept for Transformation of the State-owned JSC Mortgage and Land Bank of
Latvia into a Development Bank was approved by Order No 820 issued by the Cabinet of the Republic of
Latvia. The concept stipulates that the Mortgage Bank be gradually transformed into a development bank,
phasing out commercial functions to completely refuse from them by 31 December 2013 at the latest. The
Mortgage Bank will be gradually reducing its commercial loan portfolio and the portfolio balance outstanding
at the end of the transition period will be realised or transferred to another financial institution.

In April 2010 the shareholder of the Bank increased share capital of the Bank by LVL 70 million. The
Shareholder sent a notification to European Commission requesting to approve the share capital increase. The
management of the Bank expects that decision will be made after review of Bank‘s transformation plan as
described below. Thus, the approval from European Commision towards the bank's shareholder is still -
pending at the date of the issue of these Finacial Statements. If this approval was not been obtained, the bank's
shareholder would need to perform actions to obtain repayment of made capital increase. The increase has
been recognized as equity and included in capital adequacy calculation.

In September 2010, in accordance with the Cabinet’s decision, a consultant — SEB Enskilda - was attracted to
ensure the transformation process. The consultant was engaged to draw the transformation plan of the Bank.
The tranformation plan shall include actions to be taken by the Bank, which currently have not been agreed
and therefore are uncertain.

Therefore, the Bank’s management has not been able to assess the potential effect, if any, which the approval
of the transformation plan, including related approval on Bank's equity, could produce on the Bank’s future
operations, presentation of Bank‘s asset and liability term structure and their valuation s, as well as capital
adequacy. A decision on the transformation plan will be adopted by the Cabinet of the Republic of Latvia
after the approval of the annual report.

Given the existing circumstances, the Bank’s management has adopted the going concern assumption based
on the budget and action plan for 2011 approved by the Bank’s Council and shareholder, stating that the Bank
will be in compliance with all regulatory requirements and assuming positive decision over capital increase
made in April 2010. The Bank’s management also expects that the transformation plan that will be approved
to implement the transformation process will encompass measures and resources which may be necessary to
achieve compliance with the regulatory requirements and will not cast any doubt upon the appropriateness of
the going concern assumption.

These financial statements on pages 9 to 77 have been accepted by the Board of Directors on 3 February 2011
and accepted by the Supervisory Council on 9 February 2011. In accordance with the Commercial Law of the
Republic of Latvia, the shareholders’ meeting has the right to make decision on approval of the financial
statements. ’




Mortgage and Land Bank of Latvia A
Annual Report for the year ended 31 December 2010

NOTES TO THE FINANCIAL STATEMENTS

2 ACCOUNTING POLICIES
(1) Basis of preparation

These financial statements are prepared in accordance with International Financial Reporting Standards
(IFRS) as adopted in the European Union, on a going concern basis (see also significant assumptions). In
preparation of the financial statements on a going concern basis the management considered the Bank’s and
the Group’s financial position, access to financial resources and analysed the impact of the recent financial
crisis on future operations of the Bank and the Group The financial statements are prepared under the
historical cost convention as modified by the fair valuation of financial assets held as available-for-sale,
trading securities, derivative financial instruments and investment properties.

The preparation of financial statements in-accordance with International Financial Reporting Standards as
adopted by European Union requires the use of estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the reporting period. Although these estimates are
based on the Management’s best knowledge of current events and actions, actual results ultimately may differ
from those estimates.

The accompanying financial statements are reported in thousands of lats, unless otherwise stated. Functional
currency of the Bank and Group is Latvian lats.

The accounting policies used in the preparation of the financial statements for the period ended 31 December
2010 are consistent with those used in the annual financial statements for the year ended 31 December 2009,
except as described in Note 2(23). )

In order to improve financial statement presentation, the Group has changed presentation of several income
statement and financial position classifications, as well as made reclassifications in prior period balances. Key
changes in statement of income relates to reclassifying penalty income from caption Other operating income to
Interest income in amount of 2,461 thousand LVL and recovery of loans written off in previous petiods from caption -
Other operating income to Impairment expenses, net in amount of 1,486 thousand LVL. Key change in statement of -
financial position is to show separately provisions for off-balance sheet items, as a result reclassification in last year
balances of 189 thousand LVL from other liabilities was made.

(2) Consolidation and investments in subsidiaries

Consolidation

Subsidiary undertakings, in which the Bank, directly or indirectly, has power to exercise control over financial and
operating policies, and where operating volumes are substantial, have been consolidated, by adding together similar
types of assets, liabilities, income and expenses.

For the purposes of consolidation, all intercompany transactions, balances and unrealised surpluses and deficits on
transactions between the Group companies have been eliminated. Where necessary, accounting policies of
subsidiaries have been changed to ensure consistency with the policies adopted by the Group.

Subsidiaries ' .
Investments in subsidiaries are accounted for under the cost method in the separate financial statements of the Bank.-
The Bank recognises income from the investment only to the extent that the Bank receives dividends from the
accumulated profits of the subsidiaries arising after the date of acquisition.

Associates ‘

Associates are all entities over which the Group and the Bank has significant influence but not control. Investments
in associates are accounted for under cost method in Bank’s financial statements and using the equity method in
Group’s financial statements.
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NOTES TO THE FINANCIAL STATEMENTS

2 ACCOUNTING POLICIES (continued)

(3) Foreign currency translation

Transactions denominated in foreign currenciés are recorded in lats at actual rates of exchange set forth by the
Bank of Latvia at the date of the transaction. Monetary assets and liabilities denominated in foreign currencies
are translated into lats at the rate of exchange prevailing at the end of period. Any gain or loss resulting from a

change in rates of exchange subsequent to the date of the transaction is included in the income statement.

The applicable rates for the principal currencies held by the Group and the Bank were as follows:

31 December 2010 31 December 2009

1EUR = LVL0.702804 1EUR = LVL 0.702804
1USD = LVL 0.535000 1USD = LVL 0.489000
1GBP = LVL 0.824000 1GBP = LVL 0.783000

(4) Income and expense recognition

Interest income and expense are recognised in the income statement for all interest bearing instruments on an
accrual basis using the effective interest rate method.

The effective interest method is a method of calculating the amortised cost of a financial asset or a financial
liability and of allocating the interest income or interest expense over the relevant period. The effective
interest rate is the rate that exactly discounts estimated future cash payments or receipts through the expected
life of the financial instrument or, when appropriate, a shorter period to the net carrying amount of the
financial asset or financial liability. When calculating the effective interest rate, the Group estimates cash
flows considering all contractual terms of the financial instrument (for example, prepayment options) but does
not consider future credit losses. The calculation includes all fees and points paid or received between parties
to the contract that are an integral part of the effective interest rate, transaction costs and all other premiums
or discounts. '

Once a financial-asset or a group of similar financial assets has been written down as a result of an impairment
loss, interest income is recognised using the rate of interest used to discount the future cash flows for the
purpose of measuring the impairment loss.

Fees and commissions are generally recognised on an accrual basis when the service has been provided. Fees
related to loans issuing are deferred (together with related direct costs) and recognised as-an adjustment to the
effective interest rate on the loan.

(5) Financial instruments — initial recognition and subsequent measurement

() Date of recognition

Purchases and sales of trading securities and investment securities that require delivery within the time frame
established by regulation or market convention (“regular way” purchases and sales), are recognised at
settlement date, which is the date, when the asset is delivered or given to the Group or the Bank. Any change
in the fair value of the asset during the period between the purchase date and the settlement date is recognised
in the income statement or in the statement of comprehensive income. Otherwise such transactions are treated
as derivative instruments until settlement. '

(i) Initial recognition of financial instruments

Trading securities, derivatives and other financial instruments at fair value through profit or loss are initially
recorded at fair value. All other financial instruments are initially recorded at fair value plus transaction costs.
Fair value at initial recognition is best evidenced by the transaction price. A gain or loss on initial recognition
is only recorded if there is a difference between fair value and transaction price which can be evidenced by
other observable current market transactions in the same instrument.
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NOTES TO THE FINANCIAL STATEMENTS
2 ACCOUNTING POLICIES (continued)

(5) Financial instruments — initial recognition and subsequent measurement (continued)
(iii) Trading and investment securities

Trading and investment securities are comprised of the following categories:

e Trading securities comprise fixed income securities and equity shares held by the Bank for trading
purposes. They are accounted for at fair value and all gains and losses arising from changes in the fair
value are included in the income statement as part of net trading. income.

¢ Investment securities available-for-sale comprise treasury bills and other fixed income securities held by
the Bank for an indefinite ‘period of time, which may be sold in response to needs for liquidity or changes
in interest rates, exchange rates or equity prices. They are stated at fair value with all gains and losses
from revaluation recognised in the statement of comprehensive income, except for impairment losses,
which are recognized in the income statement, until derecognition. The cumulative change recognised as
other comprehensive income is presented as Revaluatoin reserve on available for sale investments under
equity.

e Investment securities held-to-maturity comprise debt securities with fixed or determinable payments and
fixed maturities that the Bank’s management has the positive intention and ability to hold to maturity.
They are carried at amortised cost, that is calculated based on the purchase price of the securities
adjusted by discount or premium amortised over the tem of the securities, using the effective interest rate
method.

(iv) Loans and receivables

Loans and advances to customers are accounted for as loans and receivables and are carried at amortised cost.
Loans and receivables are non-derivative financial assets with fixed or determinable payments that are not
quoted in an active market. All loans are recognised when cash is advanced to borrowers.

For the purposes of these financial statements, finance lease receivables are included in loans and advances to
customers.

Management considers risks for all loans to determine the provision for loan impairment and possible losses.

Provisions for individual loan impairment are established if there is objective evidence that it will not be
possible to collect all amounts due according to the original contractual terms of loans. The amount of the
provision is the difference between the carrying amount and the recoverable amount, being determined as the
present value of expected cash flows, including amounts recoverable from guarantees and collateral.
Impairment losses are recognised through an allowance account.

In addition to provisions for individual loans, provisions for homogeneous groups of loans based on
similarities of credit risk involved, loan size, quality and loan terms are also established. The provision for
loan impairment losses for those loans included within homogeneous groups have been estimated based upon
historical patterns of losses in each group, the historic pattern of timeliness of payments and reflecting the
current economic climate in which the borrowers operate.

If, in a subsequent period, the amount of the impairment loss decreases and the decrease can be related
objectively to an event occurring after the impairment was recognised (such as an improvement in the
debtor’s credit rating), the previously recognised impairment loss is reversed by adjusting the allowance
account through profit or loss and disclosed as part of provision for impairment loss.

The methodology and assumptions used are reviewed regularly to reduce any differences between loss
estimates and actual loss experience.
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- NOTES TO THE FINANCIAL STATEMENTS
2 ACCOUNTING POLICIES (continued)

(5) Financial instruments — initial recognition and subsequent measurement (continued)

(v) Due from banks

Amounts due from other banks are recorded when the Group and the Bank advances money to counterparty
banks with no intention of trading the resuiting unquoted non-derivative receivable due on fixed or
determinable dates. Amounts due from other banks are carried at amortised cost.

(vi) Derivative financial instruments

Derivative financial instruments including foreign currency swaps are initially recognised at fair value and
subsequently measured at their fair value. Fair values are obtained from quoted market prices and discounted
cash flow models as appropriate. All derivatives are carried as assets when fair value is positive and liabilities
when the fair value is negative. Changes in the fair value of derivatives are reported in the income statement.
The Group and the Bank do not use hedge accounting.

(vii) Financial liabilities carried at amortised cost

Financial liabilities carried at amortised cost are mainly amounts due to customers and due to banks. These
are recognised initially at cost, being their issue proceeds (fair value of consideration received) net of

" transaction costs incurred. Financial liabilities are subsequently stated at amortised cost and any difference
between net proceeds and the redemption value is recognised in the income statement over the period of the
borrowings using the effective interest method.

(6) Derecognition of financial assets

The Group and the Bank derecognise financial assets when (a) the assets are redeemed or the rights to cash
flows from the assets otherwise expired or (b) the Group and the Bank has transferred the rights to the cash
flows from the financial assets or entered into a qualifying pass-through arrangement while (i) also
transferring substantially all the risks and rewards of ownership of the assets or (ii) neither transferring nor
retaining substantially all risks and rewards of ownership but not retaining control. Control is retained if the
counterparty does not have the practical ability to sell the asset in its entirety to an unrelated third party
without needing to impose additional restrictions on the sale

() Fair values of financial assets and liabilities

Fair value is the amount for which assets could be exchanged, or liability settled, between knowledgeable,
willing parties in an arms length transaction. Fair values of financial assets or liabilities, including derivative
financial instruments, in active markets are based on quoted market prices.

If the market for a financial asset or liability is not active (and for unlisted securities), the Group establishes
fair value by using valuation techniques. These include the use of discounted cash flow analysis, option
pricing models and recent comparative transactions as appropriate. '

Where, in the opinion of the Management, the fair values of financial assets and liabilities differ materially
from their book values, such fair values are separately disclosed in the notes to the accounts.

3) Off-setting financial instruments

Financial assets and liabilities are offset and the net amount reported in the balance sheet when there is a
legally enforceable right to offset the recognised amounts and there is an intention to settle on a net basis, or
realise the assets and settle the liability simultaneously.
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NOTES TO THE FINANCIAL STATEMENTS
2 ACCOUNTING POLICIES (continued)

) Impairment of financial assets and liabilities

The Group and the Bank first assess whether objective evidence of impairment exists individually for
financial assets at amortised cost (such as due from banks, loans and advances to customers and held-to-

_ maturity investments) that are significant. Financial assets that are individually assessed for impairment and
for which an impairment loss is or continues to be recognised are not included in a collective assessment of
impairment. If the Group and the Bank determines that no objective evidence of impairment exists for
individually assessed financial assets, it is included in a group of loans with similar credit risk characteristics
and collectively assessed for impairment. For the purposes of a collective evaluation of impairment loans are
grouped on a basis of similar credit risk characteristics.

The cumulative impairment loss - measured as the difference between the asset’s carrying amount and the
present value of estimated future cash flows (excluding future credit losses that have not been incurred)
discounted at the financial asset’s original effective interest rate — is reduced through use of an allowance
account and the amount of the loss is recognised in the income statement. Interest income continues to be be
accrued on the reduced carrying amount using the rate of interest used to discount the future cash flows for
the purpose of measuring impairment loss and is recognised as ‘Interest income’. When a loan is
uncollectible, it is written off against the related allowances for credit losses; subsequent recoveries are
credited to the income statement.

The Group and the Bank review their loan portfolios to assess impairment on a quarterly basis. In determining
whether an impairment loss should be recorded in the income statement, the Group and the Bank make
judgements as to whether there is any objective indication that there is a measurable decrease in the estimated
future cash flows from a portfolio of loans before the decrease can.be identified with an individual loan in that
portfolio. Management uses estimates based on historical loss experience for assets with similar credit risk
characteristics and current economic climate in which the borrowers operate. The methodology and
assumptions used are reviewed regularly to reduce any differences between loss estimates and actual loss
experience. Nevertheless, it is reasonably possible, based on existing knowledge, that outcomes within the
next financial year that are different from assumptions could require a material adjustment to the carrying
amount of the asset or liability affected.

(i) Available for sale financial instruments

The Group assesses at each balance sheet date whether there is objective evidence that available-for-sale
securities are impaired. If any such evidence exists, for available for sale investments the cumulative
impairment loss - measured as the difference between the amortised cost of the asset and the current fair
value, less any impairment loss previously recognised - is removed from other comprehensive income and
recognised in the income statement.

Impairment losses recognised in the income statement are subsequently reversed if a fair value increase is
observed that can be objectively related to an event occurring after the impairment loss was recognised. The
assessment of the evidence for impairment and the determination of the amount of impairment or its reversal
requires the application of management's judgement and estimates.

(ii) Restructured loans

Where possible, the Group seeks to restructure loans rather than take possession of collateral. This mostly
involves adjusting payment made by a borrower in a manner matching such a borrower’s financial capacity
(temporarily reducing principal repayments, extending payment terms) and the agreement of new loan
conditions. Once the terms have been renegotiated and executed a loan is no longer considered non-
performing as long as a borrower complies with the renegotiated terms and conditions. Such loans are
continuously reviewed to ensure that all criteria are met and that future payments are likely to occur and
interest and fee income is accrued and recognised as for other performing loans. Restructured loans continue
to be subject to an individual or collective impairment assessment.
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2 ACCOUNTING POLICIES (continued)
(10) Intangible Assets including Goodwill

Acquired computer software and licences are recognised as intangible assets on the basis of the costs incurred to
acquire and bring to use the sofiware. These costs are amortised on the basis of their expected useful lives (5 years).
Costs associated with developing or maintaining computer software programs are recognised as an.expense as
incurred. : :

Goodwill represents the excess of the cost of an acquisition over the fair value of the Group’s share of the net assets
of the acquired subsidiary at the date of acquisition. Goodwill on acquisition is reported in the balance sheet as an
intangible asset and is measured at cost less any accumulated impairment loss. The goodwill is assessed during each
reporting period to determine whether the goodwill is impaired; such impairment loss is determined on the basis of
the estimated recoverable amount of the goodwill. The assessment of the impairment of goodwill requires the
application of management's judgement, including estimates of future cash flows of the appropriate cash generating
unit based on management's business plans, discounted at an appropriate discount rate. Identifiable intangible assets
arising on acquisition whose fair value can be measured reliably are recognised separately from goodwill and
amortised on a straight-line basis over their expected useful lives. The identification and fair valuation of such
intangible assets may require the application of management's judgement and, where applicable, estimates of the
attributable cost of the asset or future cash flows from the Group's ownership of the asset discounted at an
appropriate discount rate.

(11) Property and equipment

All property and equipment is stated at historical cost less accumulated depreciation. Depreciation is provided using
the straight-line method to write off the cost of each asset to its residual value over the estimated useful life of the
~ asset. The assets’ residual values and useful lives are reviewed, and adjusted if appropriate, at each balance
~ sheet date.

The annual rates of fixed asset depreciation are:

Category Depreciation rate

Buildings 2%p.a.

"Furniture and fittings 10-20%p.a.

Computers and equipment 10-33 %p.a.

Motor vehicles : 17%p.a.

Leasehold improvements over the term of the lease agreements

Where the carrying amount of an asset is greater than its estimated recoverable amount, it is written down
immediately to its recoverable amount. Gains and losses on disposals of property and equipment are recognised in
the income statement in the period of disposal. Subsequent costs are included in the asset’s carrying amount or are
recognised as a separate asset, as appropriate, only when it is probable that future economic benefits associated with
the item will flow to the Group and the cost of the item can be measured reliably. All other repairs and maintenance
are charged to income statement during the financial period in which they are incurred.. The assets’ residual values
and useful lives are reviewed, and adjusted if appropriate, at each balance sheet date. Property and equipment are
periodically reviewed for impairment. Where the carrying amount of an asset is greater than its estimated recoverable
amount, it is written down immediately to its recoverable amount.
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2 ACCOUNTING POLICIES (continued)
(12) Investment Properties

Investment property comprises land or buildings, which are held in order to eamn rentals or for capital appreciation or
both, and which are not occupied by the companies in the Group or otherwise held for sale. Property held under
operating lease is classified as investment property if, and only if, it meets the definition of an investment property.

Investment property is carried at fair value. Fair value is based on active market prices, adjusted, if necessary, for any
difference -in the nature, location or condition of the asset. If this information is not available, the Group -uses
alternative valuation methods such as discounted cash flow projections. Changes in the fair value of investment
_property are recorded in the income statement as part of other operating income.

(13) Leases - when the Group is a lessor

Finance lease receivables at commencement of the lease are recognised at the lower of the fair value of the
leased asset or the present value of minimum lease payments. The net investment in finance leases is recorded
in the balance sheet net of taxes and the related provision for impairment.

Lease income is recognised over the term of the lease using the net investment method, which reflects a
constant periodic rate of return.

Assets under operating leases are recognised as fixed assets at historical cost net of accumulated depreciation.
* Depreciation is calculated on a straight-line basis to write off the cost of each asset to its residual value over
the estimated useful life of fixed assets that is determined based on useful lives of similar assets of the Group.

(14) Corporate income tax

Corporate income tax for the reporting period is included in the financial statements based on the
‘management’s calculations prepared in accordance with tax legislation of the Republic of Latvia.

Deferred tax is provided in full, using liability method, on all temporary differences arising between the tax
bases of assets and liabilities and their carrying amounts in the financial statements. The deferred tax is
calculated based on currently enacted tax rates that are expected to apply when the temporary differences
reverse. The principal temporary differences arise from different fixed asset depreciation rates, revaluation of
investment properties, as well as tax losses carried forward. Deferred tax assets and liabilities are netted only
within the individual companies of the Group.

Where an overall deferred taxation asset arises, it is only recognised in the financial statements where it is
probable that future taxable profit will be available against which the temporary differences can be utilised.

(15) Cash and cash equivalents

Cash and cash equivalents comprise cash and demand deposits with the Bank of Latvia and other credit
institutions, deposits with and from other credit institutions with original maturity of 3 months or less.
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NOTES TO THE FINANCIAL STATEMENTS
2 ACCOUNTING POLICIES (continued)
(16) Mortgage bonds coverage register

The coverage reglster of mortgage bonds at the Bank is maintained in accordance with the legislation of the
Republic of Latvia, including regulatory documents covering mortgage transactions. :

The Bank manages mortgage claims included in the coverage register of mortgage bonds according to their
remaining value, as well as substitute coverage separately from other assets.

The mortgage claims included in the coverage register of mortgage bonds according to their remaining value
are used to ensure that those liabilities that result from the issue of mortgage bonds are met.

Mortgage bonds in circulation according to their total face value are fully covered with mortgage loans. The
interest expense on mortgage bonds is covered with the interest income from mortgage loans of the same
amount.

(17)  Provisions

Provisions are recognised when the Group or the Bank has a present legal or constructive obligation as a
result of past event, it is probable that an outflow of resources embodying economic benefits will be required
to settle the obligation, and a reliable estimate of the amount of the obligation can be made. These provisions
relate to the guarantees issued and other off balance sheet items.

18) Employee benefits

The Group and the Bank pays social security contributions for state pension insurance and to the state funded
pension scheme in accordance with Latvian legislation. State funded pension scheme is a defined contribution
plan under which the Group and the Bank pay fixed contributions determined by the law and they will have
no legal or constructive obligations to pay further contributions if the state pension insurance system or state
funded pension scheme are not able to settle their liabilities to employees. The social security contributions
are recognised as an expense on an accrual basis and are included within staff costs. '

19 Assets held for sale

Property is classified as held for sale if its carrying amount will be recovered principé]ly through a sale
transaction rather than through continuing use. Property held for sale is measured at the lower of its carrying
amount and fair value less costs to sell.

(20) Financial guarantees

The Group measures issued financial guarantees initially at their fair value, which is normally evidenced by
the amount of fees received. This amount is then amortised on a straight-line basis over the life of the
guarantee. At each balance sheet date, the guarantees are measured at the higher of (i) the unamortised
balance of the amount at initial recognition and (11) the best estimate of expenditure required to settle the
commitment at balance sheet date.

(21) Off-balance sheet instruments

In the ordinary course of business, the Group and the Bank utilise off-balance sheet financial instruments
-including commitments to extend loans and advances, financial guarantees and commercial letters of credit.
Such financial instruments are recorded in the financial statements when they are funded or related fees are
incurred or received. The methodology for provisioning against off-balance sheet instruments is given in Note
2(17) above.
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-2 ACCOUNTING POLICIES (continued)
(22) Operating segments

Operating segment is different component of Group’s activities which is related with offering products and
services that are subject to risks and provide revenues that are different from other segments’ risks and revenues.

Operating segments with highest revenues received from external customers as well as segments that assets are
10 percent or more of the combined assets of all operating segments are disclosed separately.

Operating segments are reported in a manner consistent with the internal reporting provided to the chief
operating decision-maker. The. chief operating decision-maker, who is responsible for allocating resources
and assessing performance of the operating segments, has been identified as the Board of the Bank that makes
strategic decisions.

Same accounting policies are applied in recording inter-segment transactions.
(23) Critical Accounting Estimates and Judgements

The Group makes estimates and assumptions that affect the reported amounts of assets and liabilities within
the next financial year. Estimates and judgements are contmually evaluated and based on historical experience '
and other factors, including “expectations of future events that are believed to be reasonable under the
circumstances. Such estimates and assumptions are outlined below:

»  Going concern evaluation. Please see Note 1 General information.

*  Impairment losses of loans and advances. The Group reviews its loan portfolio to assess
impairment on a regular basis as described in Note 2(9). Due to rising amount of non-performing
loans, the Group has become more active in workout of loans in order to regain client’s solvency in
case when it is possible.

When the Group considers that restructuring is not possible or economically “feasible, Group
proceeded with foreclosure by first offering voluntary sales of collateral. Taking into consideration
low activity of real estate market and unwillingness of non-performing loan borrowers to voluntary.
Due to such approach the Group estimated to have recognized additional impairment expenses of
2,217 thousand LVL.

Taking into consideration that such approach shall be applied also in the future, the Group made the
estimate of impairment allowance for non-performing loans by calculating impairment allowance for
certain collaterals based on their fast realization price. Due to this change of estimate the Group has
recognized additional impairment expenses of 7,735 thousand LVL. .

Finally, do to current economic slow-down, which have affected valued of real estate, the Group
continuously is making revaluation of collaterals, including revaluation of such real estate, which
serves as collateral for loans with . significant impairment allowance. Due to this additional
impairment expenses were recognized during the reporting period..

= Impairment allowance for securities held to maturity. The Group performs credit risk evaluation
of the issuer of securities on a regular basis for a timely identification of eventual loss events, which
might occur due to issuer’s default. The Group shall use the following criteria in the evaluation
process of the quality of securities and building of provisions:

o changes in credit risk of the securities issuer since the moment of financial asset
procurement, upon evaluation of changes in internal or international credit ratings;

o changes in the fair value of the respective security and the potential losses, if the respective
security would be sold at the market price on a regulated market;

o changes in estimated future cash flow and date of maturity due to late payments (except for
cases when delays caused by payment system errors) or due to negative changes in
creditworthiness of the issuer, bankruptcy, liquidation or reorganization of the issuer.
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Critical Accounting Estimates and Judgements (continued)

Fair value of financial instruments. The Group has established principles and methods for
evaluating securities at their fair value, selection and application procedure of these principles and
methods, as well as applicable information sources in securities evaluation and hierarchy of their use.
Major principles:

o to identify the fair value of securities traded on the active market, the bid prices published
in stock-exchanges or reliable information sources are used, or the price of the last
transaction, if five business days have not elapsed since that transaction;

o for securities having no active market, the fair value is determined by looking at market
prices of similar securities, bid prices of other market players or by discounted cash flow
analysis. The priority is given to data observed on the market to support the estimates and
assumptions used in determining the fair value of securities;

o in cases when the fair value of a security may not be credibly established, its value is
determined at its amortised cost (debt securities) or historical cost (equity securities), as
initially determined for the security. -

g Deferred tax asset. Deferred tax asset are recognized-in respect to tax losses to the extent that it is
probable that taxable profit will be available against which the losses can be utilized. Judgemnt is
required to determine the amount of deferred tax assets that can be recognized, based upon the likely
timing and level of future taxable profits together with future tax planning strategies. Given the
uncertainties as described under Note 1, the management of the Group has resolved not to recognize
any deferred tax asset.

- Consolidation. The Group has made investments in several mvestment funds, which are managed by

Bank’s subsidiary operating in asset management business. A judgment is required to determine
whether Group has control over these investments. The management has determined that they have
control over certain closed-ended funds, while no control is maintained over open-ended funds,
which are operating according to the prospectus. As a result certain investment funds have been
consolidated in Group’s financial statements. See Note 17.

Assets held for sale. In 2010, the Bank started transferring non-performing loans to a subsidiary
company of the Bank, assigning the Bank’s rights to claim towards the customer to that company. In
order to determine the value of ceded loans, the long-term economic value of each loan was
estimated. The long-term economic value of loans was determined by discounting the potentially
recoverable cash flow by an appropriate discount rate. The projected receivables were taken as the
positive cash flow for these non-performing loans, the receivables from borrowers, guarantors and
disposal of collateral (adjusting the property value, determined by a certified valuator, in line with

real estate market development. trend forecasts, depending on -the planned term of collateral

disposal), while the negative cash flow considered to be the costs to be incurred by disposing of
collateral (expenses for services of certified bailiffs, insolvency administrators, property maintenance '
costs until dlsposal etc. costs).

Adoption of new or revised standards and interpretations

The Group has adopted the following new and amended IFRS and IFRIC interpretations during the year:

Amendments to IAS 24 Related Party Disclosures (early adopted)

Amendment to IFRS 2 Share-based Payment '

Amendments to IFRS 3 Business Combinations and IAS 27 Consolidated and Separate Financial
Statements

Amendment to IAS 39 Financial Instruments: Recognition and Measurement — Eligible Hedged
Items ‘

IFRIC 12 Service Concession Arrangements

IFRIC 17 Distributions of Non-cash Assets to Owners

IFRIC 18 Transfers of Assets from Customers

Improvements to IFRS (issued in 2008 and 2009 and effective on 1 January 2010).
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(24) Adoption of new or revised standards and interpretations (continued)
The principal effects of these changes are as follows:

Amendments to IAS 24 Related Party Disclosures (effective for financial years beginning on or after 1
January 2011).

The amendments simplify the definition of a related party, clarifying its intended meaning and eliminating
inconsistencies from the definition. They also provide a partial exemption from the disclosure requirements
for government-related entities. The implementation of these amendments have an unpact as less dlsclosures
on transactions with other government related entities.

Amendments to IFRS 3 Business Combinations and 1AS 27 Consolidated and Separate Financial
Statements

The amendments to IFRS 3 introduce significant changes in the accounting for business combinations
occurring after becoming effective. Changes affect the valuation of non-controlling interest, the accounting
for transaction costs, the initial recognition and subsequent measurement of a contingent consideration and
business combinations achieved in stages. These changes will impact the amount of goodwill recognised,
the reported results in the period that an acquisition occurs and future reported results.

The amendments to IAS 27 require that a change in the ownership interest of a subsidiary (without loss of
control) is accounted for as an equity transaction. Therefore, such transactions do not give rise to goodwill,
nor they give rise to a gain or loss. Furthermore, the amended standard changes the accounting for losses

incurred by the subsidiary as well as the loss of control of a subsidiary. '

The changes to IFRS 3 and IAS 27 were applied prospectively, therefore, they affect acquisitions or loss of
control of subsidiaries and transactions with non-controlling interests after 1 January 2010.

The other standards and interpretations and their amendments adopted in 2010 did not impact the financial
statements of the Group, because the Group did not have the respective financial statement items and
transactions addressed by these changes.

Standards issued but not vet effective

The Group has not applied the following IFRSs and IFRIC Interpretations that have been issued but are not
yet effective:

Amendments to IFRS 7 Financial instruments: Disclosures (effective for financial years beginning on or
~ after 1 July 2011, once adopted by the EU)

The amendment modifies disclosure requirements for certain transfers of financial assets. The amendment is
not expected to have any impact on the consolidated financial statements since the Group does not have
these kinds of transfers. »

IFRS 9 Financial Instruments (effectlve for financial years beginning on or after 1 January 2013, once
adopted by the EU).

IFRS 9 will eventually replace IAS 39. The IASB has issued the fi rst two parts of the standard, establishing
a new classification and measurement framework for financial assets and requirements on the accounting for
financial liabilities. The Group has not yet evaluated the impact of the implementation of this standard.
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(24)  Adoption of new or revised standards and interpretations and new accounting pronouncements
(continued)

Amendments to IAS 12 Income Taxes (effective for financial years beginning on or after 1 January 2012,
once adopted by the EU).

The amendment provides a practical solution to the problem of determining whether an entity that is
measuring deferred tax related to investment property, measured using the fair value model, expects to
recover the carrying amount of the investment property through use or sale by introducing a presumption
that recovery of the carrying amount will normally be through sale. The Group has not estimated yet the
impact of the implementation of these changes. '

Amendment to IAS 32 Financial Instruments: Presentation — Classification of Rights Issues (effective
for financial years beginning on or after 1 February 2010).

The amendment changes the definition of a financial liability to exclude certain rights, options and warrants.
The amendment will have no impact on the financial position or performance of the Group, as the Group
does not have such instruments.

Improvements to IFRSs

In May 2010 IASB issued omnibus of amendments to its standards. The amendments become effective for
annual periods on or after either 1 July 2010 or 1 January 2011, but they are still to be adopted by the EU.
The adoption of the following amendments may result in changes to accounting policies but will not have
any impact on the financial position or performance of the Group:

IFRS 3 Business Combinations,

IFRS 7 Financial instruments: Disclosures;

IAS 1 Presentation of Financial Statements;

IAS 27 Consolidated and Separate Financial Statements,

IFRIC 13 Customer Loyalty Programmes.

‘Amendment to IFRIC 14 I4S 1 9—The Limit on a Defined Benefit Asset, Minimum Funding
Requirements and their Interaction (effective for financial years beginning on or after 1 January 2011).
The amendment modifies the accounting for prepayments of future contributions when there is a minimum
funding requirement. This amendment will not have any impact on the consolidated financial statements
because the Group does not have defined benefit assets.

IFRIC 19 Extinguishing Financial Liabilities with Equity Instruments (effective for financial years
beginning on or after 1 July 2010).

- The intefpretation provides guidance on accounting for extinguishing financial liabilities with equity
instruments. Since the Group does not have such transactions, IFRIC 19 will not have any impact on its
consolidated financial statements. ‘
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