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ALLAMI TAMOGATAS - LETTORSZAG
C 26/09 (korabbi N 289/09) illami timogatds — A JSC Parex Banka szdmdra nydjtandé
szerkezetdtalakitdsi timogatds
Felhivds észrevételek benyijtisira az EK-SzerzGdés 88. cikkének (2) bekezdése értelmében
(EGT-vonatkozdsi szoveg)
(2009/C 239/05)
2009. julius 29-én kelt levelével, amelynek hiteles nyelvi véltozata megtaldlhaté ezen osszefoglald végén, a
Bizottsdg értesitette Lettorszdgot arrdl, hogy a fent emlitett intézkedésekkel kapcsolatosan az EK-Szerzddés
88. cikkének (2) bekezdése szerinti eljdrds meginditdsardl hatarozott.
Az érdekeltek a bizottsagi eljrds targyat képezd intézkedésekre vonatkozd észrevételeiket az aldbbi Gssze-
foglalé és az annak végén taldlhatd levél kozzétételét kovetSen egy honapon beliil tehetik meg az aldbbi
cimen:
European Commission (Eurdpai Bizottsdg)
Directorate-General for Competition (Versenypolitikai Féigazgatdsag)
State aid Greffe (Allami Tamogatdsok Hivatala)
1049 Bruxelles/Brussel (Briisszel)
BELGIQUE/BELGIE
Fax +32 22961242
Az észrevételeket a Bizottsdg tovabbitja a lett hatésdgoknak. Az észrevételek benyujtéi kérésitket megindo-
kolva, irdsban kérhetik adataik bizalmas kezelését.
OSSZEFOGLALAS miatt). Az ebbdl ad6dé finanszirozdsi hidnyt dllami likvi-
o ditdsi intézkedések potoltak.
I. AZ ELJARAS
(1) 2008. november 24-én a Bizottsdg jévhagyott cgy, a JSC (4) A jelenlegi globdlis pénziigyi és gazdasgi valsdg kibonta-

Parex Banka (a tovabbiakban: Parex, illetve ,a bank”)
szdmdra nyudjtandd, megmentési céli intézkedésekbdl dllo
csomagot. A megmentési célt intézkedésekre vonatkozdan
2009. februir 11-én és 2009. mdjus 11-én a Bizottsdg
valtoztatdsokat hagyott jova. Lettorszdg hatdrid6re, 2009.
méjus 11-én szerkezetatalakitdsi tervet jelentett be a
Parexre vonatkozdan.

II. A TENYEK

A tdmogatds kedvezményezettje, a Parex eszkozeit tekintve
Lettorszdg masodik legnagyobb bankja. Univerzélis bank,
amely — kozvetleniil, illetve szakosodott lednyvillalatokon
keresztiil — a banki termékek teljes skdldjat kindlja. A
bankot 1992-ben alapitottdk, és két személy tobbségi
tulajdondban 4llt, miel6tt a lett allam dtvette részvényeiket.
A Parex rendelkezik bankfikokkal Stockholmban,
Tallinban, Hamburgban és Berlinben, valamint 11 képvise-
leti iroddja mtkodik 9 tovdbbi orszdgban. A Parex hitel-
portfolidjanak oOsszetett éves novekedési iiteme (CAGR) a
lett gazdasag 2004 és 2008 kozotti fellendiilése alatt 28 %
volt.

A Parex 2008 oktdberében — a pénziigyi kornyezet drasz-
tikus romldsakor — nehéz helyzetbe keriilt. Lévén a legna-
gyobb olyan lett bank, amely nem rendelkezik ers
kilfoldi anyavéllalattal, a lett pénziigyi szektorba vetett
bizalom hidnyabdl addddan a betétesek bizalmanak
megrendiilésével a legtobb kdrt a Parex szenvedte el. A
betétek kivételének legmagasabb értéke napi 100 milli6
EUR kidramldsa volt, amely 2007 végéhez viszonyitva a
betétek 36 %-os csokkenését eredményezte (f6ként a valla-
lati betétesek és az egyéni rezidensek betétmegsziintetései

kozdsakor a Parex mds bankokndl nagyobb veszélynek volt
kitéve. Az ezt megel8z6 id@szakban viszonylag kockdzatos
banki miikodés jellemezte; ezt jelezte a gyorsan novekvd
mérleg, amely jelent6s mértékben az ingatlandgazatban, a
nagy osszegii kolcsonokben és a FAK orszdgaira irdnyuld
hitelezésben megvalésulé hitelkihelyezések novekedésére
tdmaszkodott. Ez novelte a bank hitelportfélidjanak dlta-
lanos kockdzatat.

Egy dtvildgitdst kovetSen a bank csoportszinten 131 millio
LVL (185 milli6 EUR) értékd veszteséget konyvelt el 2008-
ban, mig 2007-ben 40 millié LVL (58 milli6 EUR) értékd
nyereségre tett szert. 2008-ban a sajat tdke teljes Gsszege
65 %-0s csokkenéssel 77 millid6 LVL értékre esett vissza,
els6sorban a hitelveszteségek fedezetére képzett céltarta-
lékok megemelése és az értékpapir-portfolio veszteségei
miatt.

E hdttér ismeretében a lett hatdsdgok a pénziigyi stabilitds
érdekében a Parexre irdnyuld beavatkozds mellett
dontottek.

A likviditdsi és egyéb tdmogatds nydjtisit megel6zGen a
lett dllam kezdetben 51 %-os részesedést vett dt a bankban.
Azonban a bizalom nem dllt helyre, és a betétek kivétele
tovabb folytatddott. A kormdny ezért megszerezte a bank
alapitéinak birtokdban 1évS fennmaradt 34 %-os része-
sedést is. 2008. november 11-én az Allamkincstar a sziik-
séges likviditds biztositdsa érdekében 200 milli6 LVL
értékd betétet helyezett el a Parexnél. Ezzel a bank szdmdra
rendelkezésre dllo teljes likviditdsi keret maximalis Osszege
1,5 millidrd LVL-re emelkedett. 2009 mdrciusdra a rovid
tavi likviditdsi tdmogatds teljes Osszege elérte a 873 milli6
LVL-t.
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Lettorszdg emellett dllami garancidt nydujtott a fennall6
konzorcidlis hitelekre is. A Bizottsdg 2009. mdjus 11-i
hatdrozata jévahagyott egy feltGkésitési intézkedést, amely
révén a Parex 11 %-os t6kemegfelelési mutatét (CAR) ért el
és tartott fenn a megmentési id6szak alatt. Az intézkedés
Uj torzsrészvények megvasarldsa és aldrendelt koleson
biztositdsa formdjaban megvalosuld dllami tdkejuttatdsbol
allt.

A benytijtott szerkezetitalakitdsi terv j stratégia végrehaj-
tasardl rendelkezik, amelynek értelmében a bank miko-
dése harom {6 iizleti szegmensben szervez&dne: vallalati,
lakossagi és magantSke-kezelés, melyek a jovében a Parex
tevékenységének kozponti szegmenseit képeznék. A terv
szdmos szerkezetdtalakitdsi tdmogatdsi intézkedést irdnyoz
elg, tgymint tovabbi likviditdsi tdmogatds biztositdsdnak
lehet8ségét, tovabbi dllami garancidkat, valamint egyéb

;;;;;

felt6késitési intézkedéseket.

III. ERTEKELES

A Bizottsdg vizsgdlat meginditdsit javasolja a Parex szer-
kezetdtalakitdsi tervére irdnyuléan. A Bizottsdg szerint a
jelenlegi terv a hosszii tavi életképesség helyredllitdsa, a
kedvezményezett sajit hozzdjaruldsa, valamint a verseny
torzuldsdt korldtozé intézkedések teriiletét nézve nem elég-
séges. A Bizottsdg felkéri az érdekelt feleket, hogy tegyék
meg a hatdrozattal kapcsolatos észrevételeiket.

Az életképesség tekintetében a szerkezetdtalakitdsi terv
nem nydjt elég részletes informdciét ahhoz, hogy a
Bizottsdg megbizonyosodhasson a hosszi tavii életké-
pesség helyredllitisdrol. Tovdbbd nem irja le kielégitd
modon, hogy a javasolt szerkezetdtalakitdsi intézkedések
milyen médon orvosoljak a bank alapvetd problémadit.

A sajat hozzdjarulds tekintetében a Bizottsdg megkérdGje-
lezi, hogy a Parex kielégit6 mértékben hozzajirul-e szerke-
zetatalakitdsdnak koltségeihez. A jelen szakaszban korlato-
zottnak tlinik annak lehetSsége, hogy értékesités vagy
eszkozeladds révén novelhetik a t6két. Végil nincs egyér-
telmd terv és id6pont arra nézve, hogy mikor sztinnek
meg az allami tdmogatdsi intézkedések, és meddig marad
a bank az dllam tobbségi tulajdondban.

A verseny torzuldsdval kapcsolatban a Bizottsdg felhivja a
figyelmet arra, hogy a Parex Lettorszdg madsodik legna-
gyobb bankja volt, és meglehet8sen agressziv tizleti straté-
gidt kovetett a likviditdsi vélsdg jelentkezése idején. A
Bizottsdg a jelenlegi helyzetben nincs meggy6z8dve arrdl,
hogy megfelel§ intézkedéseket hoznak a tdmogatds negativ
hatdsainak ellensdlyozdsara. A terv értelmében a bank
jelentds mértékdi tdmogatdsban fog részesiilni, és a kiilon-
boz8 piaci szegmensekben elveszitett piaci részesedésének
gyors visszaszerzésére szamit, mikozben ezzel egyidejtleg
Uj szegmensekben is meg kivan jelenni. A Bizottsdg tgy
itéli meg, hogy a verseny torzuldsdnak enyhitése érdekében
sziikség lehet az drvezet§ szerepet kizard rendelkezésre és
a f6 piaci szegmensekben a novekedés esetleges korlatoza-
sara, valamint a bank hitelezési tevékenységeinek tovabbi

visszafogdsara, és ezdltal jelenleg elSiranyzott finanszi-
rozési szitkségleteinek betétek révén torténd csokkentésére
lehet sziikség.

A LEVEL SZOVEGE

,The Commission wishes to inform Latvia that, having
examined the information supplied by your authorities on the
measure referred to above, it has decided to initiate the proce-
dure laid down in Article 88(2) of the EC Treaty.

1. PROCEDURE

(1) On 10 November 2008 Latvia notified to the Commission
a package of measures in favour of JSC Parex Banka (here-
inafter “Parex” or “the bank”), designed to support the
stability of the financial system, which was approved on
24 November 2008 (!) (hereinafter “first Parex decision”).
On 26 January 2009, Latvia informed the Commission
about several changes to the public support measures to
JSC Parex Banka, which were approved on 11 February
2009 (3 (hereinafter “second Parex decision”). On
29 March 2009, Latvia notified to the Commission the
need for further changes to the recapitalisation measure,
which was approved by Commission Decision of 11 May
2009 (%) (hereinafter “third Parex decision”).

(2) On the final date of the rescue period, which ended on
11 May 2009 (%), Latvia notified a restructuring plan for
Parex. On 5 June 2009 a request for information was sent
to the Latvian authorities. On 15 June 2009 a meeting was
held between the Latvian authorities and the Commission.
The documents provided by the Latvian authorities during
the meeting were registered on 16 June 2009. Latvia
replied partially to the above request for information by
letter of 7 July 2009, registered on the same day.

2. DESCRIPTION
2.1. The beneficiary

(3) The beneficiary, Parex, is a financial institution based in
Latvia. It is a universal bank offering the full range of
banking products directly and through specialised subsidi-
aries. Parex is the second largest bank in Latvia in terms of
assets (°) and considered to be of systemic importance for
the Latvian financial system. The bank was particularly
active in business with non-resident (and non-OECD,
mostly CIS) clients, particularly in the deposits segment.

(") See Commission Decision of 24 November 2008 in Case NN 68/08
Public Support Measures to JSC Parex Banka (O] C 147, 27.6.2009, p.
1).

(?) See Commission Decision of 11 February 2009 in Case NN 3/09
Modifications to the public support measures to JSC Parex Banka, 11 (O]
C 147, 27.6.2009, p. 2).

(}) See Commission Decision of 11 May 2009 in Case N 189/09

Modifications to the public support measures to JSC Parex Banka —

not yet published.

The Latvian authorities had committed to submit to the Commission

either a restructuring or liquidation plan within 6 months of the

granting of the first State aid rescue measure to Parex (see the first

Parex decision). Since this had occurred on 11 November 2008,

when the State Treasury had deposited LVL 200 million with

Parex in order to ensure sufficient liquidity, the end of the 6-

month rescue period (and due date for the submission of the rest-

ructuring plan) was on 11 May 2009.

(®) In 2008 the bank had a consolidated balance sheet total of LVL 3,5
billion (EUR 4,9 billion).

<=
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The bank was founded in 1992 and was majority owned
by two individuals until the current financial crisis, when
due to the bank’s difficulties the Latvian authorities decided
to partly nationalise the bank and to provide public
support measures in favour of Parex. Parex was nationa-
lised through acquisition of a 84,83 % stake by the
Government of Latvia in November and December
2008. After the recapitalization measure approved as
rescue aid, the Latvian State increased its participation in
Parex up to about 95 %. The rest of Parex’ shares are
owned by institutional investors.

Parex is the parent company of the Parex Group and it
accounts for 98 % of the group’s assets. The Parex Group
is currently present in 15 countries through operating
subsidiaries or, in certain cases, representative offices.
The bank has branches in Stockholm, Tallinn, Hamburg
and Berlin and 11 representative offices in 9 other count-
ries. Operations in Sweden and Germany are limited to
taking of deposits. The bank owns leasing companies in
all three Baltic States since 2003. It has acquired six
leasing companies in CIS countries (°) (Russia, Ukraine,
Belarus and Azerbaijan) to offer both operating and finan-
cial leases to its clients. The group’s asset and pension fund
management activities are principally carried out through
IPAS Parex Asset Management (‘PAM”), which provides
investment management and advisory services to local
and foreign high net worth individuals, corporations,
mutual funds, pension funds, insurance companies, foun-
dations and endowments. The Swiss private banking subsi-
diary AP Anlage & Privatbank AG provides specialised
private banking services to Latvian and other international
customers.

Parex’ loan portfolio grew at a compound annual growth
rate (CAGR) of 28 % during Latvia’s credit boom (2004-
2008). While historically the bank focused on corporate
lending, over the last three years it has been expanding the
retail book, particularly mortgages. The loan portfolio of
the bank is relatively concentrated with the real estate
sector representing 26 % of the gross loan portfolio as
of year end 2008 (YE 08). In addition, more than half
of the retail loans, which amount to 33 % of the portfolio,
are mortgage loans. Parex’ real estate exposure is in line
with the Latvian market where lending growth over the
last two years has been in parallel to the real estate boom.

2.2. Financial difficulties of the bank

Parex ran into difficulties in October 2008, when the
financial environment deteriorated dramatically. Parex, as
the largest Latvian bank without a strong foreign parent,
suffered most from the lack of trust in the Latvian finan-
cial sector with a loss in depositor confidence. However, it
must be noted that even when the liquidity tensions
emerged, the bank continued the dynamic growth of the
loan portfolio assuming easy access to wholesale funding.
Overall, in the absence of significant long-term funding,
the bank’s maturity mismatch between assets and liabilities
was very significant, as the funds collected on very short-

(°) Commonwealth of Independent States.

term deposits were lent for mostly real estate related
projects. The run on deposits peaked at a daily outflow
of EUR 100 million, which resulted in a fall in deposits of
36 % compared to end 2007 (mostly due to a run by
corporate depositors and individual residents). The resul-
ting shortfall in funding was replaced by State liquidity
measures (7).

(8) Parex sought government assistance in early November
2008 when it faced a severe liquidity crisis. Before provi-
ding liquidity and other measures, the Latvian State took
over an initial 51 % stake in the bank. However, trust was
not restored and the deposit run continued. This forced
the government to acquire the remaining 34 % held by the
bank’s founders. In total, the Latvian State acquired the
bank’s shares, which represent 84,83 % of the bank’s
paid-up share capital, at a symbolic total purchase price
of LVL 2 (EUR 3). Due to unstopping bank run, limits on
deposit withdrawals (partial deposit freeze) were imposed
and, as the Commission was initially informed, these rest-
rictions should have been withdrawn by mid 2009.
However, from the last submission of 7 July 2009, it
can be inferred that they are still in place.

(9) The [...] () report prepared by an external consultant on
26 January 2009, which was submitted with the restruc-
turing plan, identified the following issues that need to be

addressed by the bank:

(a) a risk that customer deposits continue to decline,
notably when withdrawal limits, put in place by the
regulator, are lifted;

(b) expected further increase in non-performing loans
(NPL) due to continuing economic downturn and
stress in the real estate markets (NPL percentage has
increased from 0,9 % as at year end (YE) 2006 to
4,4 % as at November 2008);

(c) significant level of real estate exposure (44 % of the
bank’s gross loan portfolio was for lending on real
estate projects) combined with past practice of the
bank to lend [...] (%) as opposed to borrowers’ finan-
cial fundamentals. The real estate market is still
expected to decline. In addition, the consultant noted
that a substantial part of the real estate related loans
had [...] (). This is indicative of the substantial risk
within the portfolio with respect to real estate, both in
terms of [...];

() In addition, by the end of 2008 the bank had in its accounts

significant balances payable to central banks. The Commission
lacks further information on this facility.

(*) Parts of this text have been deleted so as not to divulge confidential
information; they are indicated by a series of dots between square
brackets or a range providing for a non-confidential approximation
of the figure.

(®) The consultant has also noted [...].

(°) Moreover, up to December 2008 Parex considered the restructured
loans as non-impaired and did not allocate any provisions.
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(d) exposure to non-OECD borrowers — 36 % of loans () interest margin may be put under significant pressure

and 44 % of deposits are from non-OECD custo-
mers (19). Certain of these markets (e.g. Ukraine) have
been particularly hard hit by the recent economic
crisis;

(e) concentration of loan portfolio. In addition to the real
estate exposure, large loans (> LVL 1 million) comprise
65 % of the bank’s total portfolio. As a result, the
default of any borrower can have a significant effect
on loan provisioning. Besides, more than half of Top
50 loans were provided to non-residents, including
[between 10 and 18] % in Russia, [between 7 and
12] % in Azerbaijan. Volatility of markets and unpre-
dictability of overall business development in the
above countries may result in a higher credit risk attri-
butable to the respective loans. The majority of large
loans have maturities of longer than one year
([between 60 and 90] %). Only [between 15 and
20] % have amortising repayment patterns. The rema-
inder have balloon payments at maturity or are linked
to specific project completions. Particularly considering
that many loans have deferred or capitalised interest
periods, there is a limited payment history on which to
base a historical default analysis;

(f) potential impairment on held-to-maturity (HTM) port-
folio. Similarly to many banks, Parex retroactively
transferred a significant amount of the portfolio
from available-for-sale (AFS) to HTM in order to
avoid the fair market valuation adjustments downward.
In spite of the bank management’s intention to hold
the portfolio to maturity, the consultant considers that
it is uncertain whether the bank will be able to hold
these securities to maturity. It has to be noted that
most of the securities are debt securities since most
equity investments (except for the investments in the
bank’s subsidiaries) have been already sold to avoid
further losses;

(g) additional adjustments might be necessary with regard
to real estate funds (held-for-trading (HFT) or available-
for-sale (AFS)). In addition, until March 2008, the bank
was a market-maker for some relatively high-risk CIS
securities. A number of those securities were very
rarely traded and, as a result of the lack of liquidity,
the bank was left with those instruments once the
markets dried up. Currently, those securities are part
of the investment portfolio. The majority of them are,
however, completely illiquid;

>

exposure to movements in exchange rates (many loans
are in foreign currencies and thus a significant weake-
ning of local currencies to EUR or USD may increase
distress on borrowers);

(i) depositor concentration. The Top-50 depositors comp-
rise one-third of all non-State deposits.

('%) Part of customers residing in CIS countries are high net worth

individuals (HNWI) [...].

in a near term, since market interest rates are decrea-
sing whilst the bank’s liquidity concerns do not allow
it to reduce interest rate on deposits to a similar
extent. Additionally, State deposits as well as the
Bank of Latvia Lombard loan bear relatively high inte-
rest.

(10) Following a due diligence exercise, the bank booked losses

11

N

-

amounting to LVL 131 million (EUR 185 million) in 2008
on group level compared to a profit of LVL 40 million
(EUR 58 million) in 2007. As of YE 08 total shareholder’s
equity fell by 65 % to LVL 77 million mainly because of
increased loan loss provisions and losses on the securities
portfolio. As of YE 08, Parex’ Capital Adequacy Ratio
(hereinafter “CAR”) and Parex’ Group CAR was only
41% and 3,1 % respectively. Therefore, the bank was
not fulfilling its regulatory obligations for several months
before seeking an amended recapitalisation measure by the
State. Provisions as of YE 08 amounted to 6,4 % of gross
loan portfolio (GLP), well above the Latvian banking
market provisioning of 2,1 % reported by the regulatory
authority ('!). The bank has breached a number of pruden-
tial requirements. Whilst some of the breaches were reme-
died following the recapitalisation by the State, some will
still need to be remedied in the restructuring phase,
notably, with regard to the foreign currency open posi-
tions limits, the liquidity ratio and the mandatory reserve
requirements. Due to non-compliance with mandatory
reserve requirement, the bank suffers penalty fines which
will substantially impact the current year’s result.

It has to be noted that the bank had relatively high opera-
tional costs. Parex’ management historically focused on
business expansion and to this end expanded the bank’s
cost base substantially. This is illustrated by its cost-
income ratio when compared to the sector (65 % vs. sector
average of 43 % in 2007). Furthermore, high operational
costs also resulted from excessive allowances to share-
holder managers.

2.3. The emergency aid measures

The previously approved rescue aid measures for Parex are
the following:

(@ on 11 November 2008 the State Treasury deposited
LVL 200 million with Parex in order to ensure suffi-
cient liquidity. Thereafter, the overall maximum
amount of the liquidity facility was increased to
LVL 1,5 billion. As a result, the bank was provided
with funds to acquire government debt securities, i.e.
liquid collateral to use in operations with the central
bank, which it did not have at the time. The remu-
neration and the initially set amount were revised in
the second Parex decision. In March 2009 the total
amount of the short-term liquidity support reached
LVL 873 million;

(") The figures are based on management, i.. prior to audited, acco-

unts for 2008.



2009.10.6. Az Eurépai Uni6 Hivatalos Lapja C 239/15
(b) subordinated loans up to LVL 200 million to address
capital needs (the measure was not carried out until
the third Parex decision, which restated the recapitali-
sation measure, see also point (d) below);
(c) guarantees covering two existing syndicated loans in Retai Canoats Private Capital e
the amount of EUR 775 million and new loans issued Ll e
to refinance one of the above-mentioned syndicated
loans in the amount of EUR 275 million;
(d) a recapitalisation measure, allowing Parex to reach and [ Estona |

(14)

(15)

(13

maintain a Capital Adequacy Ratio (CAR) of 11 %
during the rescue phase consisting of a capital injec-
tion by the State through a purchase of newly issued
ordinary shares and granting of a subordinated
loan (12).

2.4. Restructuring plan
2.4.1. Business strategy

The submitted restructuring plan covers a period from
2009 to 2013. It foresees the implementation of a new
strategy with the bank aiming to become a leading pan-
Baltic bank. Its operations will be organised in the three
main business segments: corporate, retail and private
capital management, deemed to be the future core
segments of Parex.

The bank defines the three Baltic markets as its domestic
market places and plans to take advantage of their simila-
rities, in spite of limited market presence to date, in parti-
cular in Estonia, where it only held a 0,5 % share in terms
of total assets. In the Baltic market, Parex aims to be the
nearest, most easily accessible, local bank, focusing on the
retail business with private and corporate clients, especially
targeting the SME sector. The bank will use its existing
branch network to implement its strategy of localness.
Attractive rates and [...] marketing strategy (**) shall
support the growth path of Parex.

The bank’s future core business activities are shown in the
figure below.

(?) The amounts estimated at the time: LVL 140,75 million in the form

of ordinary shares, qualifying as Tier 1 capital, and LVL 50,27
million in the form of subordinated term debt, qualifying as Tier
2 capital. If further capital injections are necessary to preserve CAR
of 11 % during the rescue phase due to the currently unexpected
further provisioning, the same proportion between both capital
forms maximising the amount of Tier 2 capital in respect of Tier
1 will have to be preserved.

As regards the private capital management segment, the bank is
clearly positioning itself against [...] competitors ([...]), which are
said to be its closest competitors for non-resident clients. These
banks seem to have been benefitting from some clients that fled
Parex and Parex, according to the notified plan, aims to quickly
regain its previous position as the preferred Baltic financial institu-
tion for CIS-based clients. As regards lending more generally, Parex
aims at “cherry-picking of assets in an environment of restrictive
lending by competitors” throughout the period of economic down-
turn, [...] (see p. 35 of the notified restructuring plan as of 11 May
20

09).

(16)

(17)

(18)

(19)

("9

However, by letter of 7 July 2009 Latvia informed the
Commission of the planned change in Parex’ business
strategy that consists in focusing of Parex lending activities
to the strategic sectors of the Latvian economy, State and
government institutions as well as companies that would
be co-financed by the European structural funds. It is
envisaged that Latvia would issue State guarantees to the
bank, providing financing for implementation of the State
aid loan programmes.

Parex considers all other international activities, such as its
Western European operations, the private capital manage-
ment in CIS and the leasing subsidiaries in CIS as non-core
activities. Parex is currently in the process of identifying
assets that can be segregated as non-core or legacy and
eventually run-off ('4) or sold (see section 2.4.6. below).
Given the current market environment, wherein the bank
does not see possibilities for imminent sale of assets, the
restructuring plan foresees sustaining the value of these
operations in order for them to be spun off at a later,
yet unspecified, date. Before that, these international acti-
vities are stated to be necessary for a successful restructu-
ring of the bank mainly due to the funding gap resulting
from the run on the bank.

In this regard, the Latvian authorities consider that in the
near term the bank could not dispose of any deposit
taking operation. Notably, some of the current exposure
to Russia and other CIS lending markets should be reta-
ined for loan portfolio diversification reasons. The bank
also seeks opportunities to attract retail funding from the
Western European subsidiaries by offering competitive
interest rates. As regards CIS clients’ retail deposits, they
are regarded as vital for the bank in the short to medium
term to achieve the funding targets of the restructuring
plan. In the long run, however, the bank will implement
a new business model as regards CIS clients based on
targeting higher value-added customers to whom products
and services with a higher profit margin can be sold.
Moreover, new loans to CIS based customers [...].

To focus on its new core business, Parex plans to retain its
current footprint in the loans market but to restrict its
new lending to its core client segments. Loan books to
the sectors or geographies where the bank is over-exposed

A significant part of the loans is expected to be run-off based on

their maturities.
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are planned to be decreased, notably in the real estate and
construction sectors and CIS (according to the latest
submission, it is planned to reduce CIS loans and leasing
portfolio by LVL [between 150 and 250] million and LVL
[between 100 and 200] million respectively by 2013).
However pursuant to the notified restructuring plan,
under the base scenario, the bank is planning to achieve
a larger net volume of loans both in total and in each of
the three above-mentioned segments by 2013. The balance
sheet would contract slightly only due to a decrease in the
securities’ portfolio. Under a negative scenario, the bank
would slightly contract its retail and corporate loans’ port-
folio by 2013. Moreover, maintaining and improving the
liquidity and reducing the bank’s over-reliance on short
term funding, as well as a reduction of operating costs
and an improvement of risk management are said to be
a top priority for the bank during the restructuring phase.
To regain the lost deposit base the bank envisages
pursuing [...] pricing strategy, especially in relation to
the top corporate clients who are a substantial source of
the bank’s funds. Under the base scenario Parex plans to
achieve in 2013 a larger deposits volume than in the pre-
crisis year of 2007.

Nonetheless, the future private capital management activity
will have no geographical focus, even if in the long term
the Latvian home market is regarded as priority area. The
restructuring strategy of this business segment foresees the
broadening of the existing product range to increase the
fee generation [...]. Initially, Parex will offer its Private
Capital Management services for [...] low prices [...] (**).

Another corner stone of the restructuring process is [...]
and notably to achieve the goals that are set by the retail
segment. [...] aim to keep existing customers and to
attract new customers to widen the bank’s deposit base.
The bank thus intends to signal to the market a funda-
mental change of Parex. Nevertheless, in this regard no
clear decision seems to have been taken yet and the
work seems only to be starting.

Finally, the bank’s operational processes are to be evalu-
ated and optimized to utilise possible synergies.

2.4.2. Restructuring aid measures

Taking into account the risk of negative developments, the
Latvian authorities consider that liquidity support up to
LVL 1,5 billion may need to be provided to the bank.
Under the base scenario, the expected outstanding amount
at the end of the forecast period in 2013 is planned at
LVL 305 million. On the basis of the provided information
it is not clear when this support would be entirely repaid.
In the negative scenario, it is assumed that the repayment of
the funding could be delayed or the bank would require

("*) “Initial pricing of Private Capital Management products will be [...]

low aiming to [...]." (see paragraph 3 on p. 44 of the notified
restructuring plan as of 11 May 2009).

=

~

additional funding. Nonetheless, the Latvian authorities
envisage that under the negative scenario the State liquidity
measures would amount to a smaller amount of LVL 217
million in YE 2013. In the alternative, i.e. optimistic scenario
(hereinafter “optimistic”), the liquidity support will end in
2012.

The Latvian authorities plan to roll over the liquidity
support in the form of short-term deposits which have
been provided in the rescue phase (indicatively, the matu-
rity will be in the range of three months to one year). In
order to reflect normal market conditions and the bank’s
risk profile, the Latvian authorities intend to adjust the
remuneration mechanism for renewed deposits. In this
regard, the Latvian authorities use as a benchmark the
interest rate obtained under the renegotiated syndicated
loan agreements, which are State guaranteed. The interest
rate is a sum of a short-term floating base rate (currently 1
month EURIBOR) and 3 % fixed spread.

The interest rate for liquidity measures in EUR will be set,
by analogy to the abovementioned interest rate, as the
sum of the following components: (i) short term floating
base rate EURIBOR (19); (i) 3 % fixed spread; (iii) 44,8 bps
(the same as for A-rated fundamentally sound banks) and
(iv) 50 bps add-on fee. As a result, the remuneration as set
in the rescue phase increases by around 180 bps, since the
previous element of remuneration representing credit
spread for Latvia over EUR mid-swaps, then at 120 bps,
is replaced by the above-mentioned fixed spread of 3 %.
However, if the fixed spread of 3 % is eventually lower
than the credit risk spread over benchmark EURIBOR/
mid-swap rate for further public borrowings, the fixed
spread will be accordingly adjusted upward to the higher
credit risk spread in order to reflect the Latvian govern-
ment’s actual funding costs. In any case, the interest rate
for deposits will not fall below the interest rate applied for
the last received tranche of the loan to Latvia under the
Economic Stabilisation and Growth Programme.

The interest rate for liquidity measures in LVL will remain
unchanged as set in the rescue phase. It amounts to the
sum of: (i) an annual yield of the most recently issued
domestic T-bills; (i) 44.8 bps; and (iii) 50 bps add-on fee.

All State liquidity measures in Parex are guaranteed by
good quality loans, i.e. standard loans paid back without
any delay as well as supervised loans repayment of which
can be delayed in principle no more than 30 days (90
days, if the secondary source of loan repayment is reliable).
The proportion between a pledge and deposits should not
be less than [...] (V). In case of some impairment, amend-
ments in the pledge agreement are to be made.

() The EURIBOR maturity used for establishing the interest rate is

aligned to the maturity of the State short-term liquidity measures,
which are rolled over in the medium-term.

(") E.g., as on 1 July 2009 the total amount of liquidity measures of

LVL 646,3 million were secured by the pledged assets amounting to
LVL [...] million.
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(28) As regards State guarantees, in both the base and the negative scenario they are envisaged to be
terminated by YE 2011. Based on the base scenario of the notified restructuring plan, the bank
may, however, require additional State guarantees in respect of the outstanding Eurobonds, amounting
to LVL 89 million. Moreover, in the optimistic scenario, the restructuring plan envisages more signifi-
cant State guarantees to be provided in respect of funding to be obtained from international financial
institutions including, amongst others, the European Investment Bank. In this scenario it is planned
that the State guarantees would remain beyond the end of the forecast period and at YE 2013 the State
guarantees would amount to LVL 200 million.

(29) The remuneration for new or renewed guarantees has not been specified explicitly. As for existing

guarantees, no adjustment of the pricing methodology applied under the rescue phase is foreseen ('8).

Table 1

State liquidity measures and guaranteed loans (the balances at the year end)

LVL’000 2009 2010 2011 2012 2013

Base Scenario

State liquidity measures 600 814 575 814 525 814 472 475 305121

State guaranteed loans 470 271 252 402 — — —

Negative Scenario

State liquidity measures 625 814 625 814 625 814 489 334 216 702

State guaranteed loans 381271 163 402 — — —

Optimistic Scenario

State liquidity measures 600 814 575 814 384 439 203 397 —

State guaranteed loans 381 271 263 402 200 000 200 000 200 000

(30) As regards additional recapitalisation measures, the restructuring plan envisages that by the end of
2009 Parex will receive additional LVL 24 million of share capital. According to the negative scenario,
the bank may need additional share capital in the amount of up to LVL 25 million to ensure a Capital
Adequacy Ratio (CAR) of 9 % for the bank and additional LVL 32 million to ensure a CAR of 11 %.
This is, however, not in line with the stress testing exercise of the supervisory authority, as orally
presented in the meeting with the Latvian authorities of 15 June 2009, which shows higher capital
needs (19).

(31) Furthermore, the restructuring plan assumes that Parex will receive also additional LVL 12 million in
subordinated loans (*°). To date the remuneration for the additional capital has not been specified.

('8) The restructuring plan refers to the guarantee scheme for banks in Latvia approved by Commission Decision of
22 December 2008 in State aid case N 638/08 (O] C 46, 25.2.2009), the prolongation of which until 31 December
2009 was subsequently approved by Commission Decision of 30 June 2009 in State aid case N 326/09 — not yet
published. However, the scheme excludes the possibility of guarantees being granted to Parex.

(") Under the restructuring plan the overall amount of the capital to be injected into Parex is not clear. The restructuring
plan (part 2) suggests that in the negative scenario Parex will receive LVL 49 million (LVL 24 million plus LVL 25
million) in total. The descriptive part of the financial projections for the base scenario indicates that Parex will be
provided with LVL 42 million of the share capital. The summary of the financial projections states that depending on
the scenario, additional share capital in the range of LVL 27-57 million could be necessary. However, the tables on
solvency included in the financial projections show that the expected capital injection would sum up only to around
LVL 24 million.

(2%) The descriptive part of the financial projections for the base scenario indicates that Parex will be provided with
LVL 17 million of subordinated loans.
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(33)

2.4.3. Financial projections

The financial projections comprise bottom-up forecasts of
business volumes by customer segments (the latest submis-
sion refers to volumes for the following business segments:
retail banking, corporate banking and private capital
management, split according to geographical segments,
currencies, standard vs. credit card loans). The Latvian
authorities state that business managers of respective
units have forecasted loans and deposits in these segments
under three different scenarios based on the bank’s strategy
of restoring lost market share (2!).

On the basis of the information provided by Latvia, the
base scenario relies on the following assumption:

— increase to a pre-crisis level of the current base of
customer deposits by [...] (implying a compound
annual growth rate (CAGR) of [between 11 and
17] %),

— net loans and receivables’ growth at CAGR of [between
2 and 5] %,

— running-off the securities portfolio from (between
800 000 and 1000 000) at YE 2008 to (between
170 000 and 220 000) by YE 2013,

— sale of assets is not included, except for the disposal of
several corporate loans in 2009 (amounting to in total
LVL (between 40 and 50) million),

— net interest income volume growth at CAGR of
[between 20 and 30] %,

— limited growth in funding from other financial institu-
tions up to LVL (between 40 and 70) million until
2013,

— syndicated loans and Eurobond repaid on their matu-
rity by year end 2011 and 2011 respectively.

(34) As provided by Latvia, the negative scenario and the opti-

(35

Table 2

~

mistic scenario rely on the following assumptions as
compared to the base case:

The negative case

— provisioning level is increased by 30 % vs. current
level,

— deposit growth is reduced by 30 % if compared to a
growth level in the base case,

— [between — 1 and 2] % loan growth post 2009 (except
for corporate CIS loan portfolio which is reduced in
line with base case (2)),

— Eurobond repaid by year end [...].
The optimistic scenario

— raising LVL [between 170 and 220] million financing
from international financial organizations (with a State
guarantee though, see above),

— increase in inter-bank balances to LVL [between 50
and 90] million (in line with [...] levels),

— net loans at YE [...] and YE [...] are comparable.

According to the base scenario and negative scenario the
main indicators of Parex will develop as shown in the table
below.

Financial Projections

LVL'000 Base case
2008 2009 2010 2011 2012 2013
Total Balance sheet 3418039 [2 600 000- [2 600 000- [2 000 000- [2 000 000- [2 100 000-
3100 000] 2 900 000] 2 800 000] 2 800 000] 3 000 000]
Net loans and receivables 1680051 [1 400 000- [1 200 000- [1 000 000- [1 100 000- [1 200 000-
1700 000] 1500 000] 1 600 000] 1700 000] 1 800 000]
Net profit/loss (124 008) [loss] [loss] [profit] [profit] [profit]
Net interest margin 2,6 % [0,9-1,4] % [0,2-1,4] % [0,5-2,7] % [2,0-3,3] % [3,0-3,9] %

()

The provided financial projections are unconsolidated and in prin-

ciple do not include the Parex’ Group.

(??) The plan does not provide explanation on the means by which the

CIS loan portfolio is decreasing as information provided is not
detailed enough (see the assessment part)).
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LVL'000 Base case
2008 2009 2010 2011 2012 2013
Return on average equity nm nm nm [...] % [> 15] % [> 20] %
(ROAE)
Costfincome ratio 85,7 % [80,0-85,0] % | [70,0-78,0] % [50,0-57,0] % [43,0-51,0] % [37,0-45,0] %
Loans growth rate (3,4 %) [negative] [negative] [- 6,0-5,0] % [>1] % [>5] %
Customer deposits growth | (36,2 %) [negative] % [>10] % [>9] % [> 10] % [>10] %
rate
CAR (1) 410% [>= 8] % [> 9] % [> 11] % [> 12] % [>11] %
(1) The ratio provided is on a standalone basis.
LVL'000 Negative case
2008 2009 2010 2011 2012 2013

Total Balance sheet 3418039 [2 600 000- [2 350 000- [2 000 000- [2 000 000- [2 100 000-

2 800 000] 2 700 000] 2 500 000] 2 500 000] 2500 000]
Net loans and receivables | 1680 051 [1 300 000- [1 200 000- [1 300 000- [1 200 000- [1 100 000-

1700 000] 1 600 000] 1 600 000] 1 500 000] 1500 000]
Net profit/loss (124 008) [loss] [loss] [...] [profit] [profit]
Net interest margin 2,6 % [1-1,4] % [0,1-1,2] % [0,2-2,5] % [1,8-3] % [2,5-3,71 %
Return on average equity nm nm nm [...] % [> 10] % [> 20] %
(ROAE)
Cost/income ratio 85,7 % [82,8-94] % [79-99] % [59-78] % [47,1-57,3] % [40-50] %
Loans growth rate (3,4%) [..]% [..1% [...]% [...] % [...]%
Customer deposits (36,2 %) [<-4] % [> 6] % [> 8] % [> 10] % [> 8] %
growth rate
CAR 410 % [> 8] % [..]% [> 9] % [> 10] % [> 15] %

(37)

*)

The restructuring plan does not include a stress test carried
out by the supervisory authority, which would reflect, in
particular, all exposures, macroeconomic risks, the exit of
the State aid and other market risks for the whole length
of the restructuring period (»3).

Parex’ business strategy is not based upon market studies
developed by an independent expert. According to Latvia,
in the current economic circumstances, it is highly unlikely
that any reliable institution will publish forecasts for more
than the next two years. The same stands for the more
detailed projections related to the banking sector. Since
Parex’ operations in other countries are not significant
and are irrelevant in terms of market shares, Latvia states
that it is unreasonable to commission external studies.

In this context, it should be noted that the Latvian State is subject

to a balance of payment financial assistance facility which is condi-
tional on the implementation of a strict programme of economic
and budgetary adjustment (see Commission press release IP/09/323
of 25 February 2009).

=

Instead, the Latvian authorities intend, in cooperation
with an investment bank (acting as Parex’ consultant) to
build a reasonable set of independent projections and,
using Parex’ historic data on market shares, develop future
market shares forecasts.

2.4.4. Exit strategy

In April 2009, the Latvian authorities signed an agreement
to sell 25 % plus one share of the bank’s equity to the
EBRD. The EBRD intends to be a long-term investor and
participate in the development of the Bank and ultimately
return it to the private sector. Based on the information
provided, the deal has not yet been completed (24).

(**) Subject to the conclusion of legal documentation, the EBRD

package would include the acquisition of 25 percent plus 1 of
ordinary shares of Parex Bank for LVL 59,5 million (EUR 84,2
million) and a subordinated loan of EUR 22 million qualifying as
Tier 2 capital. Following its capital injection the EBRD will be
represented at Parex Bank’s supervisory board with a nominee
director.
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(39) In the context of the third Parex decision, the Latvian

authorities stated that it is their intention that the State
would sell Parex’ shares as soon as possible once the exit
price is reasonable and achievable, but not later than after
a period of three years since the first rescue measures were
provided to Parex. To this end, an investment bank has
been entrusted to support this process. The Latvian autho-
rities and the investment bank declare that they will use
best efforts to run an efficient process that should allow
the closing of the transaction by the end of 2009. The
investment bank will contact a wide list of potential inves-
tors. This will include Western European banks who have
a presence in Eastern Europe, Eastern European banks
looking to expand in the region, the larger Russian
banks as well as private equity investors who are targeting
financial services. Ahead of the process the investment
bank will remain open to receiving pro-active approaches
and determine jointly with the Latvian authorities whether
to consider initiating any bilateral discussions before
September. However, in its latest submission of 7 July
2009, Latvia expressed certain doubts as for the possibility
of Parex’ quick privatisation related, among others, to
Latvia’s and the world economic situation and short
term challenges such as potential deposit outflows [...]
and closing of the EBRD’s investment.

2.4.5. Burden sharing

The restructuring plan does not identify restructuring costs
and does not explain in detail how these costs are to be
covered. It assumes the EBRD’s capital investment in Parex
and ultimately also its return to the private sector. The
potential private buyer will supposedly replace the granted
State aid with its own funds. However, according to the
Latvian authorities, it cannot be excluded that some State
aid measures will be retained even after the privatisation.

2.4.6. Measures to limit the distortions of competition

As mentioned above, Parex is currently in the process of
identifying assets that can be segregated as non-core or
legacy and eventually run-off or sold. According to the
latest submission of the Latvian authorities of 7 July
2009, the legacy and non-core assets initially intended
for the run-off or sale amount to LVL [between 650 and
950] million. According to the Latvian authorities,
however, the restructuring plan does not provide any
reserves for spin-offs that decrease capital, therefore any
spin-off under that plan should be done in a “capital-
neutral” manner. None of the buyers approached to date
were willing to continue negotiating based on the terms
offered by the bank and expressed the need for [...], which
was considered not feasible by the bank taking into
account its capital position. Among the assets Parex
plans to include are c. LVL [between 150 and 250] million
of CIS loans in addition to the complete CIS leasing port-
folio (LVL [between 100 and 200] million) and a signifi-
cant proportion of the securities portfolio (LVL [between
90 and 400] million). LVL [between 650 and 900] million
represents ~ [...] % of Parex’ assets as of March 2009. The
timeline for this disposal was not specified by the Latvian
authorities to date.

In addition, it has to be noted that the notified restructu-
ring plan submitted by the Latvian authorities provides

=

=

~

=

=

that the business synergies between private capital mana-
gement and other divisions are [...]. Therefore, according
to the Latvian authorities, the spin-off of the private capital
management division could be potentially envisaged. The
Latvian authorities also noted that this business segment
does not constitute part of the future activities of Parex as
envisaged by the EBRD.

As for the behavioural constraints Latvia undertakes that
Parex will not invoke State support as a source of compe-
titive advantage when marketing its financial offer.

Latvia also indicates in the latest submission of 7 July
2009 that Parex will not be an overall price leader in its
core markets. Latvia submits that this does not exclude the
bank providing attractive terms to its customers for a
limited period of time and for specific products increasing
overall profitability of the specific client or client group.
This statement, however, would seem to be in contradic-
tion to the basic assumption of Parex’s restructuring plan
and its current operation (%°).

Regarding an adequate remuneration, the Latvian authori-
ties propose the adjusted methodology for pricing the
liquidity support. However, the Latvian position on the
remuneration of other State measures envisaged in the
restructuring plan is not clear (see section 2.4.2 above).

3. ASSESSMENT OF THE AID
3.1. Existence of aid

As stated in Article 87(1) EC, any aid granted by a
Member State or through State resources in any form
whatsoever which distorts or threatens to distort compe-
tition by favouring certain undertakings or the production
of certain goods shall, in so far as it affects trade between
Member States, be incompatible with the common market,
save as otherwise provided in the Treaty.

The Commission notes that Parex is involved in cross-
border and international activities, so that any advantage
from State resources would affect competition in the
banking sector and have an impact on intra-Community
trade.

In line with the assessment of the rescue measures granted
to Parex (see decision of 24 November 2008 (2°)), which
are to be maintained during the restructuring phase, the
Commission agrees with the position of Latvia that the
State measures provided and to be provided to Parex in

(*%) The currently offered interest rates by Parex seem to be much

higher than those of its main competitors in all three Baltic States
for most of the maturities and currencies.

(*%) As amended by the second Parex decision and the third Parex

decision).
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N

(52)

the context of its restructuring in the form of State
guarantee, liquidity measures and capital injection cons-
titute State aid pursuant to Article 87(1) EC.

3.2. Compatibility of aid

As regards the consideration of the Latvian authorities that
all additional State guarantees for Parex will be provided
under the State guarantee scheme approved by the
Commission on 22 December 2008 (%), the Commission
considers that this is not covered by the approved Latvian
guarantee scheme. The Latvian guarantee scheme applies
to emergency aid measures. However, further State guaran-
tees as well as the maintenance of the State guarantees
granted in the rescue phase are beyond the initial 6
months’ rescue period, which ended with the submission
of the restructuring plan for Parex by the Latvian autho-
rities on 11 May 2009. Thus, these measures do not cons-
titute an emergency measure but a measure that is part of
the restructuring. The State guarantees therefore have to be
assessed as ad hoc aid in the context of the present rest-
ructuring.

3.2.1. Application of Article 87(3)(b) EC

Latvia claims that the aid should be assessed on the basis
of Article (87)(3)(b) EC. Latvia considers that Parex is a
bank with systemic relevance since it is the second largest
bank in Latvia in terms of assets. In addition, the Latvian
authorities underline that Parex is the main bank involved
in non-resident deposit business, which is of significant
importance for the Latvian economy (40 % of total depo-
sits are non-domestic, mostly from CIS). The support
measures were necessary in order to remedy a serious
disturbance of the Latvian economy.

Article 87(3)(b) EC enables the Commission to declare aid
compatible with the Common market, if it is aimed at
remedying “a serious disturbance in the economy of a
Member State”. The Commission recalls that the Court
of First Instance has stressed that Article 87(3)(b) EC
needs to be applied restrictively and must tackle a distur-
bance in the entire economy of a Member State (25).

On 13 October 2008 the Commission adopted a Commu-
nication on the application of State aid rules to measures
taken in relation to financial institutions in the context of

See reference in footnote 18.

()
(*9)

Cf. See, in principle, Joined Cases T-132/96 and T-143/96 Freistaat
Sachsen and Volkswagen AG Commission [1999] ECR 1I-3663, parag-
raph 167. Followed in Commission Decision in Case C 47/96,
Crédit Lyonnais, point 10.1 (OJ L 221, 8.8.1998, p. 28), Commission
Decision in Case C 28/02 Bankgesellschaft Berlin, points 153 et seq.,
(O] L 116, 4.5.2005, p. 1), and Commission Decision in Case C
50/06 BAWAG, not yet published, point 166. See Commission
Decision of 5 December 2007 in Case NN 70/07, Northern Rock
(O] C 43, 16.2.2008, p. 1), Commission Decision of 30 April 2008
in Case NN 25/08, Rescue aid to WestLB (O] C 189, 26.7.2008, p.
3), Commission Decision of 4 June 2008 in Case C 9/08 SachsenLB,
not yet published.

(53)

(54)

)

(31

N

the current global financial crisis (‘Banking Communica-
tion”) (%°). In the Banking Communication the Commission
acknowledges that, in light of the severity of the current
crisis in the financial markets and of its possible impact on
the overall economy of Member States, Article 87(3)(b) EC
is, in the present circumstances, available as a legal basis
for aid measures undertaken to address this systemic crisis.

In addition, in its decisions approving the Latvian
guarantee scheme and the rescue aid in favour of Parex
the Commission considered that Article 87(3)(b) applies.

The Commission assumes therefore, due to the systemic
relevance of Parex, that not granting State aid to Parex
would have led to a serious disturbance in the Latvian
economy. On the basis of the above, the Commission
concludes that Article 87(3)(b) EC can be applied in the
case at stake and that the notified aid measures should be
assessed on this basis.

3.2.2. Compatibility under Article 87(3)(b) EC

As the Commission has set out in the three Communica-
tions adopted in the context of the current financial
crisis (%), aid measures granted to banks in the context
of the ongoing financial crisis should be assessed in line
with the principles of the rescue and restructuring aid
Guidelines, while taking into consideration the particular
features of the systemic crisis in the financial markets (*!).
That means that the principles of the rescue and restruc-
turing aid Guidelines may have to be adapted when
applied to the restructuring of Parex in the present crisis,
which is assessed on the basis of Article 87(3)(b) EC.
Within this context attention should be given to the
rules set out in the rescue and restructuring aid Guidelines
for own contribution. Given the fact that the external
financing for Parex has dried up and that the 50 % requi-
rement set in rescue and restructuring aid Guidelines
appears unfeasible in the current economic setting, the
Commission accepts that during the crisis in the financial
markets it may not be appropriate to request that the own
contribution represents a predefined proportion of the

(?) Commission Communication on “The application of State aid rules

to measures taken in relation to financial institutions in the context
of the current global financial crisis”, adopted on 13 October 2008
(O] C 270, 25.10.2008, p. 8).

Communication from the Commission — Application of the State
aid rules to measures taken in relation to financial institutions in
the context of the current global financial crisis, points 10, 32, 42
(O] C 270, 25.10.2008, p. 8); Communication from the Commis-
sion — Recapitalisation of financial institutions in the current
financial crisis: limitation of aid to the minimum necessary and
safeguards against undue distortions of competition, point 44 (O]
C 10, 15.1.2009, p. 2). Communication from the Commission on
the Treatment of Impaired Assets in the Community banking
sector, point 17 and 58 et seq. (O] C 72, 26.3.2009, p. 1).

See explicitly the Banking Communication — Application of the
State aid rules to measures taken in relation to financial institutions
in the context of the current global financial crisis, point 42 (O] C
270, 25.10.2008, p. 8).
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(56)

(57)

)

costs of restructuring. Furthermore, the design and imple-
mentation of measures to limit distortion of competition
may also need to be reconsidered in so far as Parex may
need more time for their implementation due to the
current market circumstances.

As the Commission has indicated in previous guidance, the
depth of restructuring required to return to viability is
likely to be in direct proportion, on the one hand, to
the scope and volume of the aid provided to Parex and,
on the other, to the fragility of its business model (2.

3.2.3. Restoration of long-term viability

The restructuring plan must provide a credible basis on
which it can be expected that the viability of the company
will be restored within a reasonable time span. In other
words, it must enable the bank to “stand on its own feet”,
without continued State support. At this stage the
Commission is unable to conclude that it is likely that
this will be ascertained.

More specifically, the Commission’s doubts on the resto-
ration of viability are based on the following elements.

First, the Commission invites the Latvian authorities to
clarify how and when the bank would re-establish comp-
liance with relevant regulatory requirements (see paragraph
(10) above).

Second, the Commission considers that the restructuring
plan needs to address more thoroughly the risk factors
identified in the [...] report drawn up by the external
consultant (see paragraph (9) above). The notified restruc-
turing plan does not seem to clarify how these issues will
be addressed during the restructuring phase. Hence, the
Commission invites the Latvian authorities to comprehen-
sively address all the above-mentioned risk factors.
Notably, with respect to non-OECD loans, large loans
and real estate related loans, the Commission would like
to obtain from the Latvian authorities further information
on performance of these sub-segments of loans to date as
well as their forecasted net growth, repayment and provi-
sioning levels during the restructuring period. At this stage,
the Commission agrees with the external consultant’s
considerations that the Probability of default (PD) and
Loss-given-default (LGD) ratios should not be more opti-
mistic than the respective average ratios in the banking
sector in Central and Eastern Europe.

See paragraph 44 of the Communication from the Commission —

Recapitalisation of financial institutions in the current financial
crisis: limitation of aid to the minimum necessary and safeguards
against undue distortions of competition.

(61) Third, the Commission has doubts on how the bank will
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manage the lifting of deposit withdrawal restrictions. It
observes that the previously estimated end date for such
restrictions seems to be postponed and invites the Latvian
authorities to provide a strategy in this regard.

Fourth, the notified restructuring plan does not have a
clear focus and in the base scenario seems to be built on
an expanding business strategy for all lending segments
with the exception of [...] as illustrated by the financial
projections with regard to the net loans and receivables
over the restructuring period. At this stage the Commis-
sion observes that the restructuring plan does not provide
for abandoning or significant reduction of all more risky
activities, such as lending to high net worth individuals in
CIS countries, either. Due to the lack of detailed projec-
tions, the Commission cannot assess at this stage whether
the exposure to the mortgage lending business or lending
to other sectors currently experiencing particular difficul-
ties will be decreased during the restructuring exercise (see
paragraphs (66) et seq. below). For instance, the bottom-
up financial projections provided as on 7 July 2009 show
a growth in lending to CIS clients in the private capital
management segment in spite of the general indication in
the restructuring plan that [...]. Furthermore, the Commis-
sion doubts that the liquidity constraints are duly reflected
in the bank’s restructuring strategy with regard to new
lending. Notably, given the fact that the restructuring
plan aims to restore the previous size of the gross loan
portfolio, Parex needs significant funds, which could only
be achieved through a slower reduction of the State
funding andfor by assuming a rapid restoration of lost
deposit volumes. As a result, the Commission at this
stage considers that a smaller scale and more focused
bank might provide a less costly andfor less distortive
alternative solution whilst preserving financial stability.

To address funding concerns, the deposits volumes are
forecasted to increase for all sub-segments. In particular,
a twofold increase is envisaged for the largest private
capital management deposits sub-segment by YE 2013
as compared to YE 2009. The Commission doubts
whether this is realistic and whether this can be achieved
only through “service and innovation”. Furthermore, the
Commission observes that the bank seems to expand all
deposit raising activities, including through its Western
European subsidiaries. At this stage, the Commission
doubts whether this is cost efficient. Therefore, the plan
seems to be depending on rather optimistic assumptions
as to future operating conditions. As a consequence, the
Commission invites the Latvian authorities to reconsider
the restructuring plan for the bank in this regard and to
justify all substantial increases of assets and funding cate-
gories.

In relation to the above, the Commission has doubts on
the assumptions on the bank’s penetration in different
market segments and would seek further information on
this aspect.
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assets and liabilities to date, the Commission doubts
whether the reliance on deposits alone can provide for a
sustainable long-term solution for the bank. It seems that
the bank would also need more long-term and stable
means of financing. In this context, the Commission consi-
ders that the restructured bank should be able to compete
in the marketplace for capital andfor long-term debt
funding on its own merits.

Finally, the financial projections comprise bottom-up fore-
casts of business volumes by customer segments. Due to
the use of such approach, it is unclear to the Commission
what underlying assumptions were used with regard to
gross and net new lending, provisioning levels, and macro-
economic assumptions, notably with regard to real estate
market developments. The separation between previously
dominating large loans and currently targeted SME loans is
not visible either. The impact of the interest rate margin
on net income and the assumptions related to the increase
of commission income are not comprehensible either. In
other words, the Commission does not see the link
between the assumptions provided in the notified plan
and the resulting financial forecasts for the whole bank
during the restructuring period. Furthermore, some of
the assumptions, i.e. concerning the interest rates on diffe-
rent loans and deposits, provide for swings over the rest-
ructuring period, which are not explained in the plan.

In the light of the above, the Commission is not able at
this stage to ascertain how the increases in different
segments of loans and income may be explained. Notably,
the Commission has not been made aware of how the
significant exposure to the real estate sector in the context
of the ongoing economic crisis, the projected low price
strategy and relatively expensive funding costs would
impact the financial projections of the bank. In this
respect, the Commission notes that a high price strategy
in funding is likely to have a negative effect on the bank’s
margin and has doubts whether this has been duly
reflected in the bank’s restructuring strategy.

In addition, the Commission has not been provided with
the results of the stress testing by the Regulator. The
Commission has not been provided with the full list of
assumptions underlying the base case, the negative case
and the optimistic case either (notably, macroeconomic
assumptions on projected development of the real estate
sector, loss provisions by subcategory of loans, other
factors explaining substantial increases in fee income or
substantial decreases in expenses). In this regard, in view
of the severe nature of the present economic crisis in
Latvia with a contraction of the economy of 4,6 % in
2008 and a predicted contraction of 15 % in 2009 (*3),
the Commission needs to underline the importance of
adequate stress testing. The Commission’s assessment will
take into account the uncertainties of the underlying

(**) The forecasted GDP is taken as from the notified restructuring plan

(p. 24).
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ment in general, including the real estate sector. The
Commission invites the Latvian authorities to clarify why
the negative case provides for less State aid than the base
case (see table 1 above which shows that: (a) for the whole
period, the amount of State guaranteed loans is less in the
negative scenario than in the base one; and (b) for 2013,
the amount of State liquidity measures is lower in the
negative scenario than in the base one).

As regards the portfolio of securities, which is envisaged to
decrease substantially under all three scenarios, the
Commission observes that the majority were reclassified
to held-to-maturity (HTM). Therefore, it is not clear
whether securities are projected to mature or to be sold
and invites the Latvian authorities to provide information
on this issue.

At this stage, the Commission has therefore not been able
to assess in sufficient detail the restructuring plan and to
verify whether it was made on the basis of realistic
assumptions as to future operating conditions. The
Commission observes that even the partially revised and
more segregated financial projections submitted by the
Latvian authorities on 7 July 2009 are not detailed
enough. Therefore, the Commission invites the Latvian
authorities to submit the financial projections wherein all
the relevant and significant segments would be visible also
including deposits from institutional customers (municipa-
lities, public sector enterprises and State institutions).

3.2.4. Avoidance of undue distortions of competition

Measures to limit distortions of competition in banking
restructuring cases must be in proportion to the distortive
effects of the aid. In particular, the nature and form of
these measures need to reflect the amount of the aid and
the conditions and circumstances under which it was
granted and, second, the characteristics of the market or
markets on which the beneficiary bank will operate, inclu-
ding the bank’s relative importance on these markets.

In this regard, the Commission observes that the bank was
the second largest bank in Latvia. In contrast to other
major banks (*¥) operating in the Baltic States, Parex is
not owned by larger banks of other Member States or
third countries. Parex continued the growth of the loan
portfolio when the liquidity crisis emerged (**). In the light
of the envisaged business expansion strategy, the Commis-
sion needs to investigate in more detail whether the imple-
mentation of the envisaged restructuring, as notified on
11 May 2009, may not lead to undue distortions of
competition. In particular, the Commission observes that

It has to be noted though that there are smaller players in the

market, which are also “domestic” (e.g. Rietumu banka and Aizk-
raukles banka in Latvia, see p. 35 of the plan).
See paragraph (7).
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the plan seems to rely on an [...] pricing and marketing
policy (), e.g. Parex might use its competitive advantage
due to the secured refinancing by the State to the detri-
ment of competitors. Moreover, under the plan the bank
will receive significant amounts of aid and envisages a
rapid regaining of its lost market shares in different market
segments, whilst also entering a new market segment of
lending to [...].

The Commission doubts that sufficient measures are taken
to offset the negative effects of the aid. As regards the
envisaged spin-offs or divestitures, they seem, at least
partly, necessary for the restoration of viability. The
Commission has doubts whether these measures offset
specific market distortions. Furthermore, it is not clear
how the disposals will be achieved given the aim to
execute them only in a “capital friendly manner”. The
Commission preliminarily considers that it cannot be
excluded that at least for part of the disposable assets
the underlying economic value may prove to be below
book value and hence in the medium term perspective
the bank may need to provide some further discount in
order to be able to sell them. As regards the behavioural
commitments provided by the Latvian authorities, at this
stage the Commission considers them to be insufficient.
Indeed, they should be designed in a way as to prevent the
bank from using [...] pricing to regain lost market shares
which would unduly distort competition.

In view of the above, the Commission at this stage consi-
ders that the currently envisaged measures to limit distor-
tions of competition are insufficient. In particular, a non-
price leadership clause and possible growth limitations in
core market segments, the further shrinkage of the bank’s
lending activities and hence reduction of its currently envi-
saged funding needs through deposits might be needed to
mitigate competition distortions.

As regards the apparent reliance of Parex on operating
State aid schemes (as referred to in point 16) in its future
business, the Commission at this stage doubts whether the
direct entrustment of Parex does not include further aid
elements to the bank. Furthermore, the Commission recalls
that the bank’s viability should derive mainly from internal
measures as opposed to future reliance on the State. It
needs to be noted that it seems, at this stage, open
whether and how this task should be assigned to Parex
and how the remuneration for this potential assignment
should be fixed. At this stage, it is also unclear how the
separation between Parex’ purely commercial activities and
the State assigned ones, in terms of financial and organi-
zational structure, would be ensured. In this regard, the
Latvian authorities are invited to clarify to what extent the
bank would lend on the basis of a State guarantee in
relation to, inter alia, SME State aid schemes.

The Commission invites the interested parties to comment
on all the above issues and to indicate what other

Settlement cards electronic funds transfer point of sale (EFTPOS)

terminal [...] (see paragraphs 3 and 4 on p. 40 of the notified
restructuring plan as of 11 May 2009).

Initial pricing of Private Capital Management products will be [...]
low aiming to [...] (see paragraph 3 on p. 44 of the plan). In
addition, see also footnotes 13 and 15 above.
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measures might be needed to prevent undue distortions
of competition caused by the aid at issue.

3.2.5. Aid limited to the minimum necessary/own contribution

The Commission does not yet have clear information on
the whole amount of own contribution. On this basis the
Commission has no indication that the own contribution
to the restructuring would be sufficient.

In the case at hand, the Commission doubts whether the
restructuring plan is focussed so as to provide the bank
with the minimum State aid necessary to enable it to
restore its long-term viability and to be able to compete
on its own merits in a medium term. In this context, the
Commission invites the Latvian authorities to specify in
detail the State measures envisaged for the bank’s restruc-
turing under all three scenarios. Notably the Latvian autho-
rities are requested to clarify the maximum amounts that
they intend to provide to Parex.

As regard the aid being limited to the minimum necessary,
little information has been submitted so far by the Latvian
authorities.

First, the Commission observes that under all three scena-
rios even by the “end” of the restructuring period, ie. by
YE 2013, the bank remains dependent on the State liqui-
dity facilities or State guarantees (see table 1 above). In this
regard, the Commission considers that the bank should be
able to obtain funding and to refinance its operations
without State support in the form of State guarantees or
loans in order to be considered viable on a standalone
basis. The Commission preliminarily considers that this
should be possible within a maximum period of 5 years.
To this end, the Commission observes that the negative
case, which assumes [between - 1 and 2] % loan growth
post 2009, provides for less State support as at YE 2013
than the base case. By analogy, the Commission prelimina-
rily considers that lower growth of the loan portfolio
could reduce the outstanding State aid amounts in the
form of liquidity measures.

Furthermore, the Commission needs to investigate to what
extent Parex’ funding needs could be reduced by a greater
focus on core activities and an overall further reduction of
the bank’s size. As regards the optimistic scenario, the
Commission observes that attracting funds from internati-
onal financial institutions would require additional State
guarantees. However, a viable business should be able to
finance itself in the medium term without any State
guarantees. The fact that it is not projected even in a
more optimistic scenario to attract funding from the
markets without State guarantee raises further doubts on
whether the envisaged restructuring plan is capable of
restoring the bank’s long-term viability. Therefore, the
Commission invites the Latvian authorities to reconsider
the minimum aid necessary to restore the viability of the
bank.
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(82) Second, the Commission doubts whether the currently
envisaged remuneration for the State measures liquidity
measures can be considered as sufficient even when taking
into account the collateral provided by the bank. Thus, at
this stage it cannot exclude that the remuneration may
need to be revised upward to adequately reflect the risk
profile of the bank. In addition, it invites the Latvian
authorities to clarify the remuneration of all aid measures
and to possibly envisage step up clauses that would incen-
tivise the bank to repay the aid as soon as possible.
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Third, the Commission recalls that a clear and timed exit
commitment by the Latvian State and its implementation
would be a strong signal for the belief of the market in the
long-term viability of Parex.

(84) Fourth, the Commission cannot exclude at this stage that
Parex may use the State aid to pursue [...] price stra-
tegy (*7) negatively reflecting on its margins. In the
Commission’s view this seems to indicate that the aid
might not be limited to the minimum necessary. The
Latvian authorities are thus invited to reconsider the
overall amounts of aid in connection with the revised
business strategy for the bank in light of viability concerns
and limiting the aid to the minimum. Third parties are also
invited to comment on the above issues.

3.3. Conclusion

(85) On the basis of the above the Commission comes to the
preliminary conclusion that the notified restructuring
measures consisting of the prolongation of State guaran-
tees, potential new State guarantees to ensure further
funding needs of the bank, liquidity measures and capital
injections constitute State aid. The Commission has at this

(®7) See footnotes 13, 15 and 36 above.

stage doubts that such aid can be found to be compatible
with the common market.

4. DECISION

In the light of the foregoing considerations, the Commission
has decided to initiate the procedure laid down in Article 88(2)
of the EC Treaty and requires Latvia to provide in addition to all
documents already received, information and data needed for
the assessment of the compatibility of the aid within one month
of the date of receipt of this letter.

In particular, the Commission would wish to receive comments
on the points on which it raised doubts.

Latvia is requested to forward a copy of this letter to the reci-
pient of the aid immediately.

The Commission wishes to remind Latvia that Article 88(3) of
the EC Treaty has suspensory effect, and would draw your
attention to Article 14 of Council Regulation (EC) No
659/1999, which provides that all unlawful aid may be reco-
vered from the recipient.

The Commission warns Latvia that it will inform interested
parties by publishing this letter and a meaningful summary of
it in the Official Journal of the European Union. It will also inform
interested parties in the EFTA countries which are signatories to
the EEA Agreement, by publishing a notice in the EEA Supp-
lement to the Official Journal of the European Union, and will
inform the EFTA Surveillance Authority by sending a copy of
this letter. All such interested parties will be invited to submit
their comments within one month of the date of such publica-
tion.”



