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Abstract.

Purpose and aim of the study: to examine the mortgage loan market in Latvia.

Design / Methodology / Approach: The research employed the following methods:
descriptive and logical construction were used for reviewing and analysing research papers
and other information sources, as well as for scientific discussion. Statistical analysis was
employed to process and analyse secondary data on trends in mortgage loans in Latvia. The
graphic method was applied to better represent and compare the research results.

Main Findings: It was concluded that the property, housing and mortgage markets were
interlinked, with developments in one market affecting developments in the other. Tax
policies, government support measures and macro-prudential supervision measures form
part of the regulatory framework for the mortgage market, which, together with the
creditworthiness and financial literacy of borrowers, can promote or restrict the availability
and development of mortgage loans.

Originality: The research examined the concept of mortgage loans and factors in the
mortgage credit market, as well as mortgage loan market trends in Latvia.

Implications: The research provides a basis for further research on the development of the
mortgage market in Latvia.
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Introduction

Mortgage lending is one of the most important kinds of credit in the
economy. People can get finance to buy or build a home, which is often the
largest investment of their lifetime. At the same time, mortgage lending is
one of the most profitable banking services. The mortgage market acts as a
powerful transmission tool for monetary policies. Since the global financial
crisis, the mortgage market in Latvia has undergone many changes. At the
end of 2023 in Latvia, total mortgage lending as a share of GDP was only 12%,
which was three times lower than the euro area average of 36% (Vilerts &
Nikitins, 2024). In addition, in recent years the world has experienced new
global challenges: pandemics, international conflicts, energy crises, high
inflation etc., which have affected mortgage markets both in Latvia and
globally.

The research aims to examine the mortgage loan market in Latvia.
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To achieve the aim, the following specific research tasks were set:
1) To examine the theoretical aspects of mortgage lending;
2) To analyse the mortgage loan market in Latvia and the factors therein;
3) To draw conclusions and make proposal.

The research employed qualitative and quantitative methods. The
monographic and logical construction methods were used to summarise the
theoretical aspects of the research problem, analyse them and develop a
scientific discussion. Statistical analysis was employed to process and
analyse secondary data on trends in mortgage loans in Latvia. The graphic
method was applied to better represent and compare the research results.

Research results and discussion
1. The concept and characteristic elements of a mortgage loan

Lending is one of the personal financial planning and global economy
tools used by households and firms to raise external finance (Ciemleja &
Lace, 2022; LB, 2023a), the supply of funds, goods, services on credit to be
paid by instalments (Tézaurs.lv, 2023), a compensatory transaction in which
a credit institution transfers, on the basis of a written contract, money or
other items to a customer into ownership and which imposes on the
customer the obligation to return the money or other items to the credit
institution within a specified period of time and under specific procedures
(Credit Institution Law, 1995).

Doling et al. (2013) point out that a house or an apartment is often the
most expensive asset an individual acquires and might require a mortgage
loan to buy it. A mortgage loan is a kind of loan granted to households for the
purchase, construction or reconstruction of a house, apartment or land,
including mortgages and home improvement loans that improve the
economic performance of the house or apartment (LB, 2023b). A mortgage
loan is based on an economic and legal relationship between the borrower
and the lender on the transfer of the value of borrowed funds and is secured
by real estate collateral (Volkova & Khamula, 2020). Mortgage lending is
viewed as a factor in economic growth (Bazilinska & Panchenko, 2020) and
is important for housing affordability, population wealth, the real estate
market, the financial industry and the economy (Doling et al., 2013).

The authors believe that mortgage lending provides borrowers with
access to finance and involvement in the housing market, lenders with the
ability to lend and earn a fair return for the risk they take, and the economy
with an effect on growth. The authors considered the main characteristics of
mortgage lending to be the purpose, amount, maturity, interest rate,
repayment method, collateral and cost (Figure 1).
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Fig. 1 Mortgage loan elements and main features
(authors’ construction)

The authors believe that the mortgage lending characteristics
summarised in Figure 1 are interlinked and affect each other. For example,
the amount of a mortgage loan might depend not only on the borrower’s
income and the size of current liabilities but also on the purpose of the loan,
the market value of collateral, the interest rate charged and the maturity.

2. Factors in the mortgage loan market

The mortgage market is closely linked to the property and housing
markets. Trinh (2022) points out that various actors in the property market
influence its development, demand, supply, prices and market values:
government tax policies and lending regulations mitigate property market
risks; brokers and agents ensure a quick buying and selling process, helping
buyers to find the right property; loans provide access to property: as the
demand for loans increases, the supply of property decreases, prices and
market values tend to increase. Kaukskale (2018) has concluded that the
most important factors in the real estate market and property values, prices,
demand and values are social, economic, legal and political. There are
reciprocal effects between the property market, government policies and
macroeconomic developments, while Asadov & Masih (2016) have pointed
out that housing prices are the leading factor in the property market in the
short term, while interest rates contribute to house price changes in both the
short and long term.

The authors summarise the factors in the mortgage market in Figure 2.
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Fig.2 Factors in the mortgage market (authors’ construction)

The government plays an important role in the mortgage market and in
regulating the economy, with the aim of contributing to financial wellbeing
and economic development. Appropriate public policies can improve the
housing lending system and facilitate access to housing loans for particular
categories of the population. It is closely linked to the rate of employment,
stable incomes and the willingness of credit institutions to provide financing
(Sidelska, 2014). Housing-related policy measures can be divided into
monetary, fiscal and macro-prudential supervision (Zhao & Liu, 2023). In
the context of monetary policy, the mortgage market is significantly affected
by interest rate fluctuations: as rates rise, the availability of mortgages
decreases and potential borrowers find it more difficult to get a loan (Ghazi,
2022). The European Commission (EC) points out that housing-related tax
policies and taxes can influence the choice between renting and buying. For
example, subsidising mortgage loans through interest deductions might
encourage borrowing and home ownership, but might also increase house
prices, and such support tends to favour wealthier households. Low property
taxes also encourage home ownership, while transaction taxes are linked to
the market value of real estate and reduce price speculations (EC, 2017).

Government support measures are an important factor in access to
housing and finance, which contributes to the development of the mortgage
market. In various countries, housing policy support measures for home
ownership and current homeowners are divided into:

e housing grants - in the form of direct subsidies and one-off financial
support granted to households for the purchase or construction of a home,
covering part or all of the cost, which does not have to be repaid by the
beneficiary;
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e mortgage subsidies and guarantees, comprising loans granted by the
government for the purchase of housing, support to mortgage borrowers
to cover co-financing (including grants) or mortgage guarantees;

e support for mortgage borrowers having payment difficulties, comprising
subsidies for mortgage payments and arrears, deferment of payments,
refinancing liabilities, transfer of current property to another owner and
renting out (mortgage-to-rent) (OECD, 2023).

Macroprudential policies are implemented to ensure financial stability.
Macroprudential supervision in the European Union (EU) is the
responsibility of the European Central Bank (ECB), the European Systemic
Risk Board and national designated authorities (usually central banks or
financial market supervisors) in the Member States (ECB, 2017). Macro-
prudential measures can target both banks and borrowers. National
authorities incorporate them in the relevant legislation. Measures for banks
typically relate to adequate capital and capital buffer requirements, which
can help to address systemic risks in the economy. Other measures might aim
to align the risk profiles of certain positions on bank balance sheets, e.g.
mortgages (EC, 2017). Borrower-focused instruments are also applied, e.g.
mortgage lending requirements might limit the amount that homebuyers can
borrow relative to the cost of housing or their incomes (ECB, 2017).

Since borrower-focused measures affect loan amount and credit risk,
the authors conclude that such measures are part of the process of assessing
the creditworthiness of borrowers and believe that borrowers'
creditworthiness also affects the mortgage market. Avery et al. (1996) point
out that lenders carefully assess the risks to the likelihood that a borrower
will not be able to make the expected repayments. In the case of a mortgage,
the assessment is based on information about the borrower’s financial
situation and credit history, the kind and market value of the real estate
(collateral), and the lenders' experience in granting loans.

The authors conclude that borrowers with low creditworthiness are less
likely to get a loan, with an impact on the mortgage market in terms of loan
sizes granted and the total amount of loans granted, while macroprudential
measures protect lenders and borrowers from excessive commitments and
potential risks during the repayment period.

Borrower creditworthiness is closely linked to financial literacy. An
individual’s knowledge and attitudes towards mortgage lending have a
significant impact on borrowing rates across economies (Nakiwala et al,,
2022). The education level and access to employment are among the key
determinants of housing affordability. This particularly affects young people
with lower levels of education, who are at higher risk of being excluded from
the housing market (Sekace & Viesturs, 2021).
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The property, housing and mortgage markets are interlinked, as
developments in one market affect developments in the other. Interest rate
volatility is a key factor in borrowers’ ability to obtain and repay mortgages
in different economic conditions. Tax policies, government support
measures and macro-prudential measures form part of the regulatory
framework for the mortgage market, which, together with other factors, can
facilitate or restrict the availability of mortgage loans and the development
of the market.

3. Assessment of factors in the mortgage market

In Latvia, mortgage loans are granted by credit institutions, non-banks
and credit unions. In 2023 in Latvia, according to the Finance Latvia
Association (FLA), there were around 124.4 thousand mortgage borrowers,
with the outstanding amount of mortgage loans amounting to around EUR
4.6 billion (FNA, 2023). Lending in Latvia is affected by a number of
interrelated factors: the general economic situation, the shadow economy,
lender lending policies, the financial situation of borrowers and the legal
framework (MoF, 2023a). The development of housing lending in Latvia is
linked to the faster development of the real estate market, driven by rising
demand, higher household solvency, rising savings and government support
programmes (LB, 2022a). However, in recent years, both the economic
situation and the financial sector have been significantly affected by a
number of challenges: the COVID-19 pandemic, the Russian invasion of
Ukraine, the subsequent energy crisis, and increases in costs, inflation and
interest rates (LB, 2023c). The impact of the events could also be seen in
lending activity. Available data on new mortgage origination to households
are summarised in Figure 3.

Figure 3 shows that the period 2019-2024 was generally positive, with
housing lending volumes increasing year on year, However, there were
several periods when lending activity temporarily declined, with the first half
of 2020 seeing the lowest monthly lending volume in May (EUR 23.47
million), in early 2021 when Latvia was hit by the second wave of the COVID-
19 pandemic marked by high morbidity, emergency and tight restrictions, in
early 2022 (Russia invaded Ukraine in February) and in the second half of
the year, after the ECB raised interest rates.

In 2020-2022, the mortgage market in European countries was affected
by high mortgage interest rates and tighter lending conditions. Rising
inflation and energy and construction costs contributed to house price
inflation and decreased lending growth. The impact of the COVID-19
pandemic and the shadow economy, as well as the consequences of the
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Russian invasion of Ukraine could be viewed negatively (Riashchenko et al,,
2023).
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Fig. 3 New loans granted to households in Latvia in 2019-2024,
millions EUR (LB, 2024) (authors’ construction)

In 2023, the ECB continued to raise its key interest rates to fight
inflation, which led to a significant increase in payments by Latvian mortgage
borrowers. The population’s ability and willingness to buy a new home
decreased. Given the increase in EURIBOR rates and their impact on financial
industry profits and mortgage borrowers, new policy initiatives have been
introduced in Latvia since 2024 to impose advance payments on profits to
the financial industry, to provide additional finance institution ALTUM
guarantees to socially vulnerable borrowers and to introduce a mortgage
protection levy (Fiscal Discipline Council, 2023). The macro-prudential
measures targeting borrowers to promote energy-efficient housing changed
in 2024 (LB, 2023d).

ECB interest rates were raised in July 2022 (Figure 4). Figure 4 shows that
the interest rates on housing loans in Latvia were persistently higher than in
the euro area. The interest rates rose in mid-2020, with some decrease
observed by the end of 2021. The fast rise in lending rates started in 2022
when the ECB (reacting to inflation above the 2% target) raised its key
interest rates for the first time in several years - from 0.5% in July to 2.5% in
December - and continued the following year, reaching 4.5% in December
2023. With inflation rates easing in the euro area, the key ECB interest rates
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were cut from 4.5% to 4.25% in June 2024, to 3.65% in September and to
3.5% in October. The interest rate cuts have had a positive impact on the total

amount of new loans.
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Fig. 4 Interest rates for new loans to households for house purchase in
Latvia and the Euro Area (ECB Data Portal, 2024; Euriborrates.eu, 2024)
(authors’ construction)

Housing is a basic human need, and its affordability affects household
well-being. Despite household incomes rising year on year, the EC has stated
that only the wealthiest households are able to make significant savings to
buy, rent or improve adequate housing (Par Majok]u pieejamibas..., 2023). In
2023, 82.8% of households in Latvia lived in their own home and 13.9% had
a mortgage or other kind of home loan (Eurostat, 2023). The mortgage
burden on the after-tax income of a two-person household where both
earners earn the average wage in Latvia increased from 14% in 2021 to 32%
in 2024 (Latio, 2024).

Income levels and money savings are important factors in the ability of
households to purchase a home with a mortgage. The availability of housing
and mortgage loans is facilitated by the State Housing Support Programme,
which has been administered and launched by ALTUM since 2015.

Under the programme, borrowers with at least one minor child (or a
family expecting a child) and dependent, and borrowers up to 35 years of age
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with secondary vocational or higher education, are granted a guarantee for a
mortgage loan for the purchase or construction of a home if the transaction
amount does not exceed EUR 300000. The guarantee allows them to borrow
more than in the standard case (up to 95% of the property price or market
value (LB, 2022b) and significantly reduces the down payment. Since 2023,
the guarantee has also been available to members of the National Armed
Forces (NAF), while since April 2024, the amount of the state guarantee for
families with children for the purchase or construction of a home in rural
regions has been increased, allowing them to receive a guarantee of up to
50% of the loan amount (LV portal, 2024). The guarantee lasts up to 10 years.
The guarantee can be renewed if the previous guarantee has expired.

An additional advantage is that for families with children and NAF
servicemen, the state fee for registering ownership to immovable property
in the Land Register is set at 0.5% of the immovable property value (if it does
not exceed EUR 100 000) or EUR 500 + 1.5% of the immovable property
value exceeding EUR 100 000 (Regulations Regarding.., 2018). This
significantly reduces the overall processing costs associated with the
purchase of real estate.

The total cost is higher for young professionals who have to pay an extra
4.8% per year on the guarantee. It is positive that ALTUM and the Ministry of
Economics of the Republic of Latvia made an amendment in December 2023,
reducing the guarantee fee from 4.8% to 2.4% for one year. The guarantee
fee will be reviewed again after 12 months (ALTUM, 2023a).

The ALTUM support programme covered 40% of new housing loans and
32% of the total housing loan balance in 2022 and 44% of new loans in 2021
(LB, 2023c). It could be established that ALTUM guarantees represent
significant support for mortgage borrowers and have a significant impact on
the mortgage market.

By the end of 2023, ALTUM guarantees for house purchases amounting to
EUR 268 million have been granted to more than 27107 families with children
and 5688 young professionals who have obtained mortgage loans of more than
EUR 2.3 billion from banks (ALTUM, 2024).

In November 2020, under the Housing Guarantee Programme, an
additional subsidy Pillar was launched for large families. As the programme
expands, the subsidy is also extended to families with a disabled child. The
subsidy is a one-off support payment to reduce the down payment on a bank
loan for the purchase or construction of a home (ALTUM, 2023b).

The Ministry of Finance of the Republic of Latvia has stated that the
ALTUM support programme targets a wide range of beneficiaries and affects
overall market trends by contributing to housing affordability. At the same
time, however, the broad coverage of the programme contributes to rising
house prices and reduces housing affordability (MoF, 2022).
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The authors conclude that by taking out a mortgage with an ALTUM
guarantee, borrowers are effectively “borrowing” for the down payment, as
the guarantee is part of the mortgage loan; however, at the same time, it
provides significant support, allowing them to save time for saving the down
payment. The additional 5% guarantee stimulates demand for energy-
efficient housing, while the subsidy reduces the co-financing required to buy
or build a home with a mortgage. At the same time, it should be stressed that
borrowers must have a sufficiently high income to be able to borrow a larger
loan with public support than in the standard case; therefore, the authors
consider that the supportis less accessible to borrowers with lower incomes.

Decisions taken by the government of Latvia in 2023 will have an impact
on the future development of the mortgage market. On 06/12/2023, the
Saeima adopted in final reading amendments to the Consumer Rights
Protection Law, which provide for the introduction of a one-year mortgage
borrower protection levy from 01/01/2024, and borrowers are reimbursed
30% of the interest payments on mortgage loan contracts. The amendments
are proposed to reduce the burden on borrower payments because of
inflation and high EURIBOR rates. A mortgage protection levy of 0.5% of the
lender’s total outstanding mortgage loans as at 31/10/2023, payable
quarterly, is imposed on lenders. However, mortgagees who have signed a
contract before 31/10/2023 and whose loan balance does not exceed EUR
250 000 receive compensation for each quarter of 2024 equal to 30% of the
interest payments on the mortgage contract, up to a maximum of 2
percentage points of the interest rate set for the period. The amount of
compensation for each contract is calculated by mortgage lenders and paid
by the State Revenue Service. The compensation does not apply to contracts
with a fixed interest rate for the entire repayment period (Saeima Press
Service, 2023; Darzina, 2023).

To facilitate the mortgage refinancing process and lift the ban on
mortgage advertising, several amendments to the Credit Institution Law, the
Insurance Contract Law, the Notariate Law, the Consumer Rights Protection
Law and Cabinet Regulation No 691 Regulations regarding Consumer
Lending have been approved and entered into force. The amendments
should promote competition in the mortgage lending market, have an impact
on the development of mortgage lending services and are expected to reduce
mortgage interest rates (Bakis, 2023).

The authors consider that, due to the planned compensation payments
to mortgage borrowers introduced in 2024, there will not be a strong interest
from borrowers to switch to another bank in 2024, while a marked increase
in interest could be observed in 2025 when it is unlikely that the
compensation payments are stopped due to an increase in EURIBOR.
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As of 1 January 2024, amendments to the Enterprise Income Tax Law
entered into force, which obliges credit institutions and consumer credit
service providers to pay a tax surcharge of 20% in the tax year (irrespective
of the amount of profits), calculated based on pre-tax financial data and
taking into account the profits distributed in the tax year and the amount of
tax paid on them, while providing that the tax surcharge paid is considered
in calculating the tax payable on the distribution of profits in dividends (MoF,
2023Db).

The 2023 government decisions introduced many changes in the
mortgage market that were beneficial for borrowers: mortgage
compensation payments, easier refinancing and extended ALTUM guarantee
programmes.

Conclusions and suggestions

Mortgage lending is a long-term financial instrument that provides
borrowers with access to finance and involvement in the housing market in
return for collateral, lenders with the ability to lend and earn a fair return for
the risk they take, and the economy with an effect on growth. The main
characteristics of mortgage lending are the purpose, collateral, amount,
interest rate, repayment options and total cost. They are interlinked,
affecting each other by their characteristics, and set the overall preconditions
of mortgage lending. The real estate, housing and mortgage markets are
interlinked. Interest rate fluctuations are a significant factor in borrowers’
ability to obtain and repay a mortgage. Tax policies, government support
measures and macro-prudential measures form part of the regulatory
framework for the mortgage market, which, together with the
creditworthiness and financial literacy of borrowers, can facilitate or restrict
the availability and development of mortgage lending.

In Latvia, the 2019-2024 period had an overall positive trend, with
housing lending volumes increasing year on year; however, there have been
several periods of temporary decreases in lending activity, mainly due to the
COVID-19 pandemic, the Russian invasion of Ukraine and ECB interest rate
hikes.

Housing is one of the basic human needs, and its affordability affects the
level of household wellbeing. In 2023, 82.8% of households in Latvia lived in
their own home and 13.9% had a mortgage or other kind of housing loan. The
mortgage burden on the after-tax income of a two-person household where
both earners earn the average wage in Latvia increased from 14% in 2021 to
32% in 2024. Income levels and money savings are important factors in the
ability of households to purchase a home with a mortgage. The availability of
housing and mortgage loans is facilitated by the State Housing Support
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Programme, which has been administered and launched by ALTUM since
2015. The ALTUM support programme targets a wide range of beneficiaries
and affects overall market trends by contributing to housing affordability. At
the same time, however, the broad coverage of the programme contributes
to rising house prices and reduces housing affordability. The ALTUM support
programme covered 40% of new housing loans and 32% of the total housing
loan balance in 2022 and 44% of new loans in 2021. It could be established
that ALTUM guarantees represent significant support for mortgage
borrowers and have a significant impact on the mortgage market.

The 2023 government decisions introduced many changes in the
mortgage market that were beneficial for borrowers: mortgage
compensation payments, easier refinancing and extended ALTUM guarantee
programmes.

Proposals:

The Ministry of Economics of the Republic of Latvia needs to: (1) expand the
current ALTUM guarantee programmes by setting a larger guarantee based
on income or property characteristics; 2) completely abolish the annual
ALTUM guarantee fee and reduce fees for young professionals who currently
pay the most to obtain and use the guarantee. This would ease the overall
payment burden, especially during a period of rising mortgage interest rates;
Credit institutions and non-bank lenders in the Republic of Latvia need to:
make special offers to consumers with more favourable requirements (lower
application fee and interest rate) for home loans intended for renovation,
reconstruction or conversion, while at the same time increasing the energy
efficiency of the home.
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