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The macroprudential policy framework of Eesti Pank describes the principles, duties and cooperation
behind Eesti Pank’s work in macroprudential policy. The framework is based on the acquis of the
European Union and the agreed principles of the European Systemic Risk Board (ESRB).
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1. THE STARTING POINTS FOR
THE MACROPRUDENTIAL POLICY
FRAMEWORK

Changes to the Eesti Pank Act came into force
on 19 May 2014 giving the central bank a clearer
mandate than before to act as a macroprudential
authority in Estonia. Under Section 2(2) of the
Eesti Pank Act, the duties of Eesti Pank include
supporting the stability of the financial system and
conducting macroprudential policy.

In Section 24! of the Eesti Pank Act, the banK’s re-

sponsibilities in macroprudential supervision are:

1) to collect information that is needed for the
exercise of macroprudential supervision;

2) to ascertain the participants and the financial
structures whose actions may exert a significant
influence on the formation of systemic risks;

3) to identify systemic risks and assess their sig-
nificance;

4) to draw up and disseminate overviews and
assessments concerning the stability of the fi-
nancial system and risks in the system;

5) to cooperate with the Ministry of Finance and
the Financial Supervision Authority in so far
as is necessary for the exercise of macropru-
dential supervision;

6) to implement measures to reduce systemic
risks as provided for in legislation;

7) to perform other acts that are necessary for
achieving the aim of macroprudential policy.

Figure 1. Macroprudential policy strategy

As a macroprudential authority, Eesti Pank regu-
larly analyses the functioning of the financial sec-
tor and assesses the threats to it, and where neces-
sary it takes measures to reduce systemic risks.

For the sake of clarity and transparency in the de-
cisions on macroprudential policy, intermediate
objectives have been set in the framework togeth-
er with the ultimate objective. These intermediate
objectives are then associated with macropruden-
tial instruments and with indicators of sources of
systemic risk (see Figure 1).

Cooperation in macroprudential policy starts
from a division of work between the local insti-
tutions responsible for financial stability and the
organisation of macroprudential policy at Euro-
pean Union level.
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2. DEFINITIONS

Macroprudential policy

Macroprudential policy covers systemic risk anal-
ysis and assessment and the deployment of meas-
ures to help ensure financial stability.

Financial stability

Financial stability means the smooth function-
ing of financial intermediation under both nor-
mal and unexpectedly adverse circumstances.
Financial stability is a necessary precondition for
a financial system to be able to provide credit and
support sustainable economic growth.

Systemic risk

Systemic risk is a risk of disruption in the financial
system with the potential to have serious negative
consequences for the functioning of the financial
system and the real economy'. There are two di-
mensions of systemic risk, cyclical and structural.
The cyclical dimension of systemic risk stems
from the tendency of financial institutions to take
excessive risks in times of economic growth and
to become overly risk adverse during economic
downturns. Structural systemic risk comes from
the distribution of risk in the financial system,; it
occurs where financial institutions are so big or so
interconnected that if there is an unexpected ad-
verse economic or financial development, they may
threaten the stability of the entire financial system.

3. THE ULTIMATE AND
INTERMEDIATE OBJECTIVES OF
MACROPRUDENTIAL POLICY

The financial system has several important roles
in the economy, such as converting savings into
investments, allowing payments to be made, and
managing risks. Any failure of the financial system
to carry out those functions will result in very large
costs. Because of this, the ultimate objective of
macroprudential policy is to help ensure the stabil-
ity of the whole financial system. This then ensures
that the contribution of the financial system to the

1 Article 3 (10) of Directive 2013/36/EU of the European Parliament
and of the Council

growth of the economy is sustainable’. Macropru-
dential measures help in achieving this goal by in-
creasing the resilience of the financial system and
reducing the build up of systemic risks to financial
stability.

As there may be various forms of systemic risk, the

macroprudential framework has intermediate ob-

jectives, which Eesti Pank has set with considera-

tion of the ESRB recommendation ESRB/2013/1

and the specific features of the Estonian financial

system. These objectives are:

o to mitigate and prevent excessive credit
growth and leverage

o to mitigate and prevent liquidity risk and
funding risk in the financial system

o  to limit the direct and indirect exposure con-
centration

o to limit excessive risk-taking by systemically
important institutions

o  to ensure the resilience of the financial infra-
structure

o to ensure the resilience of the banking sector

4. THE DECISION-MAKING
PROCESS AND ORGANISATION OF
MACROPRUDENTIAL POLICY

Eesti Pank follows three closely connected stages
when conducting macroprudential policy:

1) risk identification and assessment,

2) selection and calibration of instruments,

3) policy implementation.

4.1. Risk identification and assessment

To identify the risks to the stability of the Estonian
financial system, Eesti Pank regularly analyses and
forecasts the functioning of the financial system.
As the Estonian financial system is mainly centred
on the banks, the main emphasis of the analysis
is on the banking sector. The analysis allows the
main systemic risks to the Estonian financial sys-
tem to be identified and assessed with support

2 The aim of macroprudential supervision is set out in Section 24' (1)
of the Eesti Pank Act: “The purpose of macroprudential supervision is
to promote the stability of the financial system as a whole by enhancing
the resistance of the system to shocks and by reducing the accumulation
of systemic risks, and thereby to ensure the sustainability of the contri-
bution of the financial sector to economic growth.”
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from the stress tests and expert judgements. The
results and assessments from the analysis are pub-
lished twice a year by Eesti Pank in the Financial
Stability Review, and more frequently in excep-
tional circumstances.

Eesti Pank monitors the development of systemic
risks using indicators that help in assessment of
the build-up of sources of risk and the need for
macroprudential measures to be taken. The list of
risk indicators associated with the intermediate
objectives is only indicative and can be extended
to match the development of the financial system
and macroprudential policy (see Table 1).

4.2. Instrument selection

The macroprudential tools available to Eesti Pank
can be divided into three groups:

1) Moral suasion measures, with which Eesti Pank
can draw the attention of market participants to

Table 1. Indicators for intermediate objectives

vulnerabilities in the financial system and so in-
fluence their decisions indirectly. This can include
advice to market participants, but also covers the
analysis and risk assessments in the Financial Sta-
bility Review, public presentations and press re-
leases. Eesti Pank can also give its opinions and
recommendations on measures that fall within the
remit of other institutions.

2) Instruments set out in the European Union’s
Capital Requirements Regulation and Directive,
where the principles for implementation and co-
ordination have been harmonised in the European
Union. These include capital buffer requirements
such as countercyclical capital buffers, systemic
risk buffers, and systemically important institution
buffers, and also adjustments to the risk weights
used in calculating the capital requirements.

3) Requirements for issuing loans, which derive
their legal basis from the Credit Institutions Act.
Eesti Pank has the right to set limits on the loan-

Intermediate objective Indicators

To mitigate and prevent
excessive credit growth and
leverage

Annual growth in loan volumes, credit-to-GDP ratio and gap, real-
estate market developments, leverage of banks, capital adequacy,
and others

To mitigate and prevent
liquidity risk and funding
risk in the financial system

Loan-to-deposit ratio, structure of liabilities and distribution of
maturities, structure of liquid assets and share in total assets, li-
quidity coverage ratio, stable net funding ratio, market funding risk
ratio, and others

To limit the direct and indi-
rect exposure concentration

Concentration of exposures to individual sectors, countries, maturi-
ties and currencies

To limit excessive risk-
taking by systemically
important institutions

Ratio of banking assets to GDP, volume of deposits, volume of as-
sets, claims and liabilities to other financial institutions, and others

To ensure the resilience of
the financial infrastructure

Indicators of the resilience of financial infrastructure to credit, li-
quidity and operating risk

To ensure the resilience of
the banking sector

Indicators showing the vulnerability of the economy and the finan-
cial sector
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to-value ratio, the loan-to-income ratio, the debt
service-to-income ratio and the maximum matu-
rity of loans, and on the loan-to-deposit ratio of
credit institutions®.

The most appropriate macroprudential instru-
ment is chosen for each separate intermediate
objective (see Table 2).

The starting point for Eesti Pank in applying such
instruments is that the selection and calibration
of the instrument should reflect the distribution
of risks within the financial system, the financial
cycle, and sources of imbalance. The principles
used in this selection and calibration are:

o Effectiveness. The measure has to be effecti-

ve in reducing market failures and in achie-
ving macroprudential objectives.

Efficiency. The objectives should be achie-
ved at the lowest possible cost and with mi-
nimal side-effects.

Proportionality. The obligations associated
with the measure should be in line with the
contribution to systemic risk.

Clarity and transparency. The nature, goal
and adoption of the measure must be clear
and comprehensible.

Specifics of the Estonian financial system.
Macroprudential measures are guided by the
rules in the EU capital requirements regula-
tion and directive, the guidelines issued by
the European Banking Authority (EBA), and
the recommendations of the ESRB. Within

Table 2. Instruments available for achieving intermediate objectives

To mitigate and prevent
excessive credit growth
and financial leverage

Countercyclical capital buffer

Limit on the loan-to-value ratio

Limit on the loan-to-income ratio

Limit on the debt service-to-income ratio

Maximum maturity for loans

Risk weight measures for loans secured by real estate*

To mitigate and prevent

Macroprudential adjustment to the liquidity coverage ratio**
liquidity risk and funding | Macroprudential adjustment to the net stable funding ratio**
risk in the financial system | Limit on the loan-to-deposit ratio

To limit the direct
and indirect expo-
sure concentration

Large exposure restrictions**

To limit excessive risk-
taking by systemically
important institutions

Capital buffer for systemically important credit institutions

To ensure the resilience

of the financial
infrastructure

Recommendations to the overseer of payment and settlement
systems

To ensure the resilience
of the banking sector

Systemic risk buffer

* Measures defined under Articles 124, 164 and 458 of Regulation (EU) No 575/2013
** Measures defined under Article 458 of Regulation (EU) No 575/2013

3§ 83 section 2! of the Credit Institutions Act
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this, account is taken of the structure of the
Estonian financial sector and measures are
adapted to suit the local macro-financial
environment and structure and legal frame-
work.

4.3. Cooperation

Macroprudential policy is closely linked with
other policy areas, above all microprudential su-
pervision, monetary policy and fiscal policy, and
it may also have cross-border implications. This
indicates that the macroprudential tools available
to Eesti Pank are not enough alone for achiev-
ing the ultimate goal of financial stability, while
at the same time, macroprudential measures may
be taken to correct the effect of imbalances that
have arisen from other policies. This means that
effective macroprudential policy needs to be built
on good cooperation and reliable coordination
mechanisms.

Domestic cooperation

At the local level, Eesti Pank works closely with
the Financial Supervision Authority and the Min-
istry of Finance. Meetings of the joint committee
of Eesti Pank, the Financial Supervision Authority
and the Ministry of Finance discuss assessments
of financial stability and risks to it at least twice a
year along with other aspects of Estonian financial
sector policy, and planned macroprudential meas-
ures. All the partners can give an opinion on the
measures before they are finally confirmed.

International cooperation

There are three main directions to international
cooperation at Eesti Pank:

1) Work with the European Central Bank

Eesti Pank shares responsibility in the Single
Supervisory Mechanism with the European
Central Bank in macroprudential supervision®*.
The European Central Bank may set even stricter
requirements for the instruments set out in the
Capital Requirements Regulation and Directive
than those that Eesti Pank has passed if neces-
sary. Shared responsibility means that within the

4 The tasks and tools for macroprudential supervision of the European
Central Bank are set out in Article 5 of European Union Council regu-
lation (EU) No 1024/2013.

single supervision mechanism, Eesti Pank and the
European Central Bank have to notify each other
of any macroprudential measures before introduc-
ing them, and they must duly consider each other’s
opinion when deciding on the measures.

2) Work with the European Systemic Risk Board
(ESRB)

The ESRB is responsible for macroprudential
policy at the European Union level; it assesses the
threats to financial stability in the European Un-
ion and makes recommendations and gives warn-
ings if needed about reducing risks or the impact
of them being realised. This means that Eesti Pank
can base the formation and adoption of its macro-
prudential policy decisions on its own initiative or
proposals from the European Central Bank, or on
the recommendations and warnings of the ESRB.
Eesti Pank informs the ESRB of decisions concern-
ing macroprudential measures under the terms of
the EU capital requirements regulation and direc-
tive.

3) Nordic-Baltic cooperation

As one of the main defining features of the Estoni-
an banking sector is its strong links with the Nor-
dic countries, Eesti Pank works to safeguard finan-
cial stability with the central banks of the region,
and with other authorities responsible for financial
stability. Macroprudential cooperation takes place
in the informal high-level Nordic-Baltic Macro-
prudential Forum (NBMF). Close cooperation in
the Nordic and Baltic area is also important be-
cause the home countries of the parent banks of
several banks operating in Estonia have not joined
the single supervision mechanism. It should also
be remembered in this cooperation that in several
cases the central bank is not defined as a macro-
prudential authority of that country.

4.4. Reciprocity of measures taken by other
countries

For macroprudential measures to have an effect,
it is important that they be applied equally to all
the credit institutions operating in the market of
the country applying them, whether those insti-
tutions are domestic banks, foreign subsidiaries,

Macroprudential policy framework

N



branches of foreign banks or foreign banks pro-
viding cross-border services directly. This makes
international cooperation very important in the
reciprocity of these measures.

The European Systemic Risk Board (ESRB) has is-
sued a recommendation on reciprocity for macro-
prudential measures®, which is designed to make
sure that measures taken in one member state are
applied equally to all risk exposures of the same
type, whatever the legal status or location of the
provider of financial services.

Eesti Pank bases its reciprocal recognition of the
macroprudential measures of other European
Union member states on this recommendation
issued by the ESRB and on European Union law.
Eesti Pank reciprocates the measures of other
member states, such as systemic risk buffers, if
the banks in Estonia have significant exposures
to those risks, taking account of the thresholds set
by the ESRB. In reciprocating, Eesti Pank uses the
macroprudential tools defined in the legislation.

4.5. Communication

The main goal of public communication of Eesti

Pank’s macroprudential policy is to help ensure

financial stability by shaping the expectations of

market participants, improving market discipline

and informing the public of the bank’s work. In or-

der to achieve this, macroprudential policy com-

munications at Eesti Pank covers

«  accountability

«  macroprudential policy decisions and expla-
nations of their reasoning

o public information to raise awareness and
warn of systemic risks if publishing such in-
formation does not in itself create risks for the
stability of the financial system.

In its content, macroprudential communication can

be divided into three closely interconnected parts:

1) the nature and institutional framework of
macroprudential policy,

2) assessment of systemic risks,

3) macroprudential tools and measures.

5 The European Systemic Risk Board recommendation on the assess-
ment of cross-border effects of and reciprocity for macroprudential
policy measures (ESRB/2015/2).

Table 3 shows the main topics that Eesti Pank cov-
ers in its public communications on macropru-
dential policy.

Eesti Pank regularly covers its work related to
macroprudential policy in its annual report and
the Governor of Eesti Pank presents the annual
report to the Riigikogu and responds to interpella-
tions from members of the Riigikogu.

Eesti Pank publishes macroprudential decisions
through various channels to ensure that there is
enough information and that it reaches the public
in a timely fashion. Financial stability assessments
are generally presented twice a year in the press
conferences for the Financial Stability Review, and
both measures already passed and planned meas-
ures are discussed and explained together with the
risk assessments.

The central platform for public relations at Eesti
Pank is the website, where information about
macroprudential measures and the institutional
framework, and risk assessments are published.
Alongside its website and social media, Eesti Pank
also uses direct communication for its macropru-
dential messages by holding public lectures, mak-
ing presentations in seminars and conferences,
and answering enquiries.

Public communication by Eesti Pank about macro-
prudential policy is based on three principles:

o Credibility. Credibility is a key part of public
communication as it makes macroprudential
policy more effective and helps in achieving its
goals. Considered, coherent and open commu-
nication is the base for credibility.

o Openness. Openness needs honest and thor-
ough communication based on the best in-
formation available. Eesti Pank explains the
reasons behind its macroprudential decisions
as thoroughly as possible. Eesti Pank com-
municates actively with financial market par-
ticipants and other interested parties so as to
make sure that risk assessments are accurate
and the measures taken are effective.
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Comprehensibility. The messages on macroprudential policy from Eesti Pank are well argued and
clear so as to lessen uncertainty for market participants. This in turn helps in shaping expectations
and in achieving the goals of macroprudential policy.

Table 3. Public communication on macroprudential policy

The nature and organisation

of macroprudential Assessment of systemic risks | Macroprudential measures
policy

Identified risks and assessment
Mandate . The nature of each measure
of their importance

The level and need for each

Objectives Indicators

measure
Decision-making process Scope of application
Available instruments Date of entry into force

Source: Based on ESRB Handbook on Operationalising Macro-prudential Policy in the Banking Sector. March 2014.
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