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EESTI PANK’S ASSESSMENT OF THE RISKS 
TO FINANCIAL STABILITY

The Estonian economy as a whole has 

recovered from the Covid-19 pandemic, 

which is easing the danger that the restric-

tions on economic activity caused by the 

pandemic could have a significantly harmful 

impact on financial stability. Although some 

sectors have not recovered yet, the economy as 

a whole has returned to its pre-crisis level. The 

increasing sales turnover and profit of businesses 

has started to reduce unemployment and raise the 

average wage faster. The share of overdue loans 

or loans on payment holidays has shrunk consider- 

ably and the banks have reduced the provisions 

they made to cover possible loan losses. This is 

supporting the profitability and capitalisation of the 

banks and their capacity to finance the economy. If 

the increasing spread of the virus should however 

lead to major additional restrictions on the econ-

omy, the risks to financial stability could become 

more serious.

Increasing confidence among households, 

a rising average wage, the savings built up 

during the pandemic, and the payouts from 

the second pillar of the pension system are 

all increasing demand for housing and in the 

loan market. Transaction activity in the housing 

market was boosted in the spring by the reduc-

tion in the uncertainty surrounding the pandemic 

and by the clarification of the schedule for pay-

outs from the second pillar, and so housing prices 

rose fast. Real estate prices have risen faster in 

the past couple of years than the average wage 

has, increasing the danger that the housing mar-

ket may be overvalued. With transaction activity 

and housing prices increasing, the growth in hous-

ing loans also accelerated. Eesti Pank forecasts 

that a strong rise can be expected in the average 

wage in the years ahead, suggesting that housing 

prices and housing loans will continue to grow fast. 

This would cause the debt levels of households to 

rise, reducing their ability to service their loans if 

incomes should fall or interest rates rise.

Eesti Pank monitors the growth in risks in 

the housing loan market and can if necessary 

tighten the rules on issuing housing loans. 

The concentration of newly issued loans close to 

the limits set by Eesti Pank shows that those limits 

are helping to restrain excessive risk-taking. The 

1  The expert committee of the European Council fighting against money laundering and terrorist financing.

debt service-to-income ratio shows that the share 

of riskier loans increased a little in 2021. Around 

30% of housing loans are issued with KredEx 

guarantees that allow larger loans to be taken for 

real estate because the down payment required is 

smaller. At the same time, a large share of those 

loans are taken by borrowers with incomes nota-

bly above the average. Given this, Eesti Pank wel-

comes the government decision to clarify the tar-

get groups for the housing loan support measures, 

though the current state of the housing market 

means the changes should be made as quickly as 

possible. This would help to reduce the risks from 

growth in the housing loan market. Considering 

these circumstances, Eesti Pank does not find it 

currently necessary to tighten the housing loan 

requirements.

The funding conditions and the ability to 

lend of the banks are currently good, but this 

could in future be hurt by the assessment of 

Estonia by Moneyval1 in 2022 and the results 

of it. Significant shortcomings, concerning crypto- 

currencies for example, could lead to Estonia  

being named a country with high risk of money 

laundering and being added to the grey list. That 

would harm the ability of the banks and other busi-

nesses operating in Estonia to borrow from finan-

cial markets, and would hinder foreign payments 

and international transactions.

Like they are in Estonia, real estate prices 

and housing loans are growing rapidly in our 

neighbours in Sweden and Lithuania, and 

this could hurt financial stability in Estonia. 

Rapid growth in borrowing has led to a rise in 

household indebtedness, which was already very 

high in Sweden. The realisation of risks in the 

Swedish financial sector would affect the funding 

and liquidity of the largest banks in Estonia through 

their parent banks, while large loan losses build-

ing up in Lithuania would harm the financial posi-

tion of the Estonian banks operating in that market. 

To prevent risks increasing, the Swedish financial 

supervision authority has decided to reinstate the 

requirement for amortisation of housing loans and 

to raise the countercyclical capital buffer rate for 

the banks. The Lithuanian central bank decided to 

tighten its housing loan requirements and apply a 
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systemic risk buffer requirement to cover the risks 

in the housing loan portfolio.

The recovery in the economy and the good 

position of the financial sector in Estonia 

means that the capital buffers of the banks 

can start to be rebuilt to where they were 

before the pandemic. Several factors favouring 

demand will be felt simultaneously in the coming 

years. This will increase the risk of growth in real 

estate prices and loans becoming very fast and 

starting to threaten financial stability. Eesti Pank 

is planning to apply a countercyclical capital buf-

fer requirement in place of the systemic risk buf-

fer requirement that was released in spring 2020. 

The countercyclical capital buffer requirement that 

applies in Estonia will moving forwards have two 

parts, with a base requirement that will mainly 

remain positive, and a cyclical requirement that 

is added to the base requirement and will have a 

level that depends on the dynamics of the credit 

cycle. The base requirement will initially be set at 

1%, which is the same as the systemic risk buf-

fer requirement before the pandemic. This would 

apply from December 2022.

The additional buffer requirement for LHV 

Pank as a systemically important bank will 

also rise in the new year from 1% to 1.5% 

because of the rapid growth and increased 

market share of the bank. Eesti Pank assesses 

the systemic importance of banks each autumn 

and applies an appropriate additional buffer 

requirement to them. The systemic importance of 

LHV Pank has now increased because of the rapid 

roll-out of its expansion plans, and so Eesti Pank 

has decided to raise the additional buffer rate that 

applies to it from 1% to 1.5% from 1 January 2022.

Eesti Pank’s assessment of the main risks to financial stability

IMBALANCES IN THE 
HOUSING MARKET

Numbers of transactions and prices rise further in the housing market, 
which is driven on by those exiting the pension funds. As the debt 
of households increases, so does their vulnerability to loan servicing 
costs.


IMBALANCES IN THE 
RESIDENTIAL REAL 
ESTATE MARKETS 
IN NEIGHBOURING 
COUNTRIES

Rapid growth in real estate prices and housing loans in neighbouring 
countries could threaten financial stability in those countries, and 
through that the financial position of the banks operating in Estonia. 

ACCELERATION IN THE 
GROWTH IN CREDIT 
TO HOUSEHOLDS AND 
COMPANIES

Growth in the economy as it recovers from the crisis is supported by 
strong credit growth. But if loan growth should become too fast in 
future, it could cause the debt burdens of companies and households 
to grow and so reduce their ability to repay their loans.


Scale: 1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the assessment of May 2021

1 2 3 4 5 6
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THE BANKS NEED TO START HOLDING 
LARGER BUFFERS AGAIN AGAINST THE 
RISKS FROM RAPID GROWTH

The Estonian economy has recovered rapidly from the coronavirus crisis. Although some sectors 

have not recovered yet, the economy as a whole has clearly returned to its pre-crisis level. Demand for 

products and services will remain extraordinarily large in the years ahead. This demand will be driven by 

rapid rises in wages, the savings built up during the pandemic, the money withdrawn from the second 

pillar pension funds, the more assured performance of the international economic environment, and the 

accommodative monetary and fiscal policies. Rapid growth in the economy will also be supported by 

good access to loans. Excessively fast growth in the economy and in lending could however increase the 

risks threatening financial stability, which will appear primarily in the build-up of debt and in rapidly rising 

real estate prices. In such an environment, the banks need to rebuild their buffers.

THE ECONOMY HAS 
RECOVERED STRONGLY 
FROM THE PANDEMIC AND 
THE RISKS FROM RAPID 
GROWTH HAVE STARTED 
TO INCREASE
The Estonian economy has recovered fairly 

strongly from the crisis of the pandemic. 

Although some sectors have not yet got back on 

their feet, the economy as a whole has clearly 

returned to its pre-crisis level. GDP in Estonia in 

the second quarter of 2021 was around 7% more 

than two years ago in nominal terms and around 

5% more in real terms. As economic activity has 

increased, so the sales turnover and profits of a 

majority of businesses have started to grow again 

(see Figure 1). A consequence is that more employ-

ees are being hired. Unemployment has already 

started to fall and the Eesti Pank September fore-

cast expects that by 2023 it will be at a very low 

level, as it was before the pandemic. If the further 

spread of the virus should however lead to major 

additional restrictions on the economy, the risks to 

economic development and to financial stability 

could be increased.

Rapid growth in the economy will also be 

supported by the good ability of banks to 

lend and by good access to loans. During the 

recovery from the pandemic, the assessment of 

companies of the willingness of the banks to lend 

has steadily improved (see Figure 2). Their estimate 

of this in June was on average better than before 

the pandemic. Real estate companies were again 

particularly optimistic, while companies in tourism 

and accommodation were the most pessimistic. 

Companies consider that the willingness of other 

lenders to lend has also increased notably. Slightly 

lower interest rates on housing loans and on leases 

and a slight easing of other lending conditions 

indicate that households have greater access to 

loans. The accelerating growth in borrowing also 

indicates that access to loans is good.

The funding conditions of the banks are 

currently good and the liquidity position is 

favourable, but this could in future be hurt 

Figure 1. Sales turnover, wage costs 
and profit of companies

Source: Statistics Estonia
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Figure 2. Assessment by businesses 
of the lending environment

The percentage shows the difference between the share of 
respondents giving favourable and unfavourable assessments
Source: Estonian Institute of Economic Research
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by the assessment of Estonia by Moneyval in 

2021-2022 and the results of it. Moneyval will 

look at anti-money laundering practices and the 

capacity of supervisory authorities. If significant 

shortcomings are found in the arrangements for 

the fight against money laundering in Estonia, it is 

possible that Estonia could be named a country 

with high risk of money laundering and be added to 

the grey list. On top of the major reputational harm, 

this would bring serious material consequences 

for the operation of the Estonian financial system. 

That impact would primarily harm the ability of the 

banks and other businesses operating in Estonia 

to borrow from financial markets, and would hinder 

foreign payments and international transactions. A 

negative assessment would probably also affect 

the credit ratings given to Estonia.

If there were excessively fast growth in the 

economy and in lending, the risks threaten-

ing financial stability could increase. Demand 

for products and services will remain extraordi-

narily large in the years ahead. This demand will be 

driven by rapid rises in wages, the savings built up 

during the pandemic, the money withdrawn from 

the second pension pillar, and the more assured 

performance of the international economic environ- 

ment. With so many factors favouring demand all 

occurring at the same time though, there is the risk 

of real estate prices and lending growing very fast 

in the years ahead. The rise in real estate prices 

was around 16% in the second quarter of 2021, 

and it has remained fast in subsequent months2. 

The rapid growth in the construction and real 

estate market is very cyclical, as is illustrated by 

the yearly growth of 11% in the loan stock of the 

sector in August. The total debt of households and 

companies has also started to increase strongly 

and growth in it was already 6% at the end of the 

second quarter, which is roughly equal to the rate 

of long-term growth in the Estonian economy (see 

Figure 3).

The quality of loans is good as the econ-

omy grows rapidly, but the risks building up 

could become apparent if the economic sit-

uation were to change. Overdue loans to busi-

nesses have declined in almost all sectors in 2021, 

and they account for 0.5% of the portfolio. An 

exception is the agricultural sector, where the vol-

ume of loans overdue by more than 60 days has 

2  See the section on risks from residential property.

increased since the start of the year (see Figure 4).  

The favourable conditions in the labour market 

mean that the ability of households to repay their 

loans has also improved. The share of loans over-

due has fallen to 0.2% in the housing loan portfolio 

and to 2% in the consumption loan portfolio.

The share of loans with a payment holiday 

peaked in summer 2020 at above 11%, but a 

year later it was below 2% of the loan port-

folio. The decline has been different in different 

sectors. The volume of loans with a payment holi-

day in accommodation and food service, the sec-

tor under the most pressure, has again risen nota-

bly since the start of this year, reaching 95 million 

euros by the end of August, or 43% of the loan 

portfolio to the sector.

Figure 3. Annual growth of non-financial 
sector debt and nominal GDP

* Four-quarter moving average yearly GDP growth
Sources: Eesti Pank, Statistics Estonia
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Figure 4. Share of loans overdue 
by more than 60 days by sector

Source: Eesti Pank
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THE PANDEMIC DID NOT 
HARM THE FINANCIAL 
POSITION OF THE BANKS
The profitability of the banks remained 

strong despite the pandemic. The loan provi-

sions made to cover potential loan losses reduced 

the net profit of the banks by around a fifth in 2020. 

The dividend income received from subsidiaries 

and the reduction in administrative costs com-

pensated for this fall entirely though, and overall 

the net profit as a ratio to assets remained at the 

level of 1.3-1.4% that was seen in earlier years (see 

Figure 5). The negative impact of loan provisions 

was reduced even further in the first half of 2021, 

as several banks started to reduce the excessively 

conservative provisions set aside earlier.

As growth picks up in the economy, the 

ability of the banks to earn profit should 

remain good. Low interest rates mean that the 

interest income earned from interest-bearing 

assets has fallen year by year, but the rapid growth 

in loans will continue to support interest income 

earned despite the increasing competition. It may 

be assumed that as economic activity increases, 

service fee income and other revenues will make 

an increasing contribution to raising the profits of 

the banks.

Good profitability supports the capitalisa-

tion of the banks in Estonia. At the consolidated 

level in banking groups, total own funds remained 

above 27% as a ratio to risk exposures at the end 

of the second quarter of 2021 (see Figure 6). The 

leverage ratio, which is not adjusted for risk, was 

1.6 percentage points lower than at the end of 

2019, though it remained high for the banking sec-

tor as a whole at around 11%3. All the banks have 

been able to meet the capital and buffer require-

ments throughout the pandemic, most of them 

with a large margin.

There has been a slight decrease in the vol-

untarily held capital buffer at small banks pri-

marily, where risk exposures have increased 

notably with the strong growth in the loan 

portfolio. The growth in own funds has not been 

able to compensate for this fully. As rapid growth 

continues, it is important to ensure the banks are 

sufficiently capitalised that they would remain able 

3  The European Union’s Capital Requirements Regulation (CRR II) applies to the banks from 28 June 2021 with a uniform mini-
mum requirement of 3% for leverage ratio.

to operate sustainably even if the economic envi-

ronment were to deteriorate unexpectedly.

AS THE ECONOMY 
RECOVERS, THE BANKS 
SHOULD START TO REBUILD 
THEIR BUFFERS
The release of the systemic risk buf-

fer requirement was an extraordinary crisis 

measure. Like the macroprudential authorities in 

many other European Union member states, Eesti 

Pank decided in spring 2020 to ease the capital 

buffer requirements for banks. Eesti Pank had set 

a systemic risk buffer requirement for all the banks 

from 1 August 2016 that obliged them to hold CET 

Figure 5. Net profit of the banks and its main 
components as a share of total assets*

* without branches abroad
Source: Eesti Pank
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1 own funds of at least 1% of their risk exposures 

in Estonia. The requirement was released on 1 May 

2020 to allow the banks more flexibility in cover-

ing loan losses and issuing new loans during the 

period of uncertainty.

The good position of the economy and the 

financial sector after the recovery means 

the buffers can start to be rebuilt. Eesti Pank 

emphasised last spring that the release of the buf-

fer was an extraordinary measure and that the 

requirement would be reset as soon as the macro- 

economic situation allowed. The uncertainty 

caused by the pandemic had abated by autumn 

2021 and the conditions for reinstating the require-

ment had been met. The first condition was that 

several economic indicators, including GDP 

growth, consumption, wage growth and employ-

ment, indicated in the second quarter that the 

Estonian economy was on a path of strong growth. 

The second was that the profitability of the bank-

ing sector was eye-catchingly good while no sub-

stantial loan losses were expected in the near term 

that could weaken the capitalisation of the banks. 

The third was that the lending market in Estonia 

was functioning normally, as the banks were able 

to satisfy the demand for loans from companies 

and households sufficiently without setting exces-

sive restrictions on the loan supply.

Eesti Pank plans to replace the systemic 

risk buffer requirement by setting a base 

requirement for the countercyclical capital 

buffer. The countercyclical capital buffer require-

ment that applies in Estonia will moving forwards 

have two parts, with a base requirement that will 

mainly remain positive, and a cyclical requirement 

that is added to the base requirement and will have 

a level that depends on the dynamics of the credit 

cycle (see also Appendix 1). The base requirement 

will initially be set at 1%, which is the same as 

the systemic risk buffer requirement that applied 

before the pandemic. The need to raise the cyclical 

part will be assessed each quarter.

Raising the countercyclical capital buffer 

rate to 1% will increase the capital require-

ments for the banks by around 117 million 

euros, or 4%. The impact on capital requirements 

will vary across banks from 2% to 7%, depend-

ing on how big a share of the bank’s exposures is 

in Estonia. As the banks are profitable, the intro-

duction of the pre-pandemic buffer requirements 

will not pose major problems for most of them. It 

should be considered though that the micropru-

dential relief measures introduced during the pan-

demic are also being gradually removed, and the 

buffer requirements released by the macropruden-

tial authorities of other countries are being rein-

stated. The higher countercyclical capital buffer 

requirements of other countries apply automati-

cally to the banks operating in Estonia for loans 

issued in those countries.

The higher countercyclical capital buffer 

rate for credit risk exposures in Estonia will 

start to apply at the end of 2022. Under the 

EU capital requirements directive, the decision to 

raise the countercyclical capital buffer rate gener-

ally comes into force 12 months after being taken. 

As Eesti Pank is planning to move to a new frame-

work for buffer requirements in the fourth quarter 

of this year, the 1% countercyclical capital buffer 

requirement will start to apply in December 2022 

(see Table 2).

Table 1. Macroprudential capital buffer requirements and planned changes

Buffer requirement Current rate Planned rate

Countercyclical capital buffer 0% 1%  
from December 2022

Systemic risk buffer 0% 0%

Other systemically important institution buffer

Swedbank AS, AS SEB Pank, Luminor 
Bank AS 2% 2%

AS LHV Pank 1% 1.5%  
from 01.01.2022
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The additional buffer requirement for LHV 

Pank will also rise in the new year to 1.5% 

because of the increased market share of 

the bank. Eesti Pank assesses the systemic 

importance of banks each autumn and decides 

on the additional buffer requirement applicable to 

them. The systemic importance of LHV Pank has 

now increased because of the rapid roll-out of its 

expansion plans, and so Eesti Pank has decided 

to raise the additional buffer rate that applies to it 

from 1% to 1.5% from 1 January 2022. The current 

systemically important bank buffer rate of 2% will 

continue to apply to the other large banks, which 

are Swedbank, SEB and Luminor.

BOX 1: THE POSSIBLE IMPACT OF FISCAL POLICY ON 
FINANCIAL STABILITY
The Covid-19 pandemic that started in 2020 was an extraordinary challenge not only for the 

Estonian medical system, but also for the state finances. The downturn in the economy and the 

unforeseen expenditures on medical care caused government spending to rise substantially, mak-

ing the budget deficit larger than had been planned. Deficits may be expected during years of crisis, 

but the spending by the state was already higher than its revenues during the good years, when 

the economy was doing well and tax revenues were even exceeding expectations. The budget has 

been in structural deficit since 2016, meaning that economic growth alone cannot be relied on as 

a way out of the deficit, but additional efforts will be needed4.

A persistent budget deficit increases the borrowing of the state and the debt burden can increase 

rapidly. The larger that debt burden is, the more needs to be spent from the budget on servicing the 

loan liabilities. This makes the state less able to support the economy if it needs it. It should further 

be noted that the costs of an ageing society and a decline in the money received from the European 

Union will in future pose even greater challenges to the state finances.

The national debt can seriously affect financial stability through different channels. The first is 

that the commercial banks hold government bonds, which are not included in the calculation of 

capital requirements because they have a 0% risk weighting, as this gives them sufficient liquid-

ity. These bonds could however easily make the banks vulnerable if the outlook for the national 

economy should deteriorate or if interest rates should rise, causing the value of the state bonds to 

fall. The weakened balance sheet would make the banks less attractive to investors, and funding 

would become harder and more expensive for banks to access. More expensive funding would 

mean more expensive loans to consumers, as the banks would raise their loan margins in order to 

increase their profitability. This would cause investments to be postponed and demand for loans to 

fall, reducing economic activity and with it tax revenues.

A second channel is that an expansive fiscal policy causes prices to rise and risks to build up 

in the financial system. A fiscal policy that is too loose and excessive demand can together push 

inflation too high. If the economy is excessively stimulated, the efficiency of companies becomes a 

problem and prices rise in both the public and private sectors. Bubbles appearing in asset prices 

brings the risk of a swift and sharp correction that would harm the value of the collateral held by the 

banks and the ability of clients to service their loans. The weaker collateral position and possible 

pile-up of loan losses could lead the banks to set up provisions that would reduce the amount of 

capital available for lending and the ability of the banks to fund the economy.

4  The European Commission estimate in spring 2021 of the structural budget deficit.
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RAPID GROWTH IN THE HOUSING 
MARKET IS INCREASING THE DEBT 
BURDEN OF HOUSEHOLDS 

Rising incomes and strong confidence have given a lift to transaction activity in the housing mar-

ket. Strong demand and higher real estate prices are accelerating the growth in household borrow-

ing and indebtedness. This means that households could become more vulnerable if incomes fall or 

interest rates rise. The requirements set for housing loans by Eesti Pank help to reduce the risks from 

the housing loan portfolio.

INCREASING CONFIDENCE 
AND BORROWING 
CAPACITY ARE 
SUPPORTING DEMAND IN 
THE HOUSING MARKET
The average gross monthly salary had 

risen a long way by the start of autumn 

2021. The average wage was 7.3% higher in the 

second quarter of 2021 than it was a year ear-

lier. Increasing labour shortages at the same time 

could make employees more confident and lead 

them to expect that wages will continue rising.

Household deposits have grown quickly, 

increasing the confidence of households 

and their ability to make down payments for 

loans. Households had more than 10.2 billion 

euros in deposits in banks in August 2021, and 

household deposits had increased by more than 

15% over the year. Households preferred at the 

peak of the pandemic to hold their available funds 

as deposits on accounts in credit institutions, 

but it may be assumed that now as confidence 

increases people will prefer to put their funds into 

assets with higher returns, or to improve their own 

housing conditions. A larger down payment means 

that more expensive property can be bought.

Demand has remained strong in the hous-

ing market. This probably reflects the impact of 

funds withdrawn from the second pillar pension 

funds. There was a notable rise in the number of 

transactions from March to May (see Figure 7), but 

they then fell back to the more usual level during 

the summer holiday period. The increase in activ-

ity in the spring can partly be explained by the 

increasing confidence that came as the pandemic 

restrictions were relaxed. It may also be assumed 

though that the announcement of the timetable for 

payouts from the second pension pillar, with pay-

ments being made from September 2021, caused 

people to make planned purchases as quickly as 

possible in fear of future price rises. The largest 

increase in transactions in the spring was for prop-

erty built in 1940-1990, which has a lower price 

level, and this could reflect the expectations of 

future payouts from the pension funds.

Prices have consistently risen faster in the 

real estate market than the average wage 

has. The real estate price index of Statistics 

Estonia was 16% higher in the second quarter than 

it was a year earlier (see Figure 8). The large rise 

in prices in the second quarter was partly a con-

sequence of the low reference base, but the rate 

of rise is still fast in a longer view, as the prices 

Figure 7. Number of transactions 
with apartments

Source: Estonian Land Board
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Figure 8. Dwelling price indexes

Source: Statistics Estonia
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for new and second-hand apartments in the first 

half of the year were almost a fifth higher than they 

were in the first half of 2019, before the pandemic 

(see Figure 9). The average wage rose by 9% at the 

same time.

There is a danger of overvaluation in the 

Estonian housing market (see Figure 10). The 

Eesti Pank models used to estimate over or under-

valuation in the real estate market show that hous-

ing was a little overvalued in the first half of 2021.

Further payouts from pension funds will 

encourage prices for real estate to rise fur-

ther. The direct impact of the payouts from pen-

sion funds will probably still not be very large, and 

will be spread across a longer period. Around 1.1 

billion euros was received from the second pillar 

funds by households in September, and a further 

75 million euros will be received in January next 

year5. If, say, 10% of this were to flow into the real 

estate market, it would be around 5% of the value 

of the apartment transactions made in Estonia in 

a year. Although the average amount received of 

7000 euros is quite moderate given the price level 

in the market, it may combine with a bank loan to 

allow more expensive property to be bought than 

the borrower could have managed with their pre-

vious savings.

The number of properties available for sale 

has fallen. The fall in the amount of new residen-

tial space that is permitted for use has not been 

very large (see Figure 11). The reduction in supply 

of new developments also affects the secondary 

market though, because if new properties cannot 

be bought, then existing properties do not make it 

to the secondary market. The decline in the num-

ber of properties available for sale has been more 

notable in the secondary market. Data from the 

real estate website KV.ee for example show that 

there were around a third fewer apartments for 

sale in the summer in Tallinn and Tartu than there 

were a year earlier6.

As there has been no decline in the num-

ber of construction permits issued, the addi-

tion of new housing stock in the future could 

help to ease demand pressures a little. Some 

8% more construction permits were issued in the 

first half of the year than in the first half of last year 

5  Around 150,000 people wanted to receive payouts of pension fund assets.
6  The long-term decline in the number of properties marketed through real estate websites can partly be explained by the more 
active use of other marketing channels.

Figure 9. Number of transactions with 
apartments and the average price

Source: Estonian Land Board
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Figure 10. Over or undervaluation of the housing 
market in the baseline model of Eesti Pank

Sources: Statistics Estonia, Eesti Pank
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Figure 11. Four-quarter moving average of 
building and use permits for dwellings

Source: Statistics Estonia
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(see Figure 11). Developers are under pressure 

though from rising prices for construction materials 

and rising wage expectations from workers. The 

completion of development work that has already 

started may be delayed by the supply problems 

with construction materials. Short-term delays will 

affect the broader development trends in the real 

estate market only moderately, but higher prices 

for construction materials put pressure on devel-

opers to pass on the higher costs to clients.

BOX 2: COMPARISON OF REAL ESTATE PRICE INDEXES
In the Eesti Pank risk analysis for housing 

loans, the price indexes of Statistics Estonia are 

used as the key indicators. Data from the Land 

Board7 database are used to give a preliminary 

indication of transaction activity in the real estate 

market, the structure of transactions, and price 

changes. As well as allowing its database to be 

publicly used, the Land Board also produces 

quarterly price indexes. Due to differences in the 

methodology used to create them, the indexes 

of the Land Board and Statistics Estonia are not 

directly comparable.

The price index for apartments published 

by the Land Board is more volatile than that of 

Statistics Estonia (see Figure B2.1). It shows 

prices to be more volatile over the longer retro-

spective term that also covers periods with major 

price changes.

The Land Board index also shows prices rising 

faster than the Statistics Estonia index does. The 

Land Board index shows rises in price to have 

been around a fifth larger over the past decade 

and over the past five years, and also shows a 

somewhat deeper fall in prices that started in 

2007 (see Figure B2.2).

The advantage of the price index published 

by Statistics Estonia is that it uses an interna-

tionally harmonised methodology and is com-

parable across countries, while the advantage 

of the Land Board database is that the data are 

available quickly and are granular, with the data 

available to use 10 days after the transaction has 

been made. The detailed database of the Land 

Board allows developments in the real estate market and the causes of price changes to be under-

stood more clearly. It allows structural changes to be seen, such as price changes and trends in 

transaction activity in different regions, and also the year that buildings and apartments were first 

brought into use. 

7  The database of the Estonian Land Board allows users to calculate figures from transaction data.

Figure B2.2. Change in apartment prices 
in different time periods, yearly average

Sources: Statistics Estonia, Estonian Land Board
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Figure B2.1. Yearly change in quarterly 
indicators for apartment prices

Sources: Statistics Estonia, Estonian Land Board
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THE RAPID GROWTH 
IN HOUSING LOANS IS 
INCREASING THE LONG-
TERM RISKS TO THE 
BANKING SYSTEM
The rate of growth of the housing loan 

portfolio has increased in 2021. The yearly 

growth in the loan portfolio ran at 8.5% in August. 

Although the housing loan portfolios in other coun-

tries in Europe have grown quickly, the portfolio of 

the banks in Estonia has grown half as fast again 

as the European average (see Figure 12). Part of 

the reason for the fast growth over the year is that 

the rate of growth in the loan portfolio dropped 

temporarily but sharply in spring last year.

Although it was a little calmer, the hous-

ing loan market remained active in the sum-

mer months as well (see Figure 13). The volume 

of housing loans signed each month started to 

increase in September 2020, and peaked in spring 

2021. Fewer housing loan contracts were signed 

in the summer than in the spring, but the number 

signed in July and August was still clearly above 

the average for the past five years and for 2019, 

before the pandemic.

The average interest rate on new housing 

loans changed little in the first half of 2021 

(see Figure 14). The average interest rate on new 

housing loans started to fall in the middle of 2020, 

but it remained at around the same level in the first 

half of 2021. The interest rate is affected by the 

capacity of the borrower to pay, the nature of the 

collateral, and the structure of the banking sec-

tor. Competition has increased in the housing loan 

market in the past two years and this has proba-

bly also affected the average interest rate on hous-

ing loans. A lower interest rate reduces the loan 

service costs in the short term. However, the cur-

rent average interest rate consists mainly of the risk 

margin of the banks, and so borrowers and lenders 

should remember that interest rates may rise. The 

average interest rate on housing loans in Estonia is 

higher than the average for the euro area.

As growth recovered strongly in the econ-

omy, the debt burden of households did not 

increase as a ratio to GDP in the second quar-

ter of 2021 (see Figure 15). The ratio of household 

debt to GDP was 40% in the second quarter, which 

is a little higher than in previous years. In the short 

term the payouts from the second pension pillar 

Figure 12. Annual growth in lending to 
households for house purchases

Sources: European Central Bank, Eesti Pank
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Figure 13. Mortgage loan turnover and 
residential real estate transactions 

Sources: Estonian Land Board, Eesti Pank
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Figure 14. Average annual interest rate 
on new housing loans

Source: European Central Bank
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will allow households to reduce their debt bur-

den temporarily. If debt continues to grow strongly 

in the coming years but growth in the economy 

remains slower, the debt of households will start to 

increase. A larger debt burden makes households 

more vulnerable to any possible fall in incomes or 

rise in interest rates. As housing loans are a large 

part of the loan and lease portfolio of the banks, 

rapid growth in loans could cause significant loan 

losses for the banks in the future should there be a 

serious blow to the ability of households to pay or 

to the real estate market.

THE HOUSING LOAN 
REQUIREMENTS SET BY 
EESTI PANK HELP TO 
REDUCE THE RISKS FROM 
THE HOUSING LOAN 
PORTFOLIO
To limit the risks from excessive credit 

growth, Eesti Pank has set requirements 

for the commercial banks that restrict the 

growth in the debt burdens of borrowers. 

Since 2015, all the banks operating in Estonia 

have had to meet three requirements when issu-

ing housing loans, with limits on the loan-to-value 

ratio (LTV), the debt service-to-income ratio (DSTI), 

and the maximum maturity of loans. As the size of 

the loan depends on the income and down pay-

ment of the borrower or on their additional collat-

eral, the housing loan requirements reduce the risk 

of households overestimating their ability to ser-

vice their loans. The maximum permitted maturity 

of the loan stops the loan amount being increased 

by extending the maturity. Eesti Pank is also able 

to adjust the restrictions if it is necessary to restrict 

lending more tightly.

The debt service-to-income ratio shows 

that the share of riskier loans increased in 

2021 (see Figure 16)8. The share of riskier loans 

is highest among the borrowers with the lowest 

incomes (see Box 3). The housing loan require-

ments of Eesti Pank need the borrowing capac-

ity of the household to be assessed assuming an 

interest rate of at least 6%. The aim of this is to 

reduce the risks coming from a possible rise in 

interest rates. Eesti Pank has set a limit of 50% 

on the DSTI ratio calculated in this way. The share 

of loans that are close to the limit has increased 

8  The housing loan requirements set by Eesti Pank allow a maximum DSTI ratio of 50%.
9  The housing loan requirements set by Eesti Pank allow a maximum LTV ratio of 85%, or up to 90% for loans with KredEx 
guarantees.

slightly over the past couple of years, while the 

share of loans exceeding the limit has returned to 

around its level of earlier years of 6%. The monthly 

loan payments of the borrower are of up to 30% 

of their net income for 65% of new housing loans, 

and that share has remained quite unchanged in 

recent years.

The average loan-to-value ratio fell 

slightly in the first half of 2021. Around 30% 

of borrowers used guarantees from KredEx to 

reduce their down payment in the second quar-

ter of 2021 (see Figure 179 and 18). The fall in the 

LTV ratio can be explained by the reduction in 

the share of loans with KredEx guarantees in the 

second quarter of the year. The volume of loans 

Figure 15. Household indebtedness

Sources: Statistics Estonia, Eesti Pank
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Figure 16. Distribution of loans 
by the DSTI ratio*

*in calculating the DSTI ratio the higher interest rate is used
Sources: Finantsinspektsioon, Eesti Pank
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Figure 17. Distribution of loans 
by the LTV ratio*

*For loans issued with a KredEx guarantee the limit is 90%
Sources: Finantsinspektsioon, Eesti Pank
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with KredEx guarantees has increased by most 

since the first half of 2019, before the pandemic, 

among borrowers in the lowest income quintile, 

and also among those in the highest income 

quintile10.

The target groups for the KredEx housing 

loan guarantees are quite broadly defined. 

With rapidly rising prices in the housing market 

it is important that the support measures offered 

to borrowers meet their aims successfully. If the 

target group for a support measure is very large, 

it may cause prices to rise broadly. Higher prices 

raise the general threshold for entry to the market 

though, and increase the need for state support 

for the KredEx target groups. This makes it cur-

rently more important than before to clarify the 

target groups of the state support measures, so 

that support can be offered in a way that would 

most efficiently reach the main target groups.

The government has started amending 

the regulation of this. The change will set 

out more clearly the age limit for a young fam-

ily and the number of children, while support 

for purchases of energy efficient housing will be 

for housing that is in at least class B for energy 

efficiency. There will also be price limits set on 

the property purchased using the guarantee for 

young families and young professionals, taking 

account of the average market price in the region 

and setting a requirement that the borrower can 

10  The share of riskier loans is highest among the borrowers with the lowest incomes.

only use the KredEx guarantee if they are pur-

chasing only one dwelling.

The capitalisation of the banks, which 

gives their capacity to cope with risks, has 

been supported by Eesti Pank setting a risk 

weight floor for mortgage loans. It is import-

ant that banks not underestimate the risks in their 

housing loan portfolios. To avoid this, Eesti Pank 

has set an average risk weight floor of 15% for 

the mortgage portfolios of the IRB banks, which 

are those that use internal ratings in calculating 

capital requirements. This means the banks have 

to apply a risk weight of at least 15% for retail 

exposures secured by real estate when calculat-

ing their capital needs.

Looking forward it is important for the 

ability of households to service their loans 

that the banks and borrowers not under-

estimate the long-term risks coming from 

the loan burden. The concentration of newly 

issued loans around the maximum limits set by 

Eesti Pank indicates that the limits are working 

effectively against excessive risk-taking. The 

objective of ensuring that the capital adequacy 

of the banks is sufficient is met by the risk weight 

floor for mortgage loans. Eesti Pank monitors 

the trends in household indebtedness and can 

tighten the requirements if it should prove neces-

sary to limit any excess growth in risks.

Figure 18. Share of housing loans 
granted with a KredEx guarantee

Sources: Finantsinspektsioon, Eesti Pank
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BOX 3: THE DYNAMICS OF HOUSING LOAN CONDITIONS 
DURING THE PANDEMIC BY THE INCOME OF 
BORROWERS
The residential property market was very 

active in the first half of 2021. There were 17% 

more loans with a 39% greater total value issued 

than in the first half of 2019 before the crisis. The 

amount issued in loans to households with the 

lowest incomes increased the most (see Figure 

B3.1). The largest share of the value of loans 

issued in the second quarter of 2021 went to 

borrowers with the highest incomes. The amount 

lent to the two highest quintiles was 38% more 

than in the second quarter of 2019, while the total 

growth in the amount lent to the two lowest quin-

tiles at the same time was 45%11.

The debt service-to-income ratio shows that 

the share of riskier loans increased in 2021. In 

2020 the share of new loans that passed the 50% 

DSTI limit for loans was much smaller than in the 

two previous years, but in 2021 the share of such 

risky loans had increased to close to the level of 

6% seen in 2018 and 2019. Adding together the 

loan groups with the largest loan burdens, which 

are those where loan repayments are close to 

the limit at 45-50%, and those where they are 

over 50%, shows the volume of the riskiest loans 

increased for two consecutive quarters in the first 

half of 2021 to account for 27% of all loans12.

The distribution of housing loans in the sec-

ond quarter of 2021 by DSTI ratio and income of 

the borrower shows that the share of the riskiest 

loans with the highest DSTI of 40-50% is largest 

among borrowers on the lowest incomes in the 

first and second quintiles (see Figure B3.2). The 

share of loans with a 40-50% DSTI rate in the first 

and second quintiles rose from 40% in the sec-

ond quarter of 2019 to 48% in the second quarter of 2021. Borrowers with a DSTI of above 50%, 

for whom the bank has made an exception, are mostly to be found in the highest income quintile. 

Those clients often have not only a higher income but also other assets that can be used as col-

lateral.

The housing loan portfolios of the smaller banks have a higher risk level than those of the other 

banks in terms of the limits for loan repayments. The housing loan clients of SEB, Swedbank and 

Luminor, which are the banks that are directly supervised by the European Central Bank, are more 

equally divided by DSTI ratio across the 35-50% group. The DSTI ratio on the housing loans issued 

to the clients of LHV, COOP and Bigbank, which are smaller banks, is mainly between 40% and 

11  Housing loan agreements are broken down quarterly by household income quintiles. The first quintile shows the group 
with the lowest incomes, and the fifth quintile is the group with the highest incomes.
12  See Figure 16.

Figure B3.1. Housing loans 
by income quintiles

Sources: Finantsinspektsioon, Eesti Pank
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Figure B3.2. Distribution of loans 
by the DSTI ratio*

* an annual interest rate of at least 6% is used in calculating 
the DSTI ratio, Q2 2021 
Sources: Finantsinspektsioon, Eesti Pank
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50%. This means that clients with a riskier profile 

are found more in the housing loan portfolios of 

the smaller banks. The share of the housing loan 

market held by the smaller banks has increased 

in recent years, but it is still only a quarter of the 

total loan volume, and so they have a limited 

impact on defining the conditions for the total 

loan portfolio.

The volume of loans with KredEx guarantees 

has increased fastest since the first half of 2019, 

before the pandemic, among borrowers in the 

lowest income quintile, but it has also increased 

very fast among those in the highest income 

quintile (see Figure B3.3). In the first half of 2021, 

the volume of loans issued with KredEx guar-

antees to households in the first income quin-

tile was 68% larger than it was two years earlier, 

while the amount lent to those in the fifth income 

quintile was 61% larger (see Figure B3.4). The 

quarterly growth in the second quarter of 2021 in 

the amount issued in loans with KredEx guaran-

tees was faster for the borrowers on the highest 

incomes than it was for all of the other income 

groups. The fifth income quintile in the second 

quarter of 2021 contained households with a net 

monthly income of above 3235 euros.

KredEx guarantees are mostly used by young 

people whose loan contracts are signed for 4-5 

years longer than the average, allowing them 

to make smaller monthly repayments. Even so, 

some 60% of the borrowers in the lowest income 

groups who used the KredEx guarantees in 

the second quarter of 2021 had a DSTI ratio of 

40-50%, meaning that borrowers in the first quin-

tile were taking on relatively large monthly repay-

ment burdens. Fewer than 2% of loan clients 

with KredEx guarantees had an exceptional DSTI 

above 50%. Of the borrowers without KredEx 

guarantees, 7% were in the group with the high-

est debt burdens in the past quarter.

Interest rates have changed to a greater extent 

than the average in the past two years in the cli-

ent groups with the lowest incomes (first and sec-

ond quintiles in Figure B3.5). The interest rates on 

housing loans issued to households with the low-

est incomes rose sharply in spring 2020. The sub-

sequent fall in interest rates was however deeper 

for those same income quintiles than it was for the 

interest rate on the average housing loan.

Figure B3.3. Housing loans 
by income quintiles*

* based on Q2 2021 data
Sources: Finantsinspektsioon, Eesti Pank
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Figure B3.4. Distribution of KredEx 
guaranteed loans by the DSTI ratio 
and income*

*an annual interest rate of at least 6% is used in calculating 
the DSTI ratio, Q2 2021
Sources: Finantsinspektsioon, Eesti Pank
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Figure B3.5. Average interest rates by 
income quintiles

Sources: Finantsinspektsioon, Eesti Pank
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FAST GROWTH IN REAL ESTATE PRICES 
AND BORROWING IN NEIGHBOURING 
COUNTRIES COULD THREATEN THE BANKS 
OPERATING IN ESTONIA

The economies recovering from their crises in neighbouring countries and the consequent growth in 

real estate prices and housing loans could threaten the financial stability of those countries. This could 

then in turn affect financial stability in Estonia through various channels. The realisation of funding and 

liquidity risks for the Swedish parent banks could hurt the subsidiaries in Estonia and their ability to 

lend in Estonia. Equally, serious financial problems emerging in either Latvia or Lithuania would hurt the 

Estonian banks that operate there, and in either of these cases the functioning of financial intermediation 

in Estonia could be affected.

The development of the Estonian bank-

ing sector is affected by events in neigh-

bouring countries, primarily Sweden, Latvia 

and Lithuania. This is partly because the par-

ent banks of Swedbank and SEB in Estonia are 

based in Sweden, and partly because Luminor 

Bank in Estonia has large subsidiaries in Latvia and 

Lithuania. These three banks have market share of 

more than 75% in Estonia, meaning that it is import-

ant for financial stability to monitor the economies 

and financial sectors in neighbouring countries.

The economies in Estonia’s neighbours 

continued to recover in the second quarter 

of 2021 and growth in the economies accel-

erated notably (see Figure 19). As the economies 

revive, the loan portfolios of the banks have also 

started to grow faster. While the yearly growth in the 

corporate loan portfolio was still either negative or 

close to zero in most neighbouring countries at the 

end of the first half of 2021, the growth in the loan 

portfolio to households remained positive through-

out the pandemic in nearly all of the countries and 

continued to accelerate in the first half of 2021. 

Housing loans have made a major contribution to 

the growth in the household loan portfolio, and 

growth in them picked up substantially in Estonia’s 

neighbours in the first half of 2021. The portfolio of 

housing loans to households has grown fastest in 

Lithuania and Sweden (see Figure 20).

Activity in the housing loan market is also 

reflected in real estate prices, which contin-

ued to rise at an increasing rate in almost all 

Estonia’s neighbours in the first half of 2021. 

Real estate prices have risen fastest in Sweden, 

Latvia and Lithuania (see Figure 21). Increased 

demand for real estate has been affected by the 

redirection into the real estate market of the involun-

tary savings that built up throughout the pandemic 

because of the restrictions on consumption, and by 

the increased demand for more living space that fol-

lowed the move to working from home. Demand for 

real estate has also been driven by the increased 

confidence of consumers after the impact from the 

crisis of the pandemic had passed.

Figure 19. GDP growth

Source: Eurostat
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Figure 20. Annual growth in credit 
for house purchases

Source: European Central Bank
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THE STRONG GROWTH 
IN THE DEBT OF SWEDISH 
HOUSEHOLDS COULD 
AFFECT THE FUNDING OF 
THE ESTONIAN ECONOMY
The main risk coming from Sweden to 

the Estonian financial sector is funding and 

liquidity risk. The banking market in Estonia is 

dominated by two Swedish subsidiaries, whose 

assets make up over 60% of the local banking 

sector. The main vulnerability in Sweden is due 

to the rapid rise in real estate prices, the possi-

ble overvaluation of real estate, and the increasing 

debt of households. The rapid rise in real estate 

prices and in borrowing in Sweden continued in 

the first half of 2021. Were the risks stemming from 

the Swedish real estate market to be realised, the 

parent banks may reduce the funding of subsidiar-

ies operating in Estonia, which would then reduce 

the loan supply and the financing of the Estonian 

economy as a whole.

The performance of the Swedish economy 

could also affect financial stability in Estonia 

through a deterioration in the ability of the 

exporting sector to repay loans, as Sweden 

is the second largest market for Estonian 

exports. A decline in economic activity in Sweden 

would cause demand to fall for Estonian exports, 

which would harm the capacity of exporting com-

panies to service their loans.

Despite the serious damage done by the 

pandemic to the non-financial economy, the 

rate of growth in the Swedish real estate mar-

ket has been very high in 2021. The price index 

for residential real estate was 17.2% higher in the 

second quarter than it was a year earlier. It is usual 

for real estate prices to fall during an economic cri-

sis, but the relationship between economic growth 

and the real estate market did not follow this usual 

pattern during the pandemic. Developments were 

similar in several other countries.

The main factor driving real estate prices in 

Sweden in 2021 has been growth in demand. 

The interest rates on housing loans have been rel-

atively stable since 2015. The price index for the 

housing market even grew while incomes were fall-

ing in the middle of 2020 (see Figure 22).

The forced savings caused by the restric-

tions on consumption during the pandemic 

13  https://mk0netigatenetpsta9l.kinstacdn.com/wp-content/uploads/2020/08/EN_Working-from-home_Survey_Netigate.pdf.

have increased demand in many countries for 

residential property, and this has also hap-

pened in Sweden. Many people were allowed to 

work from home during the pandemic, and sur-

veys of employees show that many would like to 

continue doing so13. This has increased demand 

for larger apartments and for detached houses for 

families. Real estate prices have risen in the larger 

towns and also outside towns.

As the debt level has risen, the risks to the 

ability of households to repay their loans have 

increased, and the Swedish central bank 

considers that the largest risk to financial 

stability in Sweden is the high level of bor-

rowing by households. The growth in household 

debt has been similar to that in real estate prices. 

The debt level of Swedish households as a ratio 

Figure 21. Yearly change in the house price 
index since the start of 2016

Sources: Eurostat, Eesti Pank calculations
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Figure 22. Yearly growth in the house price 
index and income in Sweden

Sources: Riksbank, Eurostat
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to disposable income has been high for some 40 

years, but in the second quarter of 2021 it reached 

a record 198% (see Figure 23). This is a high level 

for Sweden and also in international comparison. 

Even so, the ability of Swedish households to ser-

vice their loans is considered good. It is supported 

by the high savings rate, the growth in disposable 

income, and low interest rates.

The Swedish financial supervisory author-

ity has set requirements on issuing hous-

ing loans that are intended to stabilise real 

estate prices and reduce the loan burdens of 

households. A limit of 85% has been set for the 

loan-to-value ratio (LTV) for mortgages, and there 

is a requirement for the amortisation of housing 

loans, as 2% of the principal of loans that exceed 

70% of the value of the collateral must be repaid 

each year until the loan no longer exceeds 50% of 

the value of the collateral. If the loan is for less than 

70% of the value of the collateral, the repayment 

requirement is 1% of the principal of the loan. The 

amortisation requirement was suspended tempo-

rarily in April 2020, but it has now been reinstated. 

The capital requirements for the Swedish banks 

are high in international comparison, and the 

Swedish central bank considers that the banking 

sector in Sweden is well capitalised and liquid. In 

September this year the Swedish financial super-

visors decided to raise the countercyclical capital 

buffer rate to 1%. The decision will come into force 

in the second quarter of 2022.

An accommodative monetary policy and an 

active housing loan market may encourage 

14  Luminor’s first quarter review for investors https://luminor.ee/s3fs-public/documents/luminor-ip_q1_2021-final.pdf.
15  Luminor’s first quarter review for investors https://luminor.ee/s3fs-public/documents/luminor-ip_q1_2021-final.pdf.

excessive risk-taking, especially in the real 

estate sector. Both monetary and fiscal policy 

remain expansive. The Swedish central bank con-

siders that the repo rate will remain at zero until 

at least the end of the third quarter of 2024. The 

Swedish central bank considers it quite unlikely 

that real estate prices will drop sharply, as demand 

is forecast to exceed the rate of construction of 

new residential property for several years yet. 

THE RAPID GROWTH 
IN THE LITHUANIAN 
HOUSING LOAN MARKET 
IS PROVOKING THE 
LITHUANIAN CENTRAL 
BANK TO INTERVENE
The establishment in Estonia of the head 

office of Luminor, which operates across the 

Baltic states, has made it necessary to mon-

itor risks in Latvia and Lithuania, as those 

risks materialising could affect financial 

stability in Estonia. Where the head office of a 

bank is located affects the roles taken by differ-

ent institutions in the micro and macro supervision 

of cross-border banking groups, and the resolu-

tion of any possible crises. If Luminor were to need 

extraordinary liquidity assistance, it would fall to 

Eesti Pank to provide it.

Ensuring the resilience of the Luminor 

banking group is systemically important for 

the financial systems of the Baltic states 

and for the non-financial economy. Loans 

issued by Luminor in the first quarter of 2021 were 

estimated to be 11% of the volume issued in the 

Estonian banking sector, 22% of the Latvian vol-

ume, and 19% in Lithuania14. If the branches in 

Latvia or Lithuania need support from the head 

office, the available capital that was intended for 

lending to households and businesses in Estonia 

could be reduced. This would harm access to 

funding in Estonia and the smooth functioning of 

financial intermediation.

There has been a notable revival of con-

sumers in all the Baltic real estate markets 

over the past year, and this has been accom-

panied by eye-catching growth in hous-

ing loan portfolios and real estate prices. 

Baltic housing loans make up a significant part of 

Luminor’s loan portfolio at the consolidated level, 

at an estimated 49%15. In Lithuania, where housing 

Figure 23. Debt-to-income ratio in Sweden

Source: Riksbank
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prices have grown faster over the year than they 

have in Latvia, prices were up around 13% on the 

year in the second quarter. The rapid recovery of 

demand put pressure on real estate developers, 

who are unable to satisfy the sharp increase in 

demand so quickly. This then threatens to make 

price rises accelerate even further in the near term. 

However, the liquidity of Lithuanian real estate 

developers, with a short-term debt coverage ratio 

of 1.5, is noticeably better than it was in the previ-

ous financial crisis, and this helps to avoid forced 

sales and sharp corrections in prices.

The debt of Lithuanian households was up 

8.3% over the year in the second quarter, and 

the debt burden increased to 24.2% of GDP. 

This came mainly from the increase in the hous-

ing loan portfolio, which grew over the year in the 

second quarter by 11% (see Figure 24). Household 

net incomes grew by 12%, or almost the same 

amount. The standards for new housing loans 

have on average remained stable, with the aver-

age loan-to-value ratio (LTV) at 77%, and the aver-

age debt service-to-income ratio (DSTI) at 28%. 

The interest rates on housing loans have fallen 

though. The average interest rate on a housing 

loan in January 2020 was 2.4%, and in August this 

year it was 2.2%. The fall may partly have come 

from competition between the banks, the asset 

purchase programme of the central bank, and the 

improved capacity of consumers to borrow.

The record growth in private deposits is 

supporting the rebound of the real estate 

market (see Figure 25). The rate of growth in 

household bank deposits has remained fast 

this year having picked up in the second half of 

2020. The yearly growth in household deposits 

in Lithuania was above 18% in August. Deposits 

grew strongly during the months of economic diffi-

culties, since households reduced their consump-

tion because of the pandemic restrictions and 

because of the temporary uncertainty about their 

financial situation. It may be estimated that the 

money saved up will at least partly be directed into 

real estate, as funds built up almost unnoticed for 

down payments on housing loans that can be used 

to improve housing conditions or to buy apart-

ments or other investment properties to rent out.

The Lithuanian central bank is applying 

several macroprudential tools to help min-

imise cyclical risks. It announced two new 

requirements in September this year that it hopes 

will restrain the real estate market from overheating 

and will increase the resilience of the commercial 

banks to the risks from housing loans.

The growth in real estate prices and the 

housing loan portfolios is being boosted fur-

ther by households with more than one hous-

ing loan, who are taking additional loans to 

buy property so they can rent it out or so they 

can benefit in future from the rise in its market 

value. This puts people at greater risk of falling into 

difficulties if the economy turns down, as they may 

not be able to account for all of the possible risks. 

The Lithuanian central bank plans to mitigate the 

risks by introducing a limit of 70% on the loan-to-

value ratio (LTV) of second or subsequent housing 

loans from 1 January 2022, which would cause the 

minimum down payment for such loans to double. 

Figure 24. Yearly growth and average annual 
interest rate of the Lithuanian housing loan 
portfolio

Source: Bank of Lithuania
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Figure 25. Yearly growth in the deposits and 
debt of Lithuanian households

Source: Bank of Lithuania
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An exception will be made for borrowers whose first 

housing loan has an LTV below 50%. The first hous-

ing loan will continue to be subject to an 85% LTV 

limit and the other earlier housing loan requirements 

will also continue to apply, with a DSTI limit of 40% 

and a maximum maturity of 30 years.

It is also planned to set a 2% sectoral sys-

temic risk buffer next year for housing loan 

providers that have a housing loan port- 

folio worth at least 50 million euros. This would 

come on top of the countercyclical capital buffer 

that was cut from 1% to 0% in April 2020 because 

of the Covid-19 pandemic. Unlike the counter- 

cyclical capital buffer, which is calculated for all risk-

weighted assets, the sectoral systemic risk buffer 

would only apply to risk-weighted housing loans.
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APPENDIX 1. THE COUNTERCYCLICAL 
CAPITAL BUFFER: ADJUSTING THE 
PRINCIPLES FOR APPLYING THE 
REQUIREMENT 

The countercyclical capital buffer requirement has so far been the only tool in the Eesti Pank 

macroprudential framework that has been used only for mitigating cyclical risks. It is intended to 

minimise the risks that come from rapid growth in the credit cycle. As the growth in the debt of 

the non-financial sector has not been persistently faster than long-term growth in the economy for 

more than 10 years, the buffer requirement has remained at zero since it was introduced in 2016. 

The systemic risk buffer requirement has helped to reduce the structural risks coming from the 

economic environment. When the Covid-19 pandemic erupted in spring 2020, Eesti Pank extra- 

ordinarily and temporarily cut the systemic risk buffer rate from 1% to 0%. Eesti Pank considered var-

ious ways of reinstating the buffer requirement in autumn this year, and preferred to use the counter- 

cyclical capital buffer. This also means that the principles used so far for applying the counter- 

cyclical capital buffer need adjusting.

The goal and application of the countercyclical capital buffer 
requirement
The role of the countercyclical capital buffer (CCyB) in the framework of macroprudential mea-

sures is to strengthen the capitalisation of the banks in good times so that they would have suf-

ficient capital in any possible future crisis to cover large loan losses and ensure their capacity to 

keep lending. The CCyB requirement can if necessary be rapidly cut or removed to ease the regu-

latory limits on lending and so ease a crisis.

There are two different strategies used internationally for applying the CCyB, as it is imposed 

when credit is growing fast or it is imposed pre-emptively.

• The principle of imposing it when credit is growing fast comes from the framework pub-

lished in 2010 by the Basel committee16, and is followed in most countries including Estonia. 

This strategy leaves the CCyB at zero throughout most of the financial cycle. The rate is 

raised only if faster growth in credit than in the economy increases cyclical risks, and it is 

lowered if those risks materialise or are reduced.

• With pre-emptive imposition, the CCyB rate is raised in an earlier part of the financial cycle, 

when credit is not yet growing excessively fast given the rate of growth in the economy. The 

buffer rate is generally positive at 1% or 2% except when there is a crisis in financial sys-

tem or it is recovering from one. If substantial growth is seen in cyclical risks, the CCyB rate 

can be raised above the base level of 1-2%. The countries in Europe that use this approach 

include the United Kingdom, Lithuania, Denmark and Ireland, and since 2021 Sweden.

If the cyclical risks caused by rapid credit growth are high, then the CCyB applied under the 

two approaches will be the same. This makes the two approaches equivalent in how they fulfil the 

goals of the CCyB, as the capital buffers built up against a financial cycle crisis are of the same size. 

Although the structural component in the pre-emptive imposition may disguise the cyclical nature 

of the instrument, there are several advantages to this approach.

1. A critical increase in cyclical risk may be hard to identify in time. Indicators based on back-

ward-looking data are used in the assessment, and they are released as statistics with a 

lag. This means that a pre-emptive requirement reduces the danger of the estimate of an 

increase in cyclical risk coming too late.

2. The increased CCyB rate will generally come into effect 12 months after the decision is 

taken. This means that the decision to set the buffer requirement needs to be taken early 

16  Guidance for national authorities operating the countercyclical capital buffer, December 2010.
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enough that the banks are able to build up 

the buffer before the probability of risks 

being realised has reached a high level.

3. Pre-emptive application together with 

gradual rises in the requirement helps 

banks to adapt to the higher capital 

requirements without causing the ten-

sions that would arise in the market if the 

buffer were to be raised by a large amount 

in one go.

Eesti Pank’s adjusted 
principles for applying the 
countercyclical capital buffer
Eesti Pank plans to start using the pre-emptive 

application principle for the countercyclical capi-

tal buffer requirement. The buffer requirement will 

start to have two parts (see Figure A1.1).

1. The base requirement, which will mainly be at a positive rate of 1%, except in emergencies, 

when it can be released.

2. The cyclical requirement, which will be added to the base requirement if the cyclical risks 

from rapid credit growth are increasing.

The countercyclical capital buffer rate will be the sum of the rates for the two requirements:

Assessing the rise in the buffer rate. Except during crises and recovery periods, the base 

rate will always be unchanged at a fixed level. Eesti Pank will assess the calibration of this rate reg-

ularly every two or three years. If the base rate is cut to 0% because of a crisis, the CCyB will be 

held at zero until there is no danger that raising it would hamper lending and the recovery of the 

economy. The base rate will be raised to a target level in one or more steps and it will start rising 

when three conditions have been met.

• The business cycle condition. Several economic indicators show that the impact of the cri-

sis has faded. For example GDP growth is approaching its long-term average, the outlook 

for growth is good, unemployment is falling, the real estate market is recovering, or similar.

• The financial strength of the banks condition. A major part of the loan losses caused by the 

crisis have been absorbed, and it is not foreseen that potential loan losses could weaken 

the capitalisation of the banks in the near term. The banking sector is profitable.

• The absence of lending restrictions condition. The lending market is functioning normally, 

as banks are able to satisfy the demand for loans without setting excessive restrictions on 

the loan supply.

Eesti Pank will assess whether the cyclical requirement is at an appropriate rate once a quarter. 

The key indicator in the framework for assessing cyclical risks is the rate of growth of non-financial 

sector debt and how far this departs from the rate of long-term economic growth. The dynamics of 

the debt-to-GDP ratio are also assessed using the Basel methodology, along with other indicators 

of the financial cycle. The quarterly assessment of the credit cycle together with the time series for 

the main indicators are published on the Eesti Pank website.

rCCyB=rbase+rcyclical

Figure A1.1. Conceptual view 
of the CCyB requirement

Source: Eesti Pank
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Principles for lowering the buffer rate. To support lending to the non-financial sector during 

a crisis, Eesti Pank can fully or partly release the countercyclical capital buffer requirement set 

for the banks. It is important to remember in this that loan losses generally appear with a lag. 

Depending on the nature of the crisis and the expected size of the loan losses, the requirement 

may be fully or partially released, and this may be done in stages in response to the dynamics of 

the crisis. In releasing the buffer requirement it is important to work together with the micropru-

dential authority, which can help make sure that profits and other payouts from capital do not flow 

out of the bank, as this would make it harder for the bank to cover any possible future loan losses.

Eesti Pank as the macroprudential authority decides on lowering the buffer rate and this can be 

done separately for the base and cyclical parts of the requirement. It may for example be reason-

able for the part of the CCyB requirement that is dependent on the financial cycle to be released 

quickly during a crisis, to give the banks rapid relief to continue lending. The base requirement, 

which is more structural in nature, should not necessarily be released early when a crisis arises 

though. As with other capital buffers, the banks are able to use the buffer, though this comes with 

automatic limits on disbursements of capital. If loan losses are large, the base requirement of the 

CCyB can be released as well.

The role of the systemic risk buffer. Changes to the Credit Institutions Act came into force 

in June 2021 and transposed the amendments to the European Union’s Capital Requirements 

Directive (CRD V). In consequence the application of the systemic risk buffer requirement became 

notably more flexible. It will for example be possible in future to apply the buffer requirement not 

only to the total risk exposure of banks, but also to individual loan segments, such as housing loans 

or commercial real estate loans, or to risk exposures in certain economic sectors.

The systemic risk buffer requirement in Estonia was applied to cover the risks coming from the 

general macro environment, but that role will in future be played by the base requirement of the coun-

tercyclical capital buffer. The systemic risk buffer requirement will remain as a tool in the framework 

that Eesti Pank is able to use if its risk assessments show additional systemic risks arising.

The transition to the new framework for the 

countercyclical capital buffer. To replace the 1% 

systemic risk buffer requirement that applied until 

30 April 2021, Eesti Pank will set the counter- 

cyclical capital buffer requirement at a base rate 

level of 1% (see Figure A1.2). Following from its 

assessment of the cyclical risk, Eesti Pank can 

decide to raise the rate of the countercyclical 

capital buffer above 1%.

The higher CCyB rate is generally applied 12 

months after the decision is taken, and so as the 

new buffer framework will come into force in the 

fourth quarter of this year, the 1% countercycli-

cal capital buffer requirement will start to apply in 

December 2022.

Figure A1.2. Capital buffer requirements 
in the macroprudential framework of 
Eesti Pank*  

Source: Eesti Pank

framework before 
the pandemic new framework

CCyB - cyclical 
requirement (0%)

CCyB - base 
requirement (1%)

systemic risk 
buffer (1%)

systemic risk 
buffer** (0%)

O-SII buffer (up to 2%) O-SII buffer (up to 2%)

countercyclical 
capital buffer 
CCyB (0%)

* the rates in brackets are those that applied before the 
pandemic or that will apply from Q4 2021 
** in the new framework, the systemic risk buffer 
requirement can also be applied to individual loan segments 
and sectors  
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APPENDIX 2. VOLATILITY HAS INCREASED 
IN THE LOCAL STOCK MARKET, BUT IT 
STILL HAS LITTLE IMPACT ON FINANCIAL 
STABILITY IN ESTONIA

The Estonian local stock market is one of the 

smallest in the euro area by volume (see Figure 

A2.1). The market capitalisation of the stock 

exchange stood at over four billion euros or 15% 

of GDP at the end of August 2021. Not only is 

the local stock market small, there is little liquidity 

in it. Because the stock market is small, it plays 

a relatively small role in financial intermediation 

in Estonia. Shares of 18 companies were listed 

on the main and secondary lists of the Tallinn 

stock exchange at the end of August 2021. This 

figure is not much different to those in the other 

Baltic states, but a long way below those for the 

Nordic countries, where there are many times 

more companies listed (see The Structure of the 

Estonian Financial Sector 2021).

As the local stock market has been small in 

global terms by volume, liquidity and number of 

listed companies, there has not been very much 

interest from large foreign institutional investors 

in investing in the Tallinn exchange. The share of 

non-resident investors has declined steadily over 

the past five years. Foreign investors made up 

37% of the exchange at the end of 2016, but by 

the end of August 2021 this had fallen to 17% 

(see Figure A2.2).

The low level of liquidity in the market gen-

erally means though that if transaction volumes 

were to increase sharply from the usual levels 

for any reason, prices would be affected notice-

ably and volatility in the market would increase. 

The first nine months of 2021 are an example of 

this. The average daily turnover in the first nine 

months of 2021 was more than double the aver-

age for the previous five years at 1.7 million euros a day. Turnover on the exchange was particu-

larly high in September, at an average of 3.4 million euros a day. This high level of activity and the 

increase in interest affected the prices of shares on the Tallinn exchange quite substantially. The 

OMXT index of the Tallinn exchange was almost 70% higher by the end of September than it was 

12 months earlier, which beat the main exchange indexes of neighbouring countries, the euro area 

and the USA by some distance. Transaction activity has increased because interest has been ris-

ing among private individuals in Estonia in investing and because savings have increased. Interest 

has certainly also been higher because two of the banks operating in Estonia have removed their 

transaction fees for Baltic shares. The greater interest from individuals in the local stock market has 

Figure A2.1. Stock market capitalisation

Sources: European Central Bank, Eurostat, Eesti Pank calculations
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Figure A2.2. Structure of investors in the 
Nasdaq Tallinn Stock Exchange

* August 2021
Source: NASDAQ CSD
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Figure A2.3. Annualised volatility 
of the OMXT index

Sources: Bloomberg, Eesti Pank calculations
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been particularly noticeable in the past two years, 

as the share of companies listed on the exchange 

held by resident individuals increased by almost a 

third. The share of local retail investors was 13% 

in 2019, but by the end of August 2021 it had 

risen to almost 17%.

The motivations, goals, knowledge and expe-

rience of retail investors are generally different to 

those of professional fund and money managers, 

and their money can move in a herd effect that 

can cause large price movements and volatility 

in a market with little liquidity, especially when 

there are no institutional investors playing a large 

balancing role. As long as retail investors have a 

positive attitude and keep putting more money 

into the market, it is probable that share prices 

will rise further. There is however a quite serious 

risk of exuberance arising, causing shares to be bought for purely speculative reasons, rather than 

as long-term investments, and so increasing volatility further since sooner or later an inevitable 

price correction would follow if there is not enough new money coming into the market. Volatility 

has increased a lot on the Tallinn exchange from the middle of August. Annualised volatility on the 

OMXT index was almost 40% in the middle of September (see Figure A2.3), indicating that there 

were more speculative transactions being made on the exchange.

Although volatility in prices and the risk of a correction in the local securities market have 

increased, they pose no great danger to financial stability in Estonia, as the local securities market 

still only plays a small part in financial intermediation in Estonia. The greater volatility and any price 

correction could however cause financial losses to individual investors and primarily to those inves-

tors who have bought shares for short-term speculative goals.
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APPENDIX 3. CENTRAL BANK DIGITAL 
CURRENCY AND FINANCIAL STABILITY

Central banks around the world are looking at options for issuing central bank money in digital 

form, and at the risks that would go with this. The digitalisation of services and products is mak-

ing new solutions more attractive and more necessary. The money issued by central banks has so 

far been available to households and businesses as cash, but central banks have in recent years 

started to analyse ways of making central bank money available digitally. There are several tech-

nological solutions available, such as account-based accounting technology, unspent transaction 

output (UTXO) technology that is similar to cash, or fixed-value digital banknotes based on block-

chain technology. Access could be ensured through payment intermediaries, or less probably, 

directly through the central bank. Alongside the potential benefits of this, the possible risks need to 

be considered, including the risks to financial stability.

How the central bank digital currency affects financial stability will depend primarily on how 

much of their deposits in commercial banks households and businesses transfer to the central 

bank digital currency. The money deposited in commercial banks is a liability on the balance sheet 

of the bank, and so cash held at the central bank as digital currency would be a similar liability for 

the central bank. How much of an advantage the central bank digital currency would offer depends 

largely on the nature of that digital currency, including in comparison to other means of payment. 

On top of the technological choice, service fees and interest rates are important, but so are the pri-

vacy conditions, the convenience of use, and how widely and immediately the means of payment 

is adopted.

Deposits being transferred into central bank digital currency could mean that commercial banks 

have to make deposits more attractive, which would put pressure on their profitability. With compe-

tition tightening, one way to stop the outflow of deposits could be to raise interest rates. Although 

clients are not very sensitive to the interest rates on deposits during a crisis17, it may be necessary 

to offer even higher deposit interest rates in advance. The introduction of digital currency could also 

have a disciplinary effect on banks, as banks facing tight competition would have to work harder 

to provide the best possible services for their clients. Central bank digital currency offering a way 

to deposit money could limit the market power of the banks but could make them more efficient18.

A decline in the interest income earned from deposits and in profits could then impact the cost 

of funding and lead banks to take on more risk. The more market power a commercial bank has, 

the more able it is to raise the interest rates on loans. The banks might offset the decline in income 

by raising service fees. All of this would be likely to raise the cost of financing for households and 

businesses. The impact on the cost of financing would be larger in a banking market with weaker 

competition, all else being equal.

How the outflow of retail deposits would affect different banks would depend on their business 

models and on how well they can access funds from other sources. The banks in Estonia mainly 

fund themselves from domestic deposits, and in August 2021 the loan-to-deposit ratio was 0.85. 

The contribution of other sources of funding has increased in recent years, but it was still only 

around 10% in August. The deposits of retail clients are generally the cheapest and most stable 

source of funding for commercial banks, followed by loans from the central bank, and then covered 

and uncovered bonds. Funding from both markets and the central bank require suitable collateral 

and administration, which is why this may not be equally accessible for all the banks. This self- 

evidently affects the smallest banks, which could find that the fixed costs of transactions become 

17  See the DNB study “What triggers the consumer adoption of a CBDC”, DNB Working Paper No.709, April 2021.
18  Chiu, J., M.Davoodalhosseini, J. Jiang, and Y. Zhu (2020). Bank market power and central bank digital currency: Theo-
ry and quantitative assessment. Bank of Canada Staff Working Paper (2010–2020).
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an obstacle, and this would affect the competition between the banks. The cost of funding from 

financial markets is also often more volatile, and so the risks are higher in the longer term.

If it is easy to transfer deposits in a commercial bank to central bank digital currency, there could 

be a greater risk of a run on a bank during a financial crisis. Transactions are generally easier to 

make digitally, and the central bank digital currency may come to be seen as a risk-free asset.

There are two main ways that the central bank can limit the amount of commercial bank depos-

its that are converted, as it can set limits on the amounts permitted or can steer demand using 

interest rates. Setting limits on the amount of digital currency that can be held could make it harder 

to calculate the size of transfers that are allowed to be made. A solution for this could be an inter-

mediary account, where amounts can be transferred that exceed the limits on the main account. 

Another solution could be multi-tier interest rates that could be changed further in a crisis. This 

means that the interest rates would be lower on money deposited in central bank digital currency in 

one account beyond a certain sum. This would encourage the use of central bank digital currency 

as a means of payment, and would limit depositing in digital currency. Further analysis is needed of 

the scope of these limits and the exact limits themselves, and of the ways of defining them. These 

solutions may still not prove to be sufficiently effective.
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