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EESTI PANK'S ASSESSMENT OF THE RISKS TO

FINANCIAL STABILITY

The recession dragging on has weakened the
debt servicing capacity of companies and
households. The Estonian economy has been
shrinking for two years in a row now, and the debt
repayment costs of borrowers have remained
large. The earlier good years and the buffers built
up have helped companies to cope with the higher
costs of their loans. The capacity of households to
service their debt has remained good because of
their earlier savings and because unemployment
has risen little and wages have continued to rise. It
is important for the ability of companies to service
their loans that their sales revenues and profits
stop falling, while the main issue for households
will be whether their incomes are maintained and
whether the increase in unemployment remains
limited. There remains a lot of uncertainty about
the future, but there are signs of foreign demand
improving and of the purchasing power of
consumers in Estonia recovering. It will take time
for both foreign and domestic demand to expand
though, and the capacity of Estonian companies
to grow in foreign markets may be limited by their
loss of competitiveness.

The Estonian banking sector is exposed
to a notable degree to the risks from the
real estate market. Lending to real estate and
construction companies has slowed substantially,
but the rapid growth in it in earlier years means
that loans to such companies are 39% of all the
corporate loans issued by the banks, which is one
of the highest levels in the European Union. Real
estate companies in Estonia have so far managed
to cope with servicing their loans because their
financial leverage has not been excessive and
the return on real estate investment in Estonia
has been quite high. The amount of unoccupied
commercial property has increased during the
recession though, and may increase further in the
near term. If the weakness in the economy causes
demand for commercial space to drop sharply,
then a larger number of real estate companies
could face difficulties with paying their loans. At
the same time, the risks to the banks are reduced
because loans that are issued to companies in
real estate and construction allow for a substantial
drop in the value of the property.

The links between the Estonian and Swedish
economies and banking sectors mean that
the banks in Estonia are exposed to the risks
from the economy and the financial sector

in Sweden. Reduced demand from Sweden for
exports from Estonia has already weakened the
debt servicing capacity of Estonian exporters. The
downturn in the Swedish economy and the higher
cost of funding there have also increased the risks
to the operation of the Swedish banking sector.
The banks in Estonia get a much smaller part of
their funding from their Swedish parent banks
than they did at the time of the global financial
crisis, but the liquidity management and capital
management of the branches in Estonia are still
tightly connected to those of the parent banking
groups. Liquidity problems or broader-scale loan
losses would probably also affect the branches in
Estonia. Problems arising could lead to a review
of the conditions for financing the Estonian private
sector and the amount of financing support that
the parent banks are able to provide to their
Estonian subsidiaries. If the need arose, the
banking groups could decide to use the capital
held in Estonia elsewhere, and so problems at the
parent banks could cause the supply of credit in
Estonia to be reduced.

The capital buffers of the banking sector
in Estonia are declining as the dividend
pay-outs of banks are increasing. Higher
interest rates meant that the banking sector
earned record profits last year, and so some
banks have increased their dividend payments.
Changes to corporate income tax that will apply
in the coming year have also played a part in this.
The capital buffers of the banks are large enough
for the present to cope with much larger loan
losses than expected, but reducing the additional
capital buffers means that the banks would have
fewer resources available to cover loan losses in
a crisis.

Eesti Pank estimates that the measures taken
to ensure stability in the financial sector are
sufficient in the current environment. Eesti
Pank raised the countercyclical capital buffer
requirement to 1.5% from 1 December 2023 to
make sure that the banks have sufficient capital
stocks to cover the risks arising from the rapid
growth in lending in 2021-2022. Lending activity
has since declined notably and the rate of growth
in the debt of companies and households has
slowed, but it is still reasonable for the banks to
continue to hold larger capital stocks in case the
risks taken earlier should materialise. Eesti Pank
changed a part of the requirement for the banks
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issuing housing loans from 1 April 2024 as the
conditions for calculating the limit on the debt
service-to-income ratio were adjusted because
the rise in base interest rates meant the limit was
unduly restricting the ability to borrow. The earlier
requirement that loans with floating interest rates

should calculate the monthly interest rate using
either the interest rate in the loan contract plus
two percentage points or an annual interest rate
of 6%, whichever was higher, was replaced with
a requirement to use either the interest rate in the
contract or 6%, whichever is higher.

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

DETERIORATION IN THE
DEBT SERVICE CAPACITY
OF COMPANIES AND
HOUSEHOLDS

There is a danger, given the ongoing recession and high interest rates,
that the debt service capacity of companies and households may
deteriorate and the loan losses of the banks could increase in Estonia
and nearby markets that are important for the banks.

>

THE VULNERABILITY OF THE
BANKING SECTOR TO THE
RISKS FROM THE REAL ESTATE
MARKET

Bank loans to companies in real estate and construction are a large
part of the portfolio of bank loans, and there is a danger that a larger
number of real estate and construction companies than before could
face difficulties in repaying their loans if the recession continues, and
that the loan losses of the banks could increase.

->

RISKS TO THE FINANCING OF
THE BANKING SECTOR

The financing of the banking sector is more dependent than before on
changes in monetary policy interest rates, the state of money and capital
markets, and risk assessments of Estonia, and of the economy and

the banks in Sweden as the base of the parents of the largest banks in
Estonia. Expectations of market participants for interest rates have come
down a little and financing options from money and capital markets have
improved.

AN

A REDUCTION OF
CAPITALISATION IN THE
BANKING SECTOR

The capitalisation of the banking sector is declining because of the
additional dividend distributions planned by the banks in an uncertain
economic environment, and this is reducing their capacity to cover loan
losses and continue to finance the economy.

>

Scale: 1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the assessment of November 2023.

I 2

3 4

Macroprudential measures of Eesti Pank

Measure Requirement

Countercyclical capital buffer 1.5%
Swedbank AS
AS SEB Pank

Other systemically important institutions buffer 2%
Luminor Bank AS
AS LHV Pank

Risk weight floor for mortgage loans* 15%
Loan-to-value (LTV) limit 85%***

Requirements for issuing housing loans** Debt service-to-income (DSTI) limit 50%****
Maximum maturity 30 years

* The floor is set for the average risk weight of the mortgage loan portfolio of credit institutions that use the IRB approach
** The limits may be breached by 15% of the volume of mortgages issued each quarter

*** The limit is 90% for loans guaranteed by KredEx

**** The calculation of payment must use the interest rate set in the contract or 6%, whichever is higher
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THE RECESSION DRAGGING ON HAS WEAKENED
THE DEBT SERVICING CAPACITY OF COMPANIES

AND HOUSEHOLDS

The Estonian economy has been shrinking for two years in a row now, and the debt repayment costs
of borrowers have remained large. The earlier good years and the buffers built up have helped compa-
nies to cope with the higher costs of their loans. The capacity of households to service their debt has
remained good because of their earlier savings and because unemployment has been low and wages
have continued to rise. There remains a lot of uncertainty about the future throughout the whole region,
but there are increasing signs of foreign demand recovering, laying the foundations for the future revital-

isation of economic activity. The ability of companies to service their loans moving forwards will largely
depend on whether their sales revenues and profits stop falling, while the main issue for households will

be whether their incomes are maintained and whether the increase in unemployment remains limited.

The Estonian economy has continued to
shrink (see Figure 1). Estonian GDP was 2.7% less
in the fourth quarter than a year earlier, and 0.7%
less than in the previous quarter. Value added
was down in most sectors, but the majority of the
economic contraction of the past two years has
come from quite a limited part of the economy, as
it has been felt most in energy, manufacturing and
transportation and storage'. The other sectors of
the economy started to grow in the second half
of last year. The economy has continued to grow
the whole time at current prices though, and this
has been an important factor in helping busi-
nesses cope with servicing their loans and keep
employees on the payroll.

It may take time for growth to return to the
economy, and it may not be fast when it
does. The most recent forecast by the European
Central Bank expects that the economy in the
euro area will remain fragile this year and growth
will be slow, but the recovery will pick up in the
coming years. It should be noted that Estonia's
traditional export markets, especially Scandinavia
and Germany, are faring worse than Europe as a
whole (see Figure 2). This means that there will be
support from exports for growth in the economy
and for corporate revenues in Estonia, but that
support will be quite weak for the time being. The
recent burst of high inflation has probably made
Estonian companies less competitive, which may
limit their capacity to grow even when demand
picks up again in foreign markets. Activity indexes
for Estonia and the statistics for recent months
do not yet show any clear signs of the economy
recovering in the first quarter of this year.

The fall in corporate sales revenues and
profits became worse in the second half of
last year (see Figure 3). It was led by the energy
sector, though revenues in the preceding couple
of years had been very large there (see Figure 4).

Figure 1. Yearly growth in GDP
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Figure 2. Yearly growth rates of GDP of trading
partners and Estonia
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Transportation and storage and manufacturing are
in a worse position than they were in 2019 before
the pandemic. The ability of those sectors to earn
revenues has been hurt by difficulties in export
markets, supply problems, expensive energy,
some business models being made redundant
by the war in Ukraine, and a loss of price-based

1 For more see The Estonian Economy and Monetary Policy 1/2024.

°*6
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Figure 3. Yearly ?rowth of sales turnover, profit
and deposits of the corporate sector
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Figure 4. Yearly growth of sales revenues and
profit in the second half of 2023
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competitiveness. The drop in corporate sales
revenues in the fourth quarter was smaller than Figure 5. Operating profit and interest
that in the third, but the drop in profits was larger. expenses of non-financial companies
This may indicate that rapid rises in wages have B interest expenses
i ) operating profit . )
started to make companies less profitable. — interest expenses to operating profit
9 90%
8 — 80%

Higher interest rates have by now very largely
passed through into loan servicing costs.
The rapid growth in sales prices, sales income
and profits in the past couple of years has so
far helped businesses to cope well with higher
debt servicing costs. Over 90% of corporate
bank loans have floating interest rates, and so
the rises so far in monetary policy interest rates
and Euribor have passed through quickly into the
debt servicing costs of companies. The average
interest rate on the stock of corporate loans rose
from 2.6% in 2021 to 6.5% in the fourth quarter
of 2023. Corporate interest expenses were more
than 2.5 times higher in 2023 than they were in
2021 and were estimated at over 1.5 billion euros.
Interest expenses have consequently consumed
a larger part of the operating profits of compa-
nies, though the effect has been modest because
operating profits have also grown fast and the
growth measured in euros is substantially faster
than that in interest expenses (see Figure 5). The
increase in interest expenses has the biggest
impact in sectors where financial leverage is high
and interest is a large part of expenses, such as
energy, real estate, transport and storage, and
accommodation and food service.

Interest expenses as a share of opera-
ting profit was not particularly different in
2023 for manufacturing, which was facing
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Figure 6. Corporate indebtedness and
financial leverage
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economic difficulties, to the average for the
corporate sector overall of around 25%. It
was much higher though for transportation and
storage, but there are unfortunately no reliable
data available on profits?.

Corporate debt servicing capacity has
probably received support from the buffers
built up earlier, and the low levels of debt
and financial leverage of the past couple of
decades. Corporate liquidity remains reasonable
and the liquidity ratios are generally quite good
given what they have been in the past and in other
countries. Equally though, the buffers that have
been accumulated are still only enough to cope
with short-term problems, and for the long term
it is important that growth recover in corporate
revenues. The financial leverage of companies is
at its lowest level of the past couple of decades
because of the growth in equity, and the rapid
growth in nominal GDP means that various ratios
for debt and GDP have also fallen to where they
were 20 years ago (see Figure 6)°.

Companies still do not see financing prob-
lems as their main cause of concern. The
share of companies reporting financial problems
as a factor hindering their business operations
increased a little in the second half of 2022 and
the first half of 2023, but it has fallen in the past
couple of quarters for companies in manufac-
turing and construction (see Figure 7). This may
be a little misleading though, as it is natural that
finding clients is the main problem and priority
when economic circumstances are difficult and
demand is weak, while other problems retreat into
the background.

Loan quality has remained very good, and
only 0.26% of corporate loans were overdue
by more than 60 days at the end of March (see
Figure 8). That is the lowest rate of the past 20
years, and neither has there been any notable
increase in the share of loans overdue for a shorter
time. The share of loans overdue in industry and
agriculture is higher than the average at a little
above 1%, but this is still below the historical
average. The level of overdue loans in logistics
was extraordinarily low at under 0.1%.

Figure 7. Financial problems as the main
obstacle to business activities
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Figure 8. Share of overdue loans of
non-financial companies
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The volume of loans overdue has declined a little
in the past half year among non-performing loans®,
which totalled around 0.9% of the end of March,
while the volume of impaired loans has grown a little.

The corporate loan portfolio has been growing
at a slower rate, but inflation and investment
in the energy sector have kept growth in it
clearly positive (see Figure 9). Falling profits and
alarge part of production capacity in the economy
remaining underutilised while interest rates are
unusually high mean that companies have little
interest in increasing their investments or taking

2 Calculating operating profits for 2023 from the change in operating surplus and mixed income from the GDP statistics indicates
that interest expenses may have reached as high as 60% of the operating profit of transportation and storage in 2023. The peak

reached during the financial crisis was 75%.

3 Financial leverage is only higher than it was 15 or 20 years ago in energy and information communications among the major
economic sectors. It has remained around the same in transportation and storage, and has been reduced in other sectors.

4 Mainly overdue or impaired loans.
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Figure 9. Yearly growth in the stock of
corporate bank loans
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Figure 10. Annual growth in nominal and real
wages and household deposits, and the
unemployment rate
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loans. Growth in borrowing and investment has
been fast in the energy sector, where renewable
energy projects have been advancing quickly, but
growth in borrowing in other sectors has been
more modest. The portfolio of loans to compa-
nies in manufacturing has been shrinking for 18
months and that of loans to logistics companies
for around three years, but the decline has been
arrested in recent months.

The debt servicing capacity of households
has been aided by unemployment being low
and wages continuing to rise. The recession
did not cause any substantial increase in unem-
ployment in 2023, while wage growth remained
strong at the same time and outpaced inflation
(see Figure 10). The March forecast from Eesti
Pank expects unemployment to rise a little in the
coming months to reach 7.6% in the middle of the
year, but the impact of the recession on the labour
market will remain limited in future. The financial
position of households will be helped in recov-
ering moving forwards by inflation falling and by
the expected cut in interest rates.

The difficult economic environment and the
rise in interest rates have hit the confidence
of households hard and made them more
cautious about borrowing. Growth in the
housing loan portfolio slowed to 5.8% at the end
of 2023, and it has remained at that level. The rate
of growth over the year in car leases was 1% in
March 2024 (see Figure 11). The volume of new
car leases and housing loans has fallen over the
past six months, but activity in issuing consumer
loans and credit card loans was at the same level

Figure 11. Annual growth in the stock of bank
loans to households
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as a year earlier, as the stock of consumer loans
was 9% more in March than a year earlier, and that
of credit card loans was 13% more. Growth in the
debt of households has slowed notably from its
peak after the pandemic, but households are still
quite active in borrowing in historical terms and
international comparison.

The recovery of real wages has started to
improve gradually the capacity of households
to save, but it will still take time for them to
reach earlier savings rates. Deposits started to
grow again in the second half of 2023 and they
gained 6.6% in March, though the rate of growth
is still below the long-term level. High interest rates
continue to put quite heavy pressure on house-
holds that have taken loans. The interest burden
of households, which is calculated as the ratio of
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a household's interest payments to its disposable
income, is at its highest level for 10 years and
was at 4.14% at the end of 2023 (see Figure 12).
It should not increase very much further, as the
rise in interest rates has already been passed on
to most borrowers, and expectations in financial
markets of a cut in key interest rates have brought
Euribor down a little.

Households have been able to cope very well
with their loan obligations despite the reces-
sion. The share of bank loans to households that
are overdue in the loan portfolio has not increased
significantly. Loans overdue by more than 60
days were 0.17% of the housing loan portfolio
at the end of March 2023, though the share of
consumer loans to households that are overdue
has shown biggest increase and was at 2.6% in
March (see Figure 13). People who need to delay
loan payments are more likely to do so for their
consumer loans first, and people who have taken
consumer loans have lower incomes on average
than those who have housing loans, and so it is
to be expected that overdue loans will increase in
this segment first.

A fairly small share of borrowers work in the
sectors that have been hit hardest by the
recession. The ability of households to repay
their loans depends above all on whether people
have a secure income. Because it is capital inten-
sive branches of the economy that have been hit
by the recession, the labour market indicators
have been affected less than is typical, and that
has helped insulate a large part of the population
from the impact of the downturn. The recession
has hit primarily in energy, manufacturing, and
transportation and storage, and the performance
of those sectors is reflected in the employment
figures for the labour market. What matters for
financial stability is the size of the debt liabilities
that the workers employed in the sectors affected
most have taken on. The data available to Eesti
Pank® show that the share of households working
in those sectors that have taken housing loans is
quite limited (see Figure 14).

Figure 12. Household interest burden,
indebtedness and deposits
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Figure 13. Share of loans overdue by more
than 60 days in the portfolio
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Figure 14. Change in employment and
mortgage borrowers
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5 The data are from the Household Finance and Consumption Survey of 2021 and from Statistics Estonia for February 2023.

* 10



EESTI PANK e FINANCIAL STABILITY REVIEW e 1/2024

Stress test of overdue loans in the banking sector

Macroeconomic indicators like GDP, corporate profit, unemployment and wages affect the ability
of companies and households to service and repay their loans and through that affect the quality
of the loan portfolio of the banks. This in turn affects macroeconomic developments through the
price of credit and the supply of it. Eesti Pank regularly assesses the growth in overdue loans in
the baseline scenario and the risk scenario using a credit risk model of the banking sector. The
forecast horizon for overdue loans covers the three years 2024, 2025 and 2026°.

The baseline scenario is based on the Eesti Pank March 2024 economic forecast that expects
GDP to shrink by 0.6% in 2024 before growth returns to the economy in 2025. The earlier
dynamics of financial indicators suggest the rate of overdue loans in the baseline scenario rising
during the forecast horizon from 0.25% to 0.4% in 2026. Table 1 shows the highest rates of
overdue loans reached in the three scenarios analysed.

Table 1. Non-performing loans (% of the loan portfolio)

Base scenario Adjusted E BA f:::\ea%i?;lozrtir:s
scenario scenario

Q12024 Q4 2026 Q4 2026 Q12025
By bank size
large banks 0.20 0.32 0.61 1.81
small banks 0.75 1.06 21 10.25
total 0.25 0.40 0.79 2.86
By client group
corporate loans 0.24 0.47 1.07 5.40
mortgages 0.16 0.20 0.35 0.76
other household loans 1.43 1.93 3.20 3.50

Shares of non-performing loans in Q1 2024 are found from actual banking sector data. Shares in the three scenarios
use the lowest forecast rate in each scenario.
Source: Eesti Pank calculations

The analysis uses two risk scenarios with different dynamics. The first is based on a scenario
adapted from the European Banking Authority (EBA) for 2023. The adapted EBA scenario
describes a recovery by the weak economy that sees Estonian GDP decline by around 4% by the
end of 2024 and real estate prices fall by a cumulative 13.7%. The recession lasts until the end
of 2025, and then the economy starts to grow. The average rate of overdue loans at the largest
banks rises from 0.20% of the loan portfolio to 0.61% by the end of the forecast horizon, and at
the smaller banks it rises from 0.75% to 2.11%. Falling GDP and corporate profits mean the share
of corporate loans that are overdue rises to a little above 1%. Housing loans are less sensitive
to negative economic shocks and the share of such loans that are overdue rises the least, from
0.16% of the loan portfolio to 1.35%. Consumer loans to households that are overdue rise to
around 3%, primarily because of slower wage growth and higher unemployment.

The second risk scenario is for an unexpected and wide-ranging shock to the Estonian economy
that repeats the outcomes of the financial crisis of 2008-2009. The scenario describes a steep
downturn followed by a relatively quick return to growth. The drop in GDP is 18.7% in 2024 and
the fall in real estate prices is 42.2%. The rate of overdue loans in this scenario peaks in the
first half of the forecast horizon. Overdue loans increase at the large banks to 1.8% of the loan
portfolio, and at the small banks they reach 10.25%. The smaller banks are more sensitive to
macroeconomic indicators, and consumer loans to households are a larger share of their loan

6 The model uses detailed data on the banks from 1997-2023.
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portfolios and have a higher rate of being overdue. The rate of overdue loans is notably higher
than in the first scenario, but the return to growth in the economy brings that rate down by the
end the forecast horizon.

The loans of the banks that are overdue at the lowest point of the scenario reach 17% of the
average profits of 2021-2023 in the baseline scenario, 27% in the adapted EBA scenario, and
98% in the financial crisis scenario. This means that the banking sector would be able to cover
the loan losses from current profits.

Box 1: The countercyclical buffer requirement will remain at 1.5%

Eesti Pank decided in November 2022 to raise
the applicable countercyclical capital buffer
requirement for the banks from 1% to 1.5%. i yoar average annusl GOP grow

The higher requirement has applied since 1 — LI

December 2023. The requirement was raised 20% forecast
because of the rapid growth in lending during March 2024
the year and a half preceding the decision, 1%

which had increased the cyclical risks. /\

Figure B1.1. Annual growth of non-financial
sector debt and nominal GDP
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activity started to decline in 2023 and was weak 5% \T

throughout the year because of the uncertainty

and the poor outlook for the economy. Growth 0%

in the debt of the non-financial sector slowed o o
to 1.6% by the end of the year (see Figure '5%% § § § § § % g g g % g % §

B1.1). The March economic forecast from Eesti )
) i » Four-quarter moving average yearly G
Pank expects the rate of growth in debt to pick | Seurces: Statistics Estonia, Eesti Pank

]

P

up again this year, though it will remain more
modest than it has been in recent years. Debt

will grow more slowly this year than nominal Figure B1.2. Non-financial sector
GDP, but in the next two years the growth in debi-to-GDP ratio
; i I household
debt will be faster than that in the economy. B 1on-financial companies farecast

180%
The indebtedness of the non-financial sector, or

the debt-to-GDP ratio, fell to 109% by the end of
2023 (see Figure B1.2). It is forecast to remain
at the same level in the coming years, as debt
will grow at more or less the same rate as the
economy.
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Overall the danger of cyclical risks building up 40%
further in future has eased. The rate of growth 20%
in debt is expected to increase moving forwards,
but it will still remain moderate. The risks from the
rapid growth in credit in 2021-2022 still remain in
Estonia though, and it is reasonable for the banks
to continue to hold a countercyclical capital buffer
of 1.5% to cover those risks.

Sources: Statistics Estonia, Eesti Pank
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THE BANKS REMAIN HIGHLY EXPOSED TO THE RISKS
FROM THE REAL ESTATE SECTOR

An uncertain economic environment and high interest rates have seen transaction activity in the real
estate market drop significantly and growth in prices become subdued. Growth has slowed in lending
to companies in real estate and construction, and in housing loans. Loans to real estate companies
are a larger share of the total portfolio of the banks operating in Estonia than they are at the banks in
other countries. The strong labour market has eased the risks to the banks from housing loans, and will
continue to support the housing loan market and the capacity of borrowers to pay. Demand for commer-
cial property has fallen though and may continue to do so in the near term. If the recession drags on
and more businesses cease trading, a larger share of real estate companies than expected may fall into
difficulties and so the loan losses of the banks may increase.

DEMAND FOR COMMERCIAL
PROPERTY IS FALLING

The recession and the high interest rates
meant that 2023 was a year of caution and low
levels of activity in the commercial real estate
market. Data from the Estonian Land Board show
that the number of transactions for real estate for
commercial and industrial purposes was about a
quarter below its long-term average (see Figure
15). Data from Colliers show the volume of large
transactions’ halved over the year, which is quite
a similar extent to the change in transactions else-
where in Europe. While foreign investors made
a substantial share of the transactions in earlier
years, local investors took the lead in 2023.

A large amount of new business space® has
been added to the commercial real estate
market in Tallinn in recent years. Office space
has been added most, alongside storage and
industrial space. The amount of speculative new
office space without a binding rent contract has
increased by a third in the past five years, and a
quarter more industrial property has been added.
Development of retail property has been active in
the area surrounding Tallinn, while the shopping
centres in Tallinn have been rebuilt and extended
so that up to 15% of new retail space has been
added in the past five years. New construc-
tion starts also increased in 2023. It was mainly
construction of retail space and storage space
that was started, and there was half as much of it
again as there was a year earlier.

As the supply of commercial property has
increased and economic activity has declined,

Fi%ure 15. Number of transactions with real
estate for commercial and industrial purposes
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the amount of vacant space has increased in the
Tallinn market for office space. Companies have
reined back their plans for expansion in the uncer-
tain economic environment, and many of them are
optimising their expenses. The supply of commer-
cial space has increased at the same time though,
and so the share of office space that is vacant has
reached 10% in Tallinn®. The share of retail space
that was vacant was stable at 2-4% last year. The
tenants in shopping centres changed frequently,
but new tenants wanting the vacant space were
found quickly. The vacancy rates for industrial
space and storage space remain very low at just
over 3% (see Figure 16)™°.

The vacancy rate for commercial space, and
particularly for office space, may continue
to rise in the near future. Vacancies generally
react to a decline in economic activity after a

7 Estimate from Colliers that considers sales transactions for over 400,000 euros.

8 Tallinn dominates very much in the Estonian commercial real estate market, and the banks mainly finance investment in Tallinn.

9 The vacancy rate for office space rose during the recession of 2009-2010 from 7-8% before the crisis to 12%, and from 10% to

16% for older properties.

10  Occupancy rates for commercial properties for industrial purposes are generally better than those for other properties, as
they are mainly built to orders from future tenants. When manufacturing falls into greater difficulties than other sectors though, the
vacancy rate for industrial space can increase. The specific nature of the design of the properties can then make it harder to find

new tenants.
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Figure 16. Vacancies in commercial
real estate in Tallinn
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delay, like the labour market indicators. Demand
for office space is reduced by companies lowering
their headcount, and by them continuing to opti-
mise their expenses as the recession drags on.
A long-term trend that will affect demand is the
adoption of home offices and remote working that
started during the pandemic, and the consequent
reduction in the need for office space. Recovery
in consumer spending should improve matters
in retail. There may be pressure in the market
though from more new retail space coming onto
the market in the future given the amount of new
construction that has started.

The relatively high return on investment in
commercial property in Estonia has helped

businesses cope with the cost of financing
being much higher than it was. The average
interest rate on new loans to companies in real
estate and construction is double what it was a
year ago and has reached 8%. Rental prices have
risen primarily for new property, while rents for
older and less favourably located properties have
risen only a little because of the partial indexing™'.
Market participants are not forecasting a rise in
rental prices this year either, and the pressure
on prices in the segment of older office space is
more downwards. The average return increased
over the year by 0.5-1 percentage point to 7-9%.
The return on commercial property in Estonia
has consistently been higher than, for example,
the average return in the larger towns of Western
Europe, where it fell to 3-3.5% in places when
interest rates were low™.

REAL ESTATE AND
CONSTRUCTION COMPANIES
TOOK SUBSTANTIALLY LESS IN
NEW BANK LOANS THAN BEFORE

Loans to real estate and construction compa-
nies are arelatively large share of the portfolio
of corporate loans of the banking sector in
Estonia relative to other European countries.
The high level of concentration arises because
bank loans are the main source of funding for busi-
nesses in Estonia. The domination of construction
and real estate loans in the banking sector is also
typical in the Nordic countries (see Figure 17).

Figure 17. The share of bank loans to real estate and construction companies
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11 The widespread use of indexing to consumer price inflation in rental contracts has allowed property owners to raise their
prices strongly, but the difficult economic climate means that the actual rises agreed have been notably slower than inflation.

12 See for example BNP Paribas, Europe - CRE 180 Report, January 2024, pp 17-18, https://www.realestate.bnpparibas.com/

europe-cre-180-report-january-2024
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The growth in loans to real estate and con-
struction companies slowed notably during
2023, and stopped increasing as a share of
the loan portfolios of the banks during the
second half of the year. Annual growth in loans
to real estate and construction slowed from around
20% at the start of 2023 to 4.5% by March 2024.
The amount issued in new loans to companies in
real estate and construction was down 40% last
year. A slightly larger amount was issued in new
loans at the start of 2024, but this was because
of some individual large transactions (see Figure
18). Loans for funding office and retail space are
the largest part of the loan portfolios of the banks
(see Figure 19). Loans for funding housing devel-
opments are also a large part of the new loans
issued, but have a shorter maturity and so are a
smaller part of the portfolio.

There are some banks though where the
portfolio continues to grow fast and where
the concentration of loans for commercial
property is notably higher than in the sector
as a whole. Loans to real estate and construction
companies make up around half of the portfolio
of corporate loans and a quarter of the total loan
portfolio at some banks that have a larger risk
appetite and greater desire to grow their portfolios
(see Figure 20).

The interest margins on new loans to finance
commercial real estate have generally
remained similar to what they were in earlier
years (see Figure 21). The margins on loans for
housing development had risen over the year
by an average of two percentage points by the
start of 2024. This is mainly because most of the
loans issued last year for housing development
came from three smaller banks where the interest
margins had previously been higher than those
at other banks. Their market share grew last year
by more than 90%, or by around 15 percentage
points over the year. The average maturity of loans
has also extended, easing the repayment burden
of the loans as interest rates rise.

The ratio of the value of the real estate used
as collateral for the loan to the amount of the
loan shows the financing of loans has been
quite conservative. The loan-to-value (LTV) ratio
of around 60% of the loans in the portfolio of the
banks is below 50% (see Figure 22)®, The average
LTV on new loans taken in 2023 for investment

Figure 18. Portfolio of bank loans to
the real estate sector
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Figure 19. New loans issued for
commercial real estate
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Figt]ure 20. Growth in loans for commercial real
estate and share in the bank loan portfolio
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13 It should be remembered though that the claims are often backed by several different collaterals that may in turn be being
used to cover more than one claim, and the market value of the collateral does not reflect this.
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Fi%ure 21. Interest margins on loans to real
estate and construction companies over
six-month Euribor
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Figure 22. Distribution of LTVs of bank loans to
real estate and construction companies
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in construction and for financing the cash flows
of projects was lower than that for loans issued a
year earlier. The average LTV for both types of loan
taken from smaller banks has been higher in recent
years than the average for the sector though. The
risk level of the loan portfolio in Estonia is similar
to that of the Latvian and Lithuanian banks, where
over half of the loans have an LTV of up to 60%.

THE DEBT SERVICING CAPACITY
OF REAL ESTATE AND
CONSTRUCTION COMPANIES
REMAINS GOOD

The high level of leverage means that higher
interest costs affect the debt servicing
capacity of real estate companies more than
that of other companies on average. Real
estate companies have not particularly changed
their leverage in recent years, but they are still
more leveraged than companies in other sectors.
The leverage of real estate companies at the
end of 2022 was similar to what it had been in
earlier years at 68%, while it was 41% in other
sectors (see Figure 23), and the dynamics of bank
financing and profits suggest it remained in 2023
at a comparable level to earlier. Interest expenses
were a little more than a fifth of operating profit for
real estate and construction companies in 2022,
while for the rest of the corporate sector they
were a little under 10%. The sales revenues of real
estate and construction companies in 2023 were
about the same as a year earlier, but their profits
were down a little. The average interest rate on the
outstanding long-term bank loans to real estate

Figure 23. Debt liabilities and own
funds of real estate firms
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companies rose though from 4.3% at the end of
2022 to 6.5% by March 2024. This indicates that
the part of operating profit used to cover interest
expenses increased further last year.

The payment behaviour of companies in real
estate and construction has remained good
at the same time though. There has been no
increase in recent years in the volume of overdue
bank loans, and the part of the loan portfolio that
consisted of loans that were long-term overdue by
more than 60 days was only very small at 0.03%
in March 2024. The share of non-performing loans
has increased a little in early 2024 because of
impaired loans becoming non-performing, but it
remains small (see Figure 24).
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The risks to the banks from the real estate
market remain high. The exposure of the banks
to real estate and construction companies has
not increased, but it is relatively high. Those
companies have so far coped well with repaying
their loans, which has been possible because of
the buffers they built up in earlier years and their
strong financial position. The vacancy rate for
commercial property has started to rise at the
same time though, and it may continue to do so in
the near term. With weaker demand it is probable
that individual companies with a risky business
strategy will face difficulties in selling completed
projects and repaying their loans. If the recovery
in the economy should be delayed and a large
number of businesses fall into difficulties, it may be
that demand for commercial property declines to
a large extent. If a large amount of property comes
onto the market, property values, including the
value of the property used as collateral for bank
loans, could fall much further than they have done

Figure 24. Overdue and non-performing loans
of real estate companies
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so far. The risks to the banks are less because the
outstanding loans are generally a sufficiently small
amount of the value of the collateral for them.

Box 2: The risks to the functioning of the financial sector
from real estate funds in Estonia are low

The increased role of real estate funds in the
European commercial property market'* affects
thefinancial stability of the banking sectorthrough
their mutual interconnectedness. A rapid sell-off
of fund investments could cut the value of the
commercial real estate used as collateral for the
loans from the banks and so increase the risk
of loan losses. Tighter monetary policy, a sharp
drop in the amount of investment, and lower
demand in the European commercial property
market have reduced the value of European
real estate funds, including Estonian funds. The
funds are generally exposed to liquidity risk and
the risks from excessive leverage. The risks to
funds in Estonia remain small, though they have
increased a little recently.

Funds investing in real estate have grown

Figure B2.1. Assets of real estate funds
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substantially over the past decade in Europe and in Estonia because capital inflows and property
values have increased. The value of the investments of the funds fell in 2023, but at the end of
the year the assets of the 14 Estonian real estate funds were worth twice what they were five
years ago™ (Figure B2.1). The growth over the same period in the euro area was around 60%. The
annual reports of the funds show that the market value of the real estate investments totalled 1.5

billion euros, which is a little under 4% of GDP.

14 The presence of real estate funds in the European commercial real estate market has increased over a decade from

20% to 40%.

15 This does not represent the total value of real estate investment as real estate funds mostly do not own their real
estate investments directly, but through special purpose vehicles set up for that purpose.
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The funds mainly own cash flow generating commercial properties in the Baltic states. The
investments have been diversified in recent years and the shopping centres and offices in the
portfolio have been supplemented with production facilities, storage and logistics buildings,
rented housing, care homes, and hotels. Some funds also own forested land. About one third of
the investment is in real estate in Estonia, a little more than a third is in Latvian property, and a
little less than a third is in Lithuania.

Tighter monetary policy and the recession have affected the financial position of the real estate
funds and their cash flows. Publicly available reports show that the net asset value (NAV) of the
largest funds fell by 2-18% last year mainly because the values of the property investments were
reduced. The fall in NAV was still less than that in most other European real estate funds. The
conditions or statutes of the funds set a maximum leverage rate, which is 65% for the largest
funds. The reports of the funds show that the debt liabilities of the funds that use leverage
average 50% of the balance sheet. Some 200 million euros of the bank loans used by the larger
funds to leverage their investments are from banks operating in Estonia and make up around 5%
of all the bank loans issued to companies in real estate and construction.

The Estonian real estate funds are mainly exposed to refinancing risk. Liquidity mismatch is
limited because the real estate funds in Estonia are all closed funds, which means that the fund
manager is not obliged to repurchase units from investors before their maturity for their net value
if a large amount of investors want to exit their positions, and the units can only be traded on
the secondary market or on the exchange'®. However, the current high interest rates may make
it harder for the funds to refinance their existing loans. If real estate prices start to fall, the loan-
to-value (LTV) ratios of the loans could rise above the terms set in the loan contracts, in which
case the banks could start to require more collateral, or that the loan be repaid. That could then
provoke a forced sale and push the value of the property down further. This risk was realised last
year for one Estonian real estate fund that sold part of its portfolio to reduce its debt level.

The investors in Estonian real estate funds are generally professional investors, whose under-
standing of the investment risks is better than the average. The majority of the investors struc-
turally are pension funds, insurance firms, other firms, and non-residents. The investment in
Estonian real estate funds by pension funds is around 4% of the volume of pension funds.

In summary the risks of Estonian real estate funds are small, but they are a little larger than they
were. The funds are not exposed to liquidity risk from outflows of cash as they are all closed-type
funds. The risks to refinancing existing loans have been increased by the low level of transaction
activity in the commercial real estate market, an increase in vacancies and a fall in asset values,
together with the rise in interest rates, but the leverage of the funds is low enough that they can
cope with a larger fall in property values than has been seen so far. The risks are also reduced for
the funds because special purpose vehicles have mostly been used for the investments, limiting
how the risks from one property can pass through the whole fund.

16 The price of exchange-traded fund units fell by 3-45% last year.

TRANSACTION ACTIVITY IN THE
HOUSING MARKET REMAINS
SLOW

The combination of a fragile economy, a sharp
rise in base interest rates, and low levels of
consumer confidence brought the number of
transactions in the housing market last year

down to where it was in 2016-2017 (see Figure
25). The number of transactions for apartments
was about three quarters of the number in 2021,
which was an extraordinarily active year. The fall
may appear to be extremely sharp, but it should be
considered that the economic and interest climate
and the confidence of buyers are in a much worse
position than they were seven or eight years ago.
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Figure 25. Number of transactions with apart-
ments in the quarter and the average price
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The continuing feeling of uncertainty was
reflected in the real estate market in the first
quarter of this year. Transaction activity was
around 8% less than it was last year in the first
three months of the year, mainly because it was
well below the average in March. The most recent
data should give an adequate picture of the state of
the market though, as the purchases of new devel-
opments made at the peak of the market should
have passed out now, having also been reflected in
the statistics with a delay during the past year. This
is indicated by a drastic drop in sales transactions
with new apartments in January and February, as
the share of such transactions at 9% of the total is
well below its average of the past four years.

Demand being weak has not caused prices
for apartments to fall. Sellers have coped well
with it taking longer to make a sale and they have
avoided substantial price cuts, which indicates
their position is relatively secure. There were 16%
fewer transactions by number than last year, but
their total value was only down 9%. The average
square metre price for an apartment in Tallinn
in 2023 was around 6% more expensive than in
2022 and as much as 30% more expensive than
in 2021 (see Figure 26). Prices in the secondary
market largely remained unchanged last year, but
the prices of newly built apartments rose strongly
until the end of 2023. This meant that the price
level has essentially remained at around the peak
it reached in the middle of 2022, and the rise in
prices still largely reflects the transactions made
a year or two ago. Housing prices in Lithuania are
rising even faster than those in Estonia, while in
Finland they have fallen by around 9% from their
peak (see Figure 27).

Figure 26. Primary and secondary market
transactions and the average price
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Figure 27. House price dynamics in the
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Transaction activity and rising prices have
received some support from discounts
offered by sellers. These discounts may be that
the interest expenses or utility bills are covered
for a certain period, or that the kitchen, parking
space or storage room is bundled in for free with
the apartment. Given the size and the price of the
average newly built apartment sold in 2023, these
discounts could take 5-10% off the price.

WEAKER DEMAND FOR LOANS
HAS INCREASED COMPETITION
BETWEEN BANKS IN THE
HOUSING LOAN MARKET

The fall in the rate of transactions for real
estate was apparent in the market for housing
loans. The banks issued about 17% fewer housing
loans last year and the turnover of housing loans
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was down by almost a fifth (see Figure 28). The
state of the market has returned to normal, but
the rapid growth in lending in the intervening years
means that housing loans are the largest share
they have ever been in the portfolio of the banks.

Because there were fewer borrowers, the
banks had to make more effort to attract
clients. Various discounts were on offer last year
and interest rate margins on housing loans were
cut to compensate for the steep rise in Euribor
and the weaker level of competition (see Figure
29). The average interest margin on a new housing
loan in 2023 was much lower than it was in 2022
at 1.65% instead of 1.9%'". On top of the new
loans issued there was also a substantial increase
in refinancing of housing loans. This put pressure
on the banks to fight for their existing borrowers as
well as trying to attract new clients.

Euribor has risen a long way in recent years
and so has the average loan servicing cost for
new borrowers as a result. The average matu-
rity of new loans extended in consequence to 26.6
years by the fourth quarter of last year. This is the
longest maturity ever, as the average maturity four
years ago was 24.8 years. This is largely to be
expected though given how fast real estate prices
have risen in recent years.

The housing market may be expected to
stabilise in future. There were substantially fewer
new apartments sold in the first quarter of this year
than in the same quarter of any of the four previous
years. This means that the rush to buy real estate
after the pandemic that raised the average number
of transactions has faded and there will be more
transactions on the secondary market than before
in the near future. Employment has fallen in sectors
like construction and information and communi-
cations, where a lot of foreigners work, who are
potential tenants looking to rent in the housing
market. Reduced interest in renting lowers the
return on rented apartments and steers investors
to look for more profitable asset classes, and so
the appearance of more apartments for sale in the
market may put downward pressure on prices.

Any fall in housing prices will be restrained by
the sharpriseinrecent yearsin prices for land
and construction, the strong position of real
estate developers, and the much higher cost

Figure 28. Volume and number of
new housing loans
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Figure 29. Average interest rate margin on new
housing loans over six-month Euribor
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_Figure 30. Average salary and house price
index, 2015 =10
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17 The banks ran several campaigns last year with interest margins fixed for the initial years of the loan. This does not mean
though that the margin remains constant throughout the whole maturity of the loan.
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of borrowing than before. Analysts also expect
that the monetary policy rates of central banks will
descend from their current levels in the second
half of the year. This would make borrowing a
little cheaper for investors and for housebuyers,
encouraging increased activity in the real estate
market. Equally though, if the longer time that it
takes to sell should put any large real estate devel-
oper in a difficult position and lead to forced sales,
the downwards pressure on housing prices would
increase.

As the macroeconomic climate is starting
to recover though, it is not expected that
interest rates will come down very far from
where they now are. Nevertheless, cuts in base
interest rates may not be the main factor affecting
the attitude of people buying a home', as the
continuing strength of the labour market and
growth in wages will be more decisive. Wages
continuing to rise faster than prices for real estate
is expected to make housing less overvalued and
more affordable going forward (see Figure 30).

18

If the six-month Euribor fell from 4% to 3.5% for example, the monthly loan payments on a 25-year loan of 100,000 euros

would fall by around 30 euros.

Assessing the appropriateness of the risk weights for loans
backed by real estate and the minimum values for the loss
given default

Taking account of the slower growth in real estate prices, the good ability of borrowers to pay,
and the sufficiency of collateral, and basing its findings on the Capital Requirements Regulation
and the guidelines given in the EBA standards'®, Eesti Pank did not consider after its assessment
in spring 2024 that it needed to apply stricter requirements than before for loans backed by resi-
dential or commercial real estate.

This means that the requirements in the European Union's Capital Requirements Regulation
continue to apply to the banks operating in Estonia:
1. the risk weight for banks using the standard method is 35% for exposures to residen-
tial real estate with a mortgage and 50% for exposures to commercial real estate with
a mortgage;
2. the weighted average loss given default for banks using the IRB approach is at least
10% for retail exposures to residential real estate with a mortgage and at least 15% for
exposures to commercial real estate with a mortgage.

On 30 September 2023 Eesti Pank extended for two years the risk weight floor of 15% for the
mortgage loans of the IRB banks. The requirement was first introduced in September 2019.

19 EBA standards.

Box 3: Eesti Pank changed the conditions for calculating the
limit on the debt service-to-income ratio

The limit on the debt service-to-income (DSTI) ratio is one of the three requirements set by Eesti
Pank that commercial banks must follow when issuing housing loans?°. The requirement obliges
banks issuing housing loans to ensure that the monthly repayment of the principal and interest
on the new loan together with payments for all previous loans and leases do not exceed 50% of
the net income of the borrower. The requirement is a macroprudential measure that defines the
maximum borrowing capacity of the household wanting the housing loan and it helps to stop the
debt of households growing too much and so reduces the risk of excessively fast credit growth.

20 Ontop of the DSTI limit there is a limit of 85% for the loan-to-value ratio (LTV) or 90% if the loan is backed by KredEx,
and a maximum maturity for loans of 30 years.
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When the DSTI limit was introduced in 2015 it
was set so that the interest rate used to calculate
the monthly loan repayments for a housing loan
with a floating interest rate was the interest rate
in the loan contract plus two percentage points,
or 6%, whichever was higher. This was done to
make sure that the risk of interest rates rising
was not underestimated for loans issued with
long maturities at a time when interest rates were
low. Eesti Pank decided in January 2024 that
the additional two percentage points could be
disapplied and so from 1 April 2024 the calcula-
tion of the loan payments for the DSTI ratio uses
either the interest rate in the loan contract or 6%,
whichever is higher.

The rise in key interest rates reduced the
maximum credit capacity of borrowers

While the six-month Euribor was below 2% until
autumn 2022, an interest rate of 6% was used
in calculating loan payments. Since then the
additional two-percentage-point component of
the interest rate has been applied when calcu-
lating the DSTI limit (see Figure B3.1). Of the
loans issued in the fourth quarter of 2023, 42%
had an interest rate of 5.75-6%, and 37% had
an interest rate of 5.5-5.75% (see Figure B3.2).
This meant that the interest rate used in calcu-
lating the DSTI to assess the credit capacity of
the borrower was around 8% for a large part of
the loans issued.

As base interest rates rose, there was a substan-
tial increase in 2023 in the share of loans issued
with the DSTI close to or above the limit of 50%
(see Figure B3.3). The rise in the DSTI ratio shows
that higher interest rates meant borrowers had
to allow arelatively larger part of their net income
forloan payments, and equally that housing loans
became harder to access despite the average
wage rising. The requirement further limited the
possible borrowing capacity, because applying
the DSTI limit assumed an interest rate that was
two percentage points higher.

The additional two percentage points that were
added to the interest rate for the calculation
of loan payments meant that the maximum
housing loan available to a household wanting
to borrow was 17% smaller at the same income
level than it was a year earlier (see Figure B3.4).
Macroprudential measures should always be

Figure B3.1. Average interest rate for the
DSTI calculation
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Figure B3.2. Distribution of new housin
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Figure B3.3. Distrtibution of loans
by the DSTI ratio
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tightened or loosened following a risk analysis, Figure B3.4. Example of the maximum loan
amount for a borrower with a net monthly

and so the construction of this measure that income of 2000 euros
tightened automatically was not ideal in any B maximum loan amount (left scale)
macro or financial environment. For that reason debt-to-net income ratio (right scale)
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dynamics of the interest rate. Estonia decided in
2015 in favour of applying the DSTI limit because
of the practice that had evolved in the Estonian lending market for assessing the credit capacity
of those applying for a loan.

It is sufficient for the DSTI limit to use an interest rate of 6% for the calculation. The average
interest rate on housing loans climbed close to this when rates rose in 2020-2023 (see Figure
B3.1). The macro perspective calls for the calculation of the monthly loan payments to use the
highest point of the interest rate cycle. This particularly helps in reducing the risk when interest
rates are low of the DSTI ratio overestimating the maximum credit capacity of the borrower and
S0 underestimating the risks from the growth in their debt burden.

It should be remembered with changes to the DSTI calculation that estimates of the credit
capacity of individual borrowers and macroprudential goals do not entirely overlap. So although
it is not necessary for macroprudential supervision to add two percentage points to the interest
rate, the banks could continue to carry out analysis of individual clients and loans in accordance
with the micro-prudential guidelines?.

21 Norway, Czechia, Slovakia and Ireland for example. Latvia applies both a DSTI limit and a DTl limit in parallel.

22  See point 7 of the EBA Guidelines on loan origination and monitoring (EBA/GL/2020/06).
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THE PERFORMANCE OF THE SWEDISH BANKS MAY
IMPACT THE SUPPLY OF LOANS IN ESTONIA

The slump in the Swedish economy, the large debt of households, and structural problems in financing
the real estate sector have increased the risks to financial stability in Sweden. Problems for the Swedish
parent banks would probably also impact the price and accessibility of funding for the economy in
Estonia. The most recent estimates are that the Swedish banks will be able to cover their credit losses
from current profits before they need to start using the capital buffers they have accumulated. Their
access to financing has also remained good and the dependence of the banks in Estonia on their

parents has decreased.

THE SWEDISH BANKING
SECTOR IS LARGE AND HIGHLY
INTERCONNECTED

The banking sector in Sweden is one of the
largest in the European Union in relative
terms (see Figure 31). The consolidated total
assets of the Swedish banking sector are more
than two and a half times the GDP of the whole
country. The Swedish economy is bank focused,
like those in other European Union countries, and
the debt of the non-financial sector is large. The
largest Swedish banking groups are quite active in
foreign markets and a large part of the assets of the
banking sector are based in countries other than
Sweden, including the Baltic states, Germany, the
United Kingdom, and the other Nordic countries.

The Swedish banking sector is concentrated
and highly interconnected. The five largest banks
in Sweden have market share of more than 70% in
the credit market®®. The banks hold each other's
securities in their securities portfolios, and so they
are each a part of the investor base for one another.
This means though that if one large bank got into
trouble it could transmit the risks on to other banks
and even to the whole of the banking sector.

The Swedish parent banks of the subsidiaries
operating in Estonia are also important for
the Swedish financial sector. Both Swedbank
and SEB have been named as systemically impor-
tant banks in Sweden and their combined market
share for credit activities in Sweden is around
33%. Loans in Sweden are the largest part of the
loan portfolio of both banks, as they were around
82% of the Swedbank loan portfolio at the end of
2023 and 60% of the SEB portfolio, while loans
issued in the Baltic states were 14% at Swedbank
and 7% at SEB, and loans issued in other Nordic
countries were 3% and 16%. The Swedish TF Bank
also has a branch operating in Estonia that issues
loans backed by real estate, but it is still quite a
small bank within Sweden as its total assets at the
end of 2023 were less than one hundredth of the
total assets of the largest banks in Sweden.

THE RISKS FROM SWEDISH
COMMERCIAL REAL ESTATE
REMAIN A DANGER

The Swedish economy is in a downturn. It is
largely oriented towards exports and so is particu-
larly affected by the global business cycle and

Figure 31. Assets of banks to GDP by country, September 2023
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23  https://www.swedishbankers.se/media/5664/2310-competition-in-the-swedish-banking-sector-2023 _.pdf.
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geopolitical events. The Swedish central bank,
like those in many other countries, raised interest
rates along way in a short time to combat inflation.
Confidence is low among Swedish households
and companies, and consumption and demand
for loans have been cut back. The number of
bankruptcies has risen in some sectors including

construction, retail and restaurants, and it has
been small companies that have particularly fallen
into difficulties. The forecasts by various institu-
tions show the first green shoots of recovery and
inflation should come down over the next couple
of years while growth returns to the economy.

The close foreign trade and investment
links between the Estonian economy and
Sweden mean that the Estonian economy
and financial sector are also vulnerable to
risks coming from there. Sweden is an
important trading partner and source of
direct investment and so its performance
is important for the revenues of Estonian
exporters and their ability to pay their loans,
and more broadly for the performance of the
whole Estonian economy.

Sweden is an important trading partner for
Estonia, but its importance has diminished
over the past decade. The total value of
goods and services exported to Sweden
in 2023 was about the same as it was ten

Sweden as Estonia's trading partner

Figure 32. Estonia's exports to Sweden

——goods (left scale)
services (left scale)
Sweden's share of Estonia's total exports (right scale)

2,500 20%
2,000 16%
i \ /\
S
1,500 12%
o«
=)
o
1,000 8%
500 4%
0\ 1 1 1 1 1 1 1 1 1 J OU/
+ 1B © N ©®© O O r o ® °
- £ 2 ¥ ¥ £ & & & &
S © o S & © © © ©
&8 &8 & &§ §8 & §8 § & «

Sources: Eesti Pank, Statistics Estonia

years ago while Estonia's total exports grew at the same time by around 80%. The share of
Estonia's total exports going to Sweden has consequently fallen from 15% to below 9% (see
Figure 32). Sweden was Estonia's second most important trading partner only five years ago,
but in 2023 it had fallen into fourth place. The decline came mostly from exports of goods, as
Sweden remains the second most important destination for exports of services.

Estonia's exports to Sweden have faced difficulty in the past couple of years because the
construction and real estate market in Sweden has cooled substantially, the Swedish krona has
weakened, and the economy has overall been in a poor position. Exports to Sweden of various
construction goods such as wood and wood products and of manufactured goods were down
in 2023 as a result. A steeper drop in exports of goods was avoided because there was some
minor growth in machinery and equipment, which is the largest group of goods. A large part of
the exports of machinery and equipment from Estonia are base stations for communications
networks, data processing and similar equipment, and parts for them. This group of goods is one
of the largest export items from Sweden, which suggests that orders in this area are probably
affected not so much by the economic circumstances in Sweden as by demand in Sweden's
export partner countries and by the general global development of the sector. Exports of services
to Sweden continued to grow in 2023, and only construction services saw a small decline.

A slow recovery in the economy is forecast for Sweden. The Swedish central bank forecasts
that the economy will remain this year at about the level it was last year?*, while investment will
continue to decline. As a large part of Estonian exports to Sweden are investment goods, this
decline will make it hard at first to increase export revenues. The economy and investment should
start to grow again in 2025, with both gaining 1.9% at constant prices.

24 https://www.riksbank.se/globalassets/media/rapporter/ppr/penningpolitiska-rapporter-och-uppdateringar/

engelska/2024/monetary-policy-report-march-2024.pdf.

° 25


https://www.riksbank.se/globalassets/media/rapporter/ppr/penningpolitiska-rapporter-och-uppdateringar/engelska/2024/monetary-policy-report-march-2024.pdf
https://www.riksbank.se/globalassets/media/rapporter/ppr/penningpolitiska-rapporter-och-uppdateringar/engelska/2024/monetary-policy-report-march-2024.pdf

EESTI PANK e FINANCIAL STABILITY REVIEW e 1/2024

High inflation and high interest rates are
squeezing Swedish households. The debt
of Swedish households is 190% of incomes.
Around half of households have a housing loan,
and interest payments as a ratio to disposable
income doubled to 8% in 2021-2023. The labour
market has generally resisted the recession well,
but there are some signs of cooling there too. The
unemployment rate was 8.1% in February, while
growth in employment has slowed to close to 1%.
Households have so far coped well with repaying
their loans, but the number of applications for
payment holidays has risen.

The business climate in Sweden remains
difficult for commercial property companies.
The commercial real estate sector is more vulner-
able to cyclical risks and the debt burden of the
sector in Sweden is large. The rise in the price
of financing is also squeezing the profitability of
companies. Some commercial real estate compa-
nies have succeeded in maintaining cash flows by
raising rental prices. The higher price of financing
has also been balanced by derivative transac-
tions signed earlier that are now slowly reaching
maturity. The situation is made harder by the fall
in demand that has raised the vacancy rate and
reduced real estate prices. Companies operating
in residential real estate have been hit the hardest
followed by companies with low ratings. The
commercial real estate sector is highly concen-
trated and the ownership relationships are tightly
interwoven. Some companies have so far held up
better, but there may be difficulties if pressure to
sell were to cause prices to fall across the whole
market. The first signs of improvement are visible
in the economy, and so demand may be expected
to recover in the commercial real estate market
after some time. New construction had dropped in
the meantime, and this will put upwards pressure
on prices moving forward.

The refinancing risk of bonds has eased a
little. Half of the commercial real estate sector in
Sweden is funded by bonds, and the other half
by bank loans. Around 100 billion krona of bonds
will need to be refinanced each year in the near
future (see Figure 33). A large part of this is secu-
rities issued by commercial real estate compa-
nies with low ratings that could find it difficult and
too expensive to access financing. They have
been successful so far in refinancing their debt at

Figure 33. Debt securities issued by property
companies by maturity profile
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favourable prices though. The access of compa-
nies with higher ratings to the bond market has
held up well, and the stronger companies have
also received financing support from the banks.
The debt for the commercial real estate sector as
a whole grew a little last year.

Loans to commercial real estate companies
are a large part of the loan portfolios of the
Swedish parents of Estonian banks. The expo-
sure to real estate of the Swedish banks was the
largest in the European Union last year. Loans to
commercial real estate companies were around
40-50% of the corporate loans issued last year
by the Swedish parents of Estonian banks. The
average loan-to-value ratio of the loan portfolios
of those banks was relatively conservative though
at around 50%. Data from the European Banking
Authority show that the share of non-performing
commercial real estate loans in the Swedish
banking sector was low at 0.3%%.

MORE CAPITAL THAN EXPECTED
MIGHT BE NEEDED IF CREDIT
RISKS ARE REALISED

Although the capitalisation of the Swedish
banks is relatively high in comparison to
that of other European banks (see Figure 34),
their ratio of equity to total assets is below the
average and their leverage is high (see Figure
35). The Swedish banking sector is well capital-
ised because the Swedish banks use internal risk
assessment models. This has let them bring down
the risk weights on risk assets, meaning that less

25  European Banking Authority. Risk dashboard.
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Figure 34. Total own funds ratio of the banking sector, December 2023
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Figure 35. Leverage ratio of the banking sector, December 2023
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capital is needed to comply with the minimum
capital requirements. The assets of the banks
could turn out to be riskier than foreseen by the
risk assessment models as the economic climate
deteriorates. This could mean that there are larger
loan losses or write-downs of assets than fore-
seen. The Swedish central bank has also recom-
mended that banks hold larger capital buffers in
the current uncertain economic climate than the
current capital requirements call for?.

Stress tests of the banks show that the
Swedish banking sector has sufficient buffers
to cope with possible shocks. The stress tests
carried out in 2023 by the European Banking
Authority?” and the negative scenario used for the

assessment programme of the financial sector by
the IMF found that the Swedish banks have suffi-
cient capital to cover possible losses. Swedish
banks are helped in coping with possible shocks
not only by their buffers but also by their good
capacity to earn profits, which means that they
can cover credit losses from current profits before
they need to start using their capital buffers.

THE ABILITY OF SWEDISH BANKS
TO ACCESS FUNDS FROM
MONEY MARKETS AND CAPITAL
MARKETS HAS REMAINED GOOD

Conditions in money and capital markets
and the attitude of investors continue to play

26  Financial Stability Report 2023/2, Riksbank.

27 Stability in the Financial System, Finansinspektionen. 28 November 2023.
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a large part in the financing of the largest
banking groups in Sweden. The Swedish banks
are relatively large and their clients have histori-
cally preferred to invest money rather than holding
it on bank deposits, and so the banks have had to
look elsewhere to fund their activities, and have
primarily turned to the financial market. The banks
have for example issued covered bonds to finance
their housing loans, and as the local Swedish bond
market is quite small, they have issued securities
outside Sweden.

Investors have for a long time considered
the risks of the Swedish banks to be lower
than those of other European banks, but of
late those risk assessments have started to
converge. The Swedish central bank has stated?®
that the Swedish banks have been in a relatively
better position than other banks in Europe in the
eyes of investors in equity and bonds, but those
investors have become more pessimistic since the
start of 20283. The change in the risk assessments
of investors in the securities of Swedish banks
may have been changed by Russia's invasion of
Ukraine in 2022, which increased the geopolitical
risk in the region. The market-based financing of
the Swedish banks has become more expensive
than it was a couple of years ago, but investors
remain happy to finance them. Risk margins over
sovereign bonds have not particularly changed
this year (see Figure 36).

SUBSIDIARIES ARE LESS
DEPENDENT ON THEIR PARENT
BANKS THAN THEY WERE

Banks that are part of the Swedish banking
groups cover a very large part of the banking
market in Estonia with around 55% of assets.
At the end of last year the branches of Swedbank,
SEB and TF Bank held 72% of the deposits of
Estonian households and companies and they
had issued 64% of the total loans to the non-finan-
cial sector at the same time.

The banks in Estonia are much less closely
linked to their Swedish parents through
funding channels than they were at the time
of the global financial crisis. Growth in deposits
in Estonia was exceptionally strong by the middle
of 2022, and the need of the banks for other
sources of funding fell to record low levels. After

FigSure 36. Yield to maturity of covered bonds
in SEK of SEB and Swedbank

Il yield spread
yield to maturity
4.5%

4.0% & AN

3.5% 3

3.0%

2.5%

2.0%

1.5%

1.0%

0.5% W

0.0%
2021 2022 2023 2024

Last observation 12.04.2024
Sources: Bloomberg, Eesti Pank calculations

NG

Figure 37. Banking sector liabilities and the
loan-to-deposit ratio
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that the growth in deposits was slower than that in
the loan portfolio and so the banks in Estonia with
Swedish parents started again to increase the
amount of funding that they got from other credit
institutions. Intragroup financing from other Baltic
units has increased in importance as part of this.
Publicly available reports show that client deposits
at Swedbank exceed the volume of loans issued,
but this is not the case at SEB. It should be noted
though for both banks that the connection to the
parent bank is much smaller than it was in the
past, and the loan-to-deposit ratio is lower (see
Figure 37). Funds from other banks provided 43%
of the financing of the banks of Swedish origin
operating in Estonia at the start of 2008, while in
February 2024 this share was a little below 10%.

28  Financial Stability Report 2023/2, Riksbank.
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A couple of years ago the banks in Estonia
increased their positions on the assets side
that were connected to Swedish credit insti-
tutions. By the end of last year the balance sheet
of the Estonian subsidiaries had a total of around
a billion euros of loans to credit institutions, the
majority of which was in loans to Swedish credit
institutions. The connection to the parent banks
on the asset side is still looser than it was further
back in the past. Claims on credit institutions were
60-70% of the liquid assets of the subsidiaries in
Estonia at the start of 2008, but by now they are
on average one fifth of that. Liquid assets are a
much larger share of the assets of the Estonian
banking sector than they were further back in the
past (see Figure 38), and the liquid assets of the
two Swedish subsidiaries are half of the liquid
assets of the banking sector in Estonia

The financing of the Estonian economy could
be affected if the parent banks face more
serious problems. The Estonian units within the
groups are too small to be able to offer support to
the Nordic banking groups in the event of larger
liquidity problems. Liquidity problems at the group
level would however put limits on the liquidity avail-
able to the units in Estonia. If credit risks were to

Figure 38. Banking sector liquid assets and
their share in total assets
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be realised, the available capital buffers of the
Estonian units could be counted to cover the risks
of other parts of the group. It is also possible that
problems at the parent banks would cause the
funding support to the subsidiaries in Estonia to be
substantially withdrawn. In general the emergence
of problems would probably lead to a review of
the lending standards of the whole group and this
could reduce the supply of loans in Estonia.

trade connections.

The Swedish banks' earlier experiences of crises

There was a banking crisis in Sweden in the early 1990s that was preceded by rapid growth in
real estate prices and bank loans. There were not enough deposits to fund the strong growth
in borrowing and so the banks accessed additional funds from the money and capital markets
and became more exposed to market risk. Pressure to maintain the fixed exchange rate of the
currency led the Swedish central bank to raise interest rates sharply, and this quickly pushed
up the interest expenses of borrowers. The recession and the rise in interest rates meant that
borrowers were unable to service their loans, and the insolvency of borrowers and the fall in real
estate prices caused loan losses. The banks also found difficulties in accessing financing from
the money and capital markets. The Swedish banks only entered the Estonian banking market
in the early 2000s, and so the earlier crisis only affected the Estonian economy through foreign

The Swedish banks also fell into difficulties during the global financial crisis at the end of 2008
when demand for their covered bonds dropped and both the Riksbank and the Swedish state
treasury had to intervene in the covered bond market. Demand for the bonds issued by the
Swedish banks fell, and so the Swedish state treasury had to buy the covered bonds of the
Swedish banks and the Riksbank allowed the banks to use their covered bonds as collateral
for loans from the Riksbank. The peak value of the bonds used as collateral for the central bank
reached 500 billion krona and loans from the Riksbank to the banks were of 375 billion krona.
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The turnover of loans in Estonia fell sharply
at the end of 2008 and at about the same
time the loans and deposits of the subsid-
iaries of the parent banks operating in
Estonia also started to decrease rapidly as
new financing was not forthcoming from
the parents (see Figure 39). By the middle
of 2009 the funding of the banks and the
volume of bonds issued were down around
15% and the amount issued in loans to
companies and households in the second
quarter of that year was about half the
amount a year previously. It is difficult to say
though how much the reduction in financing
from the parent banks affected the supply
of loans, as demand for loans was modest
at the time and lending policies were tight-
ened, with risk margins increasing a long
way for example.

Figure 39. Liabilites of the banking sector and
new loans granted to the non-financial sector
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REDUCING THE CAPITAL BUFFERS OF THE BANKS
MAKES THE BANKING SECTOR MORE VULNERABLE

High interest rates led to record profits for the Estonian banking sector last year. There was a substan-
tial increase in net interest income, mainly driven by loans linked to Euribor, as the increase in income
from interest rates on loans was notably more than that in financing costs. The profitability of the banks
was also bolstered because demand deposits are a large share of total deposits and are generally not
remunerated in Estonia. As profits have increased, so some banks have paid out larger dividends, even
though there is greater uncertainty than usual about the future development the economy. For the banks
to be able to play their role in financing the economy even during the current difficult circumstances it is
necessary for them to have enough of their own funds.

HIGH BASE INTEREST RATES LED
TO RECORD PROFITS FOR THE
BANKS

The highbase interest rates that have resulted
from the monetary policy of the European
Central Bank have substantially increased
the interest revenues of the banks. The loan
portfolio of the banks in Estonia mainly contains
loans that have interest rates fixed to Euribor,
which means that base interest rates pass rela-
tively quickly through to borrowers. The banks
continue to fund themselves largely from deposits
(see Figure 40), which are mainly not linked to
base rates and so the remuneration of them does
not change automatically. Getting a higher return
on deposits requires a deliberate action from the
client, and may need them to change bank. The
share of term deposits, which are remunerated
better, has increased as base rates have risen,
but depositors searching for better returns cannot
automatically keep pace with changing rates on
loans, and so while base rates were rising the
interest revenues of the banks increased faster
than their interest expenses did.

Demand deposits, which are generally not
remunerated in Estonia, play a very large
part in the profitability of the banks. Demand
deposits have declined over the year as a share
of total deposits from around 80% to about two
thirds, but they still remain a substantial source of
profits for the banks. The larger banks have more
demand deposits, and so they are affected more
by them.

The profitability of the banking sector has
also been supported by the quality of the loan
portfolio remaining good. The banks have not
yet considered it necessary to increase their provi-
sions made to cover doubtful receivables very
much despite the recession. It may be expected
that the share of problem loans will increase if
conditions in the economy remain difficult for

Figure 40. Banking sector interest income and
interest expenses, annualised
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Figure 41. Income, expenses and net profit of
the banking sector, annualised
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a long time, but high interest revenues will help
neutralise the effect of any write-downs in the loan
portfolio for the time being.

The return on assets of the banks almost
doubled in 2023 (see Figure 41). The return on
assets for the sector as a whole increased from
1.3% on average in 2022 to 2.4% in 2023. The
systemically important, or larger, banks have
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gained more from the higher interest rates than
the smaller banks have, as the smaller banks
largely fund themselves from bonds and funds
taken in through international platforms, and they
have fewer demand deposits. A financing struc-
ture that is sensitive to the market makes a bank
more vulnerable. The smaller banks are also more
sensitive to credit risk in places, as assets with
higher risk levels, including consumer loans, figure
more significantly in their portfolios.

If growth in the economy pans out as Eesti
Pank forecasts, the profitability of the banks
may be expected to decline moving forwards,
though it will still remain at a strong level. The
rapid growth in interest revenues should soon
end, as it is expected that the trend in monetary
policy rates will change while the share of term
deposits will probably grow for some time yet.
Factors that helped boost interest revenues while
monetary policy rates were rising will start to work
in the opposite direction as those rates fall, as
the interest revenues earned from loans will fall
automatically in accordance with contracts, while
the remuneration of deposits will depend on the
duration of the contracts that have been signed for
them, and on the level of competition. Profitability
may also be affected more than before by an
increase in problem loans, though the impact of
loan losses is expected to remain moderate for the
time being.

A LOWER LEVEL OF OWN
FUNDS MAKES IT HARDER FOR
THE BANKS TO COPE WITH
DIFFICULTIES

The capitalisation of the banks is generally
strong. The total own funds ratio of the bank
groups was around 22% at the end of 2023,
and the lowest figure was 16%. Aggregate own
funds exceeded the base requirements and buffer
requirements by more than a billion euros (see
Figure 42).

The tax environment has encouraged the
distribution of profit. The level of own funds
of the larger banks was previously high because
their owners chose to accumulate profits within
the business since income tax was only paid
when dividends were distributed. There has been
a greater preference for distributing profits since

Figure 42. The capitalisation of the banking
sector at the end of 2023
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Figure 43. Capital adequacy of banking
groups at the end of 2023
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the lower rate of tax on dividends paid out regu-
larly was introduced®. As assets have increased,
the average level of own funds has decreased (see
Figure 43).

There has been some preference for taking
subordinated loans rather than keeping
profits within the business (see Figure 44).
Financial instruments with this level of risk are
more expensive than liabilities with lower risk, but
the banks have so far succeeded in accessing
funds with this risk level at a lower price than the
return expected by shareholders on equity; the
annual fee for subordinated funds offered to the
banks in 2023 was up to 12%, while the return on
equity targeted by shareholders was up to 20%.
Subordinated liabilities, unlike share capital, have

29 Dividends paid out regularly have been taxed at 14% since 2019.
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Figure 44. Own funds of credit institutions
as % of assets as at the end of 2023
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Figure 45. Change in risk positions
from 2022 to 2023
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a limited maturity and will need to be replaced in
future, and this cannot always be done with the
same conditions.

Assessment of the level of own funds at the
banks needs to take account of how risky
the assets of the bank are. The banks that use
the standard method for assessing the riskiness
of assets use assigned risk weights, but those
that use credit risk assessment models based on
internal ratings assess risks from their own earlier
experience and forward-looking risk assess-
ments. This allows them to take closer account
of the specific nature of their loan portfolio, but
contains the danger that earlier experience may
underestimate future risks.

The estimates of the riskiness of assets by
the two banks that use internal models have
started to diverge more than before. SEB and
Swedbank are the IRB banks that have been
authorised to use their Internal Ratings Based
models for risk assessment in Estonia. Data
released by Finantsinspektsioon show that the
risk exposure amount of Swedbank has increased
by around 12% with growth in assets at 4% a year,
while the risk exposure amount of SEB Pank®® has
shrunk by almost 2% with asset growth at almost
5% (see Figures 45 and B5.1). Swedbank has esti-
mated the credit risk of various borrowers and
also the general operating risk to be higher than
before. The more conservative approach means
that the bank needs to hold more own funds as

a ratio of assets, and that is welcome from the
perspective of financial stability. The risk exposure
amount of Luminor bank decreased by over 17%
over the year while its assets grew by around 5%.
The bank has stated that the risk exposure amount
was mainly reduced because of improvements in
data quality and refinements to the methodology
for measuring risk exposure®'.

Assessment of the level of capitalisation of
the banks needs to observe the relationship
of own funds to risk-weighted assets. The
figure exceeds 9% for the larger banks and is in
the region of the average for the larger banks in
the European Union, which was 5.6% at the end
of the third quarter of last year, while the average
for other banks was 9.3%. The lowest ratio of own
funds to risk-weighted assets among the banks in
Estonia was still more than double the minimum
required of 3% at the end of 2023 (see also Figure
35).

A tax environment in future that favours the
distribution of profits could cause capital
buffers to be reduced further. The tax changes
that start to apply from 2025 may encourage the
distribution of profit earned earlier as the income
tax rate of 14% for dividends paid out regularly will
be eliminated from 2025 and the income tax rate
on dividends paid will rise from 20% to 22%°.

Banks that have smaller capital buffers will
have less capacityto cope with circumstances

30 Data for the SEB Group as the group is exempt from submitting bank-based data.

31  https:/luminor.ee/s3fs-public/documents/luminor-annual-report-2023.pdf.

32 The advance income tax rate will start to apply to the banks at 18%.
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that are more complicated than they are
today. It is especially important if the economic
climates remains difficult that the banks have
sufficient buffers that they can cope with larger
loan losses than they face at the moment. An
increase in problem loans would be reflected in an
increased requirement for own funds at the banks
using internal models for risk assessment, and so
it is important that those IRB banks take this into
account when planning their capital levels.

Eesti Pank and Finantsinspektsioon have
both set additional requirements for the own
funds held by the banks in order to ensure
the resilience and continuation of the banks.
The banks have had to hold 1.5% of risk-weighted
assets to comply with the countercyclical capital
buffer requirement since 1 December on top of
the base requirement for own funds and the

capital conservation buffer. The four largest banks
have to hold an additional 2% in own funds for the
systemically important institution buffer. The IRB
banks have to meet the own funds requirement by
applying a minimum risk weight of at least 15% on
average to the mortgage-backed claims of resi-
dents of Estonia. Banks that have issued housing
loans in Lithuania have to hold additional capital
under the Lithuanian rules of 2% of the value of the
housing loans issued there. Finantsinspektsioon
and the European Central Bank have also
subjected the banks to individual requirements
that are arrived at from supervisory considera-
tions. The additional requirements for the larger
banks are of 3-5.5% and they must also meet the
requirements of the European Single Resolution
Mechanism, which apply in parallel to the require-
ments of the central banks and supervisors.

Box 4. The impact of the price and structure of financing for
the banking sector on the average price of funding and the

return on assets

Therise in interest rates since the middle of 2022 combined with changes in the structure of liabilities
have increased the cost of financing for the banks operating in Estonia. The European Central Bank
raised monetary policy interest rates a long way in a short time from the middle of 2022 to tackle
excessively high inflation in the euro area. This caused other interest rates to rise and to a greater or
lesser extent raised the prices of the various types of financing used by the banks in Estonia. The
cost of financing for the banks was pushed up not only by the higher interest rates but also by the
increase in the share of term deposits, which are a relatively more expensive source of financing.
The gap between the interest rates on term deposits and demand deposits widening encouraged
depositors to move their money from current accounts and into term deposits. This development
raises the question of how much the average price of the funding used by the Estonian banking
sector depends on interest rates and the structure of liabilities.

The simulation model of the Estonian banking sector, which uses historical data, finds the average
cost of funding for the banks is affected most by the market interest rate, and least by the struc-
ture of liabilities. A theoretical mathematical model has been compiled to observe the impact
of the market interest rate, the resource margin® and the structure of liabilities as the different
components in the cost of financing, and it uses a Monte Carlo simulation based on the historical
distribution of those components®. The results of the simulation show that the average cost of
funding for the banking sector is affected most by the market interest rate. The interquartile range
of the impact of the market interest rate is almost three times larger than that of the resource
margin and more than six times larger than the interquartile range of the structure of liabilities

(see Figure B4.1)

33 The resource margin is the difference between the price or interest rate of the funds used and the market interest

rate, which is the six-month Euribor.

34 The simulation uses data from 2004-2023 and each simulation uses 100,000 iterations. It simulates 1) the funding
structure separately; 2) the resource margin separately; 3) the market interest rate separately; and 4) all the components
together. The extent of the impact is found by subtracting the average cost of funding based on the median value of the

components from the simulated result.
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Figure B4.1. Impact of components* Figure B4.2. Divergence of the resource

on the average price of resources for margin from its historical median* as at
the banking sector 31.01.2024
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Although the market interest rate has the largest Figure B4.3. Average resource margin
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if market interest rates were to fall sharply, the
interest income from loan contracts would decline faster than the interest expenses on financing
used, and this would have a short-term negative impact on the net interest income of the banks
and on the return on assets. A theoretical cut in the market interest rate of one percentage point
while other conditions remain the same would temporarily reduce the net interest income of the
banks by around 279 million euros, and the return on assets would then be 1.7%, which is 0.7
percentage point lower than at the end of 2023%.

The cost of financing for the banking sector is currently at historically low levels and so it remains
possible that the return on assets may face downwards pressure. To assess whether the average
cost of financing for the banking sector is currently high or low, the current resource margin
would need to be compared with the historical average. At the end of 2023 the resource margin
for all the sources of financing was lower than the median for 2003-2023 (see Figure B4.2). It may
theoretically be assumed that the resource margin over the longer perspective will move towards
its historical average (see Figure B4.3), in which case the average annual cost of financing for the
banking sector given the current funding structure would follow it upwards from 2.4% now to a

35 Theimpact is calculated using the profit and balance sheet for 2023 and the interest revenues, interest expenses
and return on assets from 2023.
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possible 4%. Assuming that all other conditions remain the same, net interest income would in
this case fall by 654 million euros and the return on assets would then be 0.7%, or 1.7 percentage
points lower than at the end of 2023.

The return on assets of the banks may also be affected by sudden changes in the structure of
their funding. The possible impact of the funding structure on the average cost of financing for the
banking sector is assessed using the model described earlier using the current cost of financing
as the average simulated cost of financing, and the historical structure of liabilities. The results of
the simulation show that in the most negative scenario with the most unfavourable structure of
liabilities the average cost of financing of the banks would rise to 3.5% with the price of financing
as it currently is. Assuming that all other conditions remain the same, net interest income would
in this case fall by 497 million euros and the return on assets would be 1.1%, or 1.3 percentage
points lower than at the end of 2023.

In summary these data covering 20 years suggest that the average cost of funding of the banking
sector in Estonia is affected most by the market interest rate and the return on assets is affected
most by the resource margin. Although the market interest rate has a substantial impact on the
average cost of funding of the banks and so on their interest expenses, it has less impact on
the return on assets of the banks because a very large part of the loan portfolios of the banks
has floating interest rates. This means that changes coming from the market interest rate are
passed through into both interest income and interest expenses. The resource margin, which is
the difference between the cost of financing used and the market interest rate has most impact
overall on the return on assets of the banking sector. The resource margin is currently quite low
in historical terms and so there is room for competition to increase in the banking sector just
through the cost of financing.

Box 5: The capital adequacy regulation in the European
Union is changing

The European Council and the European Parliament have reached a general agreement on how
to amend the prudential legislation of banks in the EU. The texts of the draft legal acts have been
made public®, but they will only come into force when they are published in the Official Journal
of the European Union. The changes to the updated regulation will apply directly to the banks,
while those in the directive need to be transposed into domestic legislation within a year and a
half at the most.

The changes to the rules affect the requirements for assessing risks and for governance of
credit institutions. Supervisory authorities will gain additional powers. One of the most important
changes is that IRB banks that use internal ratings based models to assess risks will have to
make a calculation in parallel using the more conservative standard approach. The IRB banks
will have to hold own funds against at least 72.5% of the risk exposure amount found using the
standard approach by the end of the five year transition period. The change means that should
internal models indicate a lower need for own funds, the banks will have to hold capital in line with
the calculations made using the standard approach.

The principles for calculations of risk in various areas will be adjusted. One change is that the
calculation of risks to residential and commercial real estate will start to take more account of
the value of collateral. This may increase or reduce the capital requirements for the banks from
what they are today depending on the assessment method they are using and the collateral in the

36 https://finance.ec.europa.eu/news/latest-updates-banking-package-2023-12-14 en.
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portfolio (see Figure B5.1). The impact of this for
the banks operating in Estonia is partially offset
for residential real estate by the requirements
set by Eesti Pank in 2015 for lending and by the
risk weight floor for mortgages of 15% set for
the IRB banks from 2019.

The principles for calculating operating risk will
also change. The new approach for assessing
REA will be based more on the operating
volumes of the bank.

Market participants will at the same time have to
follow the requirements in other legislation about
climate risk, and monitor, assess and if neces-
sary react to increases in the risks and changes
in the legislative environment. Macroprudential
supervisory institutions will if needed have the
right to set buffer requirements against climate
risk for the banks.

Figure B5.1. Risk positions of credit insti-
tutions, % of assets as at the end of 2023
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APPENDIX 1. The carbon intensity of housing loans is
estimated to be quite low

International climate agreements and ambitious climate targets have in the past decade substan-
tially increased the probability of transition risks being realised. Supervisory institutions have
increasingly directed the banks to analyse the exposure of their assets to carbon-intensive
sectors. The banking sector in Estonia has taken some steps in assessing climate risk, but there
remains a lot of uncertainty around it, particularly because of the lack of data.

Assessing the risks to the banking sector from the transition to an economy that is sustainable for
the climate needs the carbon intensity of the assets of the banks to be measured. A larger carbon
footprint and greater carbon intensity in the portfolio indicate larger risks, as they make it harder
to adapt the portfolio. Housing loans are around half of the total loan stock in Estonia, at 44% at
the end of January, and so the carbon intensity of the portfolio of the banking sector depends
to a large extent on the carbon emissions of the collateral used for housing loans. This makes it
important for financial stability to assess the carbon intensity of the housing loan portfolio of the
banking sector.

It is very hard to assess accurately the carbon emissions of the housing loan portfolio, as there
are so few data available. Databases do not contain interconnected data on emissions of green-
house gases, energy producers and credit. This analysis uses the results of the 2021 wave in
Estonia of the Household Finance and Consumption Survey (HFCS). The data collected from the
HFCS give a detailed picture of households, their borrowing behaviour and their spending on
energy over a year. This makes it possible to estimate the amount of energy used in a year by
each household with a housing loan. The exact form of heating used by the household is not
known, and so the energy use for each household is distributed as for the average Estonian
consumer®, meaning it is assumed that each household consumes energy from the typical
combination of sources. The CO, emissions of the energy consumption of the household are
estimated by dividing energy consumption by the average end-user price for household
consumers, and multiplying the result by the standard coefficient®®. So for natural gas for example:

. L (household gas consumption * gas emission coefficient)
gas consumption carbon emission kg =

the price of final gas consumption

The carbon emissions from the energy consumption of the average household in Estonia with a
housing loan are around 1.97 tCO_e a year. The only other central bank to have made a similar
analysis is the Irish central bank, where the annual emissions of the average household were esti-
mated at 9.9 tCO,e. The European Commission regularly publishes data on the greenhouse gas
emissions of the heating and cooling of households per resident. Those data cannot be directly
compared with the results of this analysis, as they do not contain credit data, but they do give a
picture of where the emissions of Estonian households sit on the international scale. The emis-
sions by Estonian households from heating and cooling are among the lowest in the European
Union. Data from 2022 show that the CO,e emissions of households in Estonia are most similar
to those of households in Malta and Finland, while households in Portugal emit about 25%
less. Countries where households emit substantially more carbon dioxide than in Estonia include
Luxembourg, where the figure is 8.3 times more, Belgium at 7.8 times more, Ireland at 7.6 times,
Germany at 5.9 times, and the Netherlands at five times more (see Figure A1.1).

Estimating which households with housing loans have contributed most to climate change
needs an understanding of which characteristics of households are the main causes of carbon

37 Data from Statistics Estonia for 2021.

38 The standard coefficient is estimated scientifically for each country.
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Figure A1.1 Household greenhouse gas emissions per capita in the European Union
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emissions. The impact analysis for the household emission factors uses a regression model
based on the existing data. The estimation of the model assumes that the characteristics in
the HFCS of size of house, income and number of members in the household, which are not
associated with energy consumption, correlate with real energy consumption. The model can
be written as:

Y=X[+¢
where:
Yis the carbon dioxide emissions of the household from energy consumption, kgCO,e,
[ is the vector of the regression coefficient, and
Xis a matrix of the corresponding explanatory variables for house size, number of household
members or income.

Table A1.1 Estimation of the main determinants of household carbon emissions

Dependent variable: household emissions from energy consumption

. 2076.97*** 2470.10*** 1763.30***
intercept 0 0 0
. . 4.31 5.53 3.74

size of dwelling -0.013 -0.001 -0.004
number of household members 836'24 308'70
income 0.013*** 0.009***

0 0
adjusted R? 0.068 0.053 0.085

Standard errors for the coefficients are in brackets and show how reliable they are (the smaller the better). *, ** and ***

indicate that the coeffiicent is statistically significant at the 10%, 5% and 1% levels respectively.

Sources: Eesti Pank calculations, Statistics Estonia
The results from estimating the model (see Table A.1) make clear that income and the number
of members in the household have a statistically significant effect on the level of CO, emissions.
The positive relation of both variables is expected, as rising incomes and higher numbers of
household members increase the CO, emissions of the household. The size of the house is not
statistically significant in any of the models estimated at the 1% level of significance. These results
may indicate that households with higher incomes are less sensitive to higher energy prices.
Viewing the CO, emissions of households by income quintiles equally shows that households
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with higher incomes have higher emissions than
the average (see Figure A1.2).

In summary the aggregate data for the banks and
the estimates using the data from the household
finance and consumption survey show that the
carbon intensity of the housing loan portfolio of
the Estonian banking sector and the exposure
of that part of the loan portfolio to transition risks
are relatively small. This is mainly because of the
type of energy, or the combination of different
sources of fuels, that Estonian households use
on average. Several banks in Estonia have set
climate targets for reducing the emissions of
housing loans to help the transition to climate
neutrality, and this will support the management
of transition risks by the banking sector in future.

Figure A1.2. Carbon intensity of housing
loans by income quintiles

kgCO?%

2,000 4,000 6,000 8,000 10,000 12,000

income quintiles

Source: Eesti Pank calculations
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APPENDIX 2. Eesti Pank is renewing the principles for
applying the countercyclical capital buffer

Eesti Pank changed its principles for applying the countercyclical capital buffer (CCyB) in
autumn 2021 when it decided to set the buffer requirement as two components, which are a
base requirement that is generally held unchanged at a fixed and steady rate, and a cyclical
requirement that is added to the base requirement if the cyclical risks from rapid growth in
the debt of companies and households are increasing®. The base rate of the CCyB at 1%
started to apply in Estonia on 7 December 2022, and an additional 0.5% cyclical rate applied
a year later on 1 December 2023. When it confirmed the buffer rate in spring 2024, Eesti
Pank updated the principles for changing the buffer requirement and clarified the basis for
calibrating the cyclical rate.

The bottom line for decisions about setting the CCyB rate is the objective of the requirement
of protecting the banking sector against losses that could be caused by cyclical systemic
risks increasing in the economy. A rise in the buffer rate requires the banks to hold addi-
tional capital when credit is growing fast that they can use to cover larger loan losses if the
economic and financial environment deteriorates substantially, so they can then continue
lending. The requirement is not intended to curb economic and credit booms, but raising the
buffer requirement may limit the growth in lending.

Figure A2.1. Three stages of the CCyB requirement

V'S

buffer rate

cyclical requirement

base requirement (1%) base requirement (1%)

crisis or recovery normal or stable risk cyclical risks above
from crisis environment average

Source: Eesti Pank.

The level of the countercyclical capital buffer depends on developments in the financial cycle.
Three phases can generally be defined for the setting of the countercyclical capital buffer
(see Figure A2.1). When the credit market is functioning as usual, borrowing is moderate and
the rate of growth in the debt of the non-financial sector matches the rate of growth in the
economy, the CCyB rate is set at the level of the base rate. The base requirement helps to
make sure that there is at least some capital buffer available for the banks and to avoid the
danger of the requirement being raised too late*?. The requirement is raised above the base
rate if cyclical risks increase. If there is a deep recession or a large financial shock that could
cause large loan losses to the banks and threaten to interrupt the supply of credit, then the

39 The countercyclical capital buffer: the transition to applying the requirements under the new principles Financial Stability
Review 2/2021. Eesti Pank.

40  Under the European Union Capital Requirements Directive (CRD) 2013/36/EU the CCyB rate is generally raised
12 months after the decision to raise the rate has been taken.
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whole buffer requirement can be cut to 0%. The CCyB rate is then held at zero until the danger
has dissipated and raising the buffer requirement would not hamper lending and so impede
the recovery of the economy*'.

The CCyB base requirement helps to reduce long-term structural systemic risks. The base
rate of the countercyclical capital buffer in Estonia was set at 1% after the impact of the
Covid-19 pandemic eased, when Eesti Pank decided that risks should start to be regulated
using a macroprudential measure that is more flexible than the earlier systemic risk buffer
requirement. The Estonian economy is small and open and so is vulnerable to possible nega-
tive developments in the external environment, and this makes it reasonable to hold larger
capital buffers. Risks to financial stability also come from the high degree of concentration of
loans to the real estate sector in the loan portfolio of the banks. An unexpected worsening of
the economic environment can lead to a rapid deterioration in the ability of companies and
households to service their debts, meaning that banks need to find additional capital to cover
loan losses at short notice.

The principles for changing the countercyclical capital buffer rate start from the objective of
the buffer requirement and the two-component approach to setting the buffer

Eesti Pank takes account of the legal requirements*? and the strategy for the countercyclical
capital buffer of a base requirement and a cyclical requirement, and it applies the following
principles for maintaining and changing the CCyB rate.

1. General principles. Assessment of the cyclical risk and calibration of the CCyB rate
1.1. Eesti Pank assesses how appropriate the CCyB requirement is with a cyclical risk
assessment each quarter. The assessment considers that one part of the require-
ment, the base requirement, generally remains permanently unchanged at a target
level that is higher than zero. An exception occurs during a deep crisis, when the base
requirement is reduced or removed. The cyclical requirement is larger when cyclical
risks are larger.

1.2. The starting point for calibrating the CCyB rate is the benchmark rate or buffer
guide found using the Eesti Pank main indicators. Eesti Pank assesses whether the
methodology used for finding the benchmark rate is still appropriate regularly every
two or three years, which is at the same time that it assesses the adequacy of the
CCyB base rate.

1.3. The benchmark rate is only one input in the calibration. There is also a cyclical
risk assessment that uses the main indicators together with other dynamics for the
credit market and the real estate market, the resilience of the banking sector and
the appetite for risk, and other indicators that reflect the financial environment more
broadly and the macroeconomic and credit growth forecasts (see Figure A2.2). The
decision also considers the other macroprudential measures that apply, the cross-
border impact of the measures, qualitative information, and expert assessments.
1.4. Eesti Pank publishes the cyclical risk assessment and the main indicators used
as the basis for the assessment. The quarterly assessment together with the time
series for the indicators are published on the Eesti Pank website.

41 When Eesti Pank changed the principles for applying the countercyclical capital buffer in autumn 2021 it also
introduced three conditions that must be considered if the buffer rate is to be raised from 0% to the target level for the
base rate. These conditions are the business cycle starting to grow, the financial strength of the banks, and the absence
of limits on landing.

42§ 86 of the Credit Institutions Act.
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Figure A2.2. Analytical inputs for changing the CCyB rate
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Source: Eesti Pank

2. Principles for raising the cyclical rate of the CCyB

2.1. Eesti Pank considers increasing the cyclical rate of the CCyB when the assess-
ment of cyclical risk indicates risks are increasing and the benchmark rate exceeds
the calculated threshold. Eesti Pank can also raise the CCyB rate 0.5 percentage point
above the benchmark rate if the cyclical risks remain high and the rate of growth in
credit remains fast during the two quarters after the higher cyclical rates started to
apply. Even if the rate of credit growth is not accelerating, growth remaining fast could
mean that risks are increasing and that larger capital buffers are needed.

2.2. Eesti Pank raises the CCyB cyclical rate in steps of 0.5 percentage point. The
higher rate generally applies 12 months after the decision to raise it has been taken. It
may start to apply earlier under exceptional circumstances.

3. Principles for lowering the cyclical rate of the CCyB

3.1. The CCyB rate can be lowered because the cyclical risks that caused it to be
raised have abated, or have materialised. How fast the CCyB rate is lowered is deter-
mined by an assessment of the reduction in risk, the extent of loan losses, and the
speed at which credit constraints are accumulating, and the possible impact of these
(see Figure A2.3).

Figure A2.3. Scenarios for lowering the countercyclical capital buffer rate

buffer rate

smooth reduction
of risk

indicative
base rate
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time

Source: Eesti Pank
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3.2. If cyclical risks are decreasing naturally, Eesti Pank can cut the CCyB rate gradu-
ally to the level of the base rate in steps of 0.5 percentage point. Eesti Pank considers
the cyclical risk to have decreased permanently if the main indicator is negative or has
fallen or if the benchmark rate has been below the calculated threshold for at least four
quarters. Cyclical risks decreasing does not necessarily mean that the buffer require-
ment will be reduced. The rate can be reduced if it is assessed that the probability of
cyclical risks increasing in the future is small and that no substantial increase in loan
losses is expected in the coming year. This is necessary to avoid the risk of insufficient
capitalisation, which could arise if the buffer requirement is reduced prematurely.

3.3. If cyclical risks materialise and loan losses accumulate, the decision to cut the
CCyB rate can be taken following a current assessment of the depth, extent and dura-
tion of an economic or financial crisis. An important factor in the decision is the profita-
bility and capitalisation of the banks. If the negative impact of an economic or financial
shock on credit growth is unclear and the banks have sufficient capital buffers, it must
first be assumed that the banks will use their existing buffers to cover their losses*®.
Tension in the credit market and larger loan losses could equally make it necessary
to cut the CCyB rate faster and in larger steps, with the base requirement suspended
if needed. Cuts to the buffer requirement may also be considered if large loan losses
have not yet occurred but are highly likely to do so in the near future.

3.4. When Eesti Pank lowers the CCyB rate, it decides on and announces the period
during which the rate will not be raised again. It is also considered when this decision
is taken that if the rate needs to be raised later, the rise will only apply after 12 months.

Eesti Pank takes account of developments in the Estonian credit cycle when
calibrating the benchmark rate for the countercyclical capital buffer

The standardised credit-to-GDP gap that is defined in the Capital Requirements Directive of
the European Union and calculated using the methodology of the Basel Committee on Banking
Supervision is not suitable for describing the Estonian financial cycle, because the time series of
the Basel indicators in Estonia are too short, and because the indicator is distorted a long way for
Estonia by the major credit boom in 2005-2007 and the subsequent deep recession.

Eesti Pank consequently assesses the credit cycle in Estonia using the main indicators it has
defined for itself of changes in indebtedness, which is the debt-to-GDP ratio, and the gap
between the growth in debt and the growth in long-term nominal GDP. The second main indicator
is calculated using average GDP growth over the past eight years for long-term GDP growth as
this period is long enough to smooth the short-term volatility in the business cycle, but also short
enough to cover developments in the business cycle without the average being calculated from
data that have already become irrelevant and out of date.

The gap between the growth in debt and the growth in long-term nominal GDP is the better of
the two indicators for finding the benchmark rate, as the indicator of change in indebtedness can
be affected substantially by the business cycle. A sharp rise or fall in nominal GDP can distort
the figure for the change in indebtedness and so gave a misleading signal about the dynamics
of the financial cycle. Indebtedness increased for example when the Covid-19 pandemic in 2020
caused GDP to contract, and it fell when credit was growing fast in 2021-2022 because inflation
leaping up expanded the nominal size of the economy (see Figure A2.4). The difference between
growth in debt and growth in long-term nominal GDP is not distorted in this way by the business
cycle, and so the current methodology for finding the benchmark rate for the countercyclical
capital buffer is based on that key indicator.

43  This could also mean automatic restrictions on distributions of profit and capital, which are normal and necessary
during uncertain times.
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Figure A2.4. Main indicators for the
countercyclical capital buffer

annual change in the debt-to-GDP ratio
—difference between debt growth and
long-term GDP growth

percentage points
\
[4)]

kY
<

L4

o o

//
<

<
<

-20

_25\ 1 1 1 1 1
N OO TrANMTLWON®D®DOr N ®
O 0O rrrrrrrrrrr-&NNQ
S 00 Q0o oo O 90900000 Qo
LU VSV SV SR SR SR <A <V VAV S S S R

* Four-quarter moving average yearly GDP
Sources: Eesti Pank, Statistics Estonia

The starting point for calibrating the benchmark
rate for the Eesti Pank CCyB is the historical
data for the main indicator, and the long-term
empirical distribution of these data, meaning
their mean and standard deviation, is used to
set the thresholds for the benchmark rate*4. The
thresholds are calibrated using quarterly figures
for the main indicator from 2011-2022. Earlier
years are not used for the observation period,
as the extraordinary credit boom in 2005-2007
and the subsequent economic crisis would
have seriously distorted the estimates of the
distribution characteristics, and could then have
caused the thresholds for the benchmark rate
to underestimate the expansion phase of the
financial cycle.

Table A2.1. Thresholds for the benchmark rate of the CCyB requirement

Benchmark rate

Calibration range

Empirical values for the threshold

1.5% (including a 0.5% cyclical rate)

[+o<I<I+20

1.3%<1<4.6%

2% (including a 1% cyclical rate)

[+20<I<T+30

4.6%<1<795%

2.5% (including a 1.5% cyclical rate)

I+30<I

7.9%<1I

* based on data about the main indicator for the period 2011-2022

Source: Eesti Pank

The lowest threshold of the indicator is cali-
brated for a benchmark rate of 1.5%* and one
standard deviation in the distribution of the
indicator is used. The next thresholds use two
and three standard deviations (see Table A2.1).
As the observation data increase, the estimate
of the distribution characteristics may change
over time, and so Eesti Pank plans to recalcu-
late the characteristics of the distribution regu-
larly every two or three years and recalibrate
the thresholds.

The dynamics of the main indicator in relation
to the calibrated thresholds show that the main
indicator for cyclical risks in Estonia has mostly
been below the threshold where the cyclical
requirement could be activated (see Figure
A2.5). The indicator rose above the benchmark

Figure A2.5. Main indicator and thresholds
for the CCyB benchmark rate
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rate level of 1.5% in the middle of 2022, which is in line with the assessment that led to the deci-
sion to raise the countercyclical capital buffer. The indicator has been below the threshold since

the middle of 2023.

44 The methodology uses a simplified assumption that the long-term empirical distribution of the indicator follows

normal distribution.

45 This methodology only affects the calibration of the cyclical component of the CCyB rate, and so the lowest possible

buffer guide is 1.5%, with a cyclical component of 0.5%.
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APPENDIX 3. Cyber attacks did not affect the provision of
vital services by the banks in Estonia in 2023

The geopolitical situation and Russia's war in Ukraine have raised the danger of cyber attacks
in Estonia, throughout the whole of Europe, and elsewhere in the world. Cyber attacks have
become more common and intensive since the war started and data from the Information System
Authority show that there have been a quarter more cyber incidents with an impact*® in the past
year. There were in total 3314 such incidents in 2023 that breached information systems. These
attacks caused obstructions or interruptions to the continuity of services, and people or busi-
nesses lost money as a result.

The biggest increase in cyber incidents with an impact was in various frauds, of which there
were around 2.5 times as many as a year earlier. There was also a new record for distributed
denial-of-service (DDoS) attacks. Less than a third of these, or 139 attacks, were considered
to have an impact in Estonia, and the harm from them was mainly restricted to interrupting a
website or other service for a short time or making it run more slowly than usual. There were
fewer ransomware attacks registered, but the damage caused by them increased as companies
that are relatively large and successful in the Estonian context were targeted since they have the
potential to pay relatively large amounts of ransom.

The cyber attacks in 2023 on the critical infrastructure of the Estonian financial sector did not
succeed in having any negative impact. A more intense wave of hostile attacks hit institutions in
the financial sector the year before last, with one company providing financial services to banks
that provide vital services hit right at the start of the year. The attacks were repeated in April
and August and caused obstructions and interruptions to the operation of important payment
systems and the vital payment services of banks. The attacks were even more intensive and
frequent in 2023, but the defences held against them and the efforts of the attackers were largely
in vain. The banks providing vital services in Estonia and the operators of payment systems,
which are the card payments system operator Nets Estonia and the securities settlement system
operator Nasdaqg CSD, coped well with the attacks.

Figure A3.1. Incidents with an impact in Estonia in 2023
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46  Cyber incidents with an impact are those where an information system is breached or that cause interruption to
services or cause people or businesses to lose money.
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The experience of 2022 substantially increased the ability to identify security weaknesses, react
to them, and defend them. Reports submitted to the central bank show that no cyber attack
succeeded during the year in harming the security of provision of vital payment services. There
were only a few individual cases where an attack interrupted some service for a short time of
only a few minutes. This results from the efforts of system operators and banks and the steps
and additional measures taken to increase defences. The cyber attack in early March this year
though on a critical service provider for the banks that provide vital services showed clearly that
cyber risks to vital services are increased by the infrastructures used to provide services being
interdependent on one another. A successful cyber attack on one important provider of services
could have a domino effect that passes through to other banks providing vital services, and an
incident could cause an interruption to services. The attack interrupted the filling and monitoring
service for the ATMs of three banks providing vital services, but it was still possible to withdraw
cash without interruption and the clients of the banks were not affected by the attack.

The European financial sector, unlike that in Estonia, was not unscathed by attacks. Statistics
submitted to the European Central Bank show that 10% of the serious incidents at providers of
payment services were cyber incidents, and the majority of the 77 cyber incidents with an impact
were DDoS attacks. Successful DDoS attacks interrupted or obstructed services for an average
of three hours and 13 minutes.

Eesti Pank has a legal duty to supervise the operation of important payment services and organise
the continuity of vital payment services. That the Estonian financial sector coped successfully
with cyber attacks in 2023 shows the strength of the sector, but does not give any guarantee for
the future. The financial sector depends on digital technology for its core activities including the
provision of payment services, and these inevitably come with cyber risks and social impacts.
Constantly increasing awareness and stronger cyber security measures are the means that can
ensure the uninterrupted operation of payment systems and the continuity of vital services and
that can increase public confidence in digital services. Eesti Pank as the supervisor will continue
to take care that the risks to the payment systems, including cyber risks, are sufficiently mini-
mised in future, and as the organiser of the vital services provided by the Estonian financial
sector, which are payments, card payments and cash transactions, will coordinate the intro-
duction of additional measures where needed to strengthen the security of bank transfers, card
payments and ATM transactions.
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APPENDIX 4. Developments in the Latvian and Lithuanian
banking sectors since tax changes were introduced for
credit institutions

The rapid rise in base interest rates from the middle of 2022 until the third quarter of 2023 increased
the interest income of the banking sector across the whole of the European Union. Funding costs
have grown more modestly than interest income and the quality of the loan portfolio has so far
remained very good, and this has contributed to the roaring profits of the banking sector.

The rapidly increasing earnings of the banks led several countries in the European Union,
including Latvia and Lithuania, to introduce additional tax measures. Additional taxation of the
large profits earned by the banks during good times can help to fill the state coffers, but during
difficult times for the economy a recovery may take notably longer if credit institutions are not
able to cope with problem loans and issue sufficient amounts in new loans to businesses and
households. The plan in recent years has been for bank taxes to be only temporary, but it should
be noted even so that the longer the measures are planned for, the more probabile it is that they
will become a part of the state budget.

The first of the Baltic states to introduce a windfall tax on banks was Lithuania, where it was
approved by the parliament on 9 May last year, and came into force on 16 May. The law was
targeted at Lithuanian and other European Union credit institutions that operate in Lithuania. The
solidarity tax as it was called must be paid from the interest income that was received from loans
to Lithuanians in 2023 and 2024. The taxation basis of the solidarity tax is 50% of the net interest
income, which is interest income minus interest expenses, that exceeds the average net interest
income of the four previous years, meaning 2018-2021 for 2023, and 2019-2022 for 2024. The
tax rate is 60% and 256 million euros were received under it in 2023, and it is expected that
around 190 million euros will be paid this year.

Changes were made to the consumer protection law in Latvia on 6 December to support house-
holds by compensating up to 30% of the interest payments of people with mortgages in 202447,
The loans had to have been issued with floating interest rates before 31 October 2023 and the
outstanding loan could be no more than 250,000 euros. The part to be compensated could not
exceed two percentage points of the interest rate on the loan either. The credit institutions had
to pay a consumer protection fee of 0.5% of the stock of the whole portfolio of housing loans to
fund the measure*®.

Compensating the interest payments on mortgages eases the worries for borrowers in the short
term, but it can have several long-term harmful consequences. The main one is the signal given
by the state that people no longer need to consider their financial decisions quite as carefully.
This could lead to moral hazard where more people decide in future to take excessively large
loans that they cannot afford because they expect the state to come to their aid if they get into
difficulties. As the banks have to fund the compensation, it is very probable that the lenders will
pass the costs on to their clients.

It would be more reasonable from the central bank's perspective to focus on keeping the prices
for banking services low for people and companies rather than on taxing the banks. Higher
interest rates should then be accompanied by higher deposit interest rates and smaller margins
on loans. Competition in the banking sector above all defines how quickly the higher interest rates

47  The calculation was that people with mortgages of up to 50,000 euros would receive 200-270 euros in support,
people with loans of up to 150,000 euros would receive 630-740 euros in support, and those with loans of up to 250,000
euros would receive 1000-1240 euros in support.

48 The Latvian parliament also passed an advance income tax similar to that in Estonia with a tax rate of 20% that
applies permanently from the start of 2024 to all the credit institutions and providers of consumer credit operating in
Latvia.
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in financial markets are passed through into higher deposit interest rates for savers. How loan
margins are set is equally highly dependent on competition. The banks operating in Estonia have
both raised their interest rates on term deposits and cut their interest margins on some mortgages.

It is still too early to perform an informative analysis to assess the possible impact of the tax
changes, and such an analysis would also have to take account of the potential impact of various
other factors. This description consequently covers no more than what the dynamics of various
financial sector indicators have been in the Baltic states after the tax changes were made.

Figure A4.1. Interest rates on household Figure A4.2, Interest rates on corporate
term deposits term deposits
Estonia Estonia
Lithuania Lithuania
Latvia Latvia
euro area euro area
4.5% 4.5%
4.0% A/r/ 4.0% /I
"~
3.5% 1Y p 3.5% 7}
| ﬂ 3.0%
3.0% /
// 2.5%
2.5% —
/,/ 2.0%
2.0%
K / 1.5%
1.5% /l I 1.0% | A
Lo I 0% AZMPAWWAAV'WV
0.5% J/i 0.0% AN
0.0%! 1 1 T f 1 J -0.5%" : L L L L !
’ 2018 2019 2020 2021 2022 2023 2018 2019 2020 2021 2022 2023
Source: European Central Bank Source: European Central Bank

The term deposits in the banking sector show clearly that interest rates in Estonia have risen a
little faster since May 2023 (see Figures A4.1 and A4.2). The interest rates of the banks operating
in Estonia climbed by more than one percentage point for both companies and households. The
increase was almost the same in Latvia, but the level of interest rates in Lithuania remained at
more or less the same level by the end of the year. The trend was similar for the interest rates
on overnight corporate deposits, where the rates in Estonia are about 0.4 percentage point
higher. This may also be because the loan-to-deposit ratio in Estonia during this period was less
favourable, causing the banks in Estonia to compete more for deposits (see Figure A4.3). Higher
deposit interest rates have also seen the share of term deposits in Estonia grow to be bigger than
those in the neighbouring countries (see Figure A4.4).

Figure A4.3. Banking sector Figure A4.4. Share of term deposits
loan-to-deposit ratio in total bank deposits
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Figure A4.5. Interest rate on loans
granted to companies
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Comparison of the cost of borrowed money in the Baltic states shows that the interest rates on
corporate loans in Estonia rose a little more throughout 2023 than those in the other Baltic states
(see Figure A4.5). The average interest rate on corporate loans last year was 6.1% in Estonia,

and 5.9% in Latvia and Lithuania.

It is equally apparent though that in June to December the

average gap narrowed, meaning that the interest rates on new loans granted to companies
rose by a little more in Latvia and Lithuania than in Estonia. The results of the European Union
SAFE survey indicate that companies in Estonia have had a better opinion of access to financing
throughout the years, including last year, than companies in Latvia and Lithuania (see Figure
A4.6). Changes in the stock of bank loans issued to companies show that growth has slowed
most in Latvia, followed by Lithuania (see Figure A4.7). Lithuanians have however been in the
front line for borrowing in the European Union in recent years, and so it is to be entirely expected
that the rate of borrowing there would slow down a little, especially given the macroeconomic

circumstances.

Figure A4.7. Yearly growth in the stock of

loans issued to companies
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The picture is the opposite for housing loans. The average interest rate on mortgages remains
higher for Latvians and Lithuanians, but the average rate rose most in Estonia and least
in Latvia last year (see Figure A4.8). Changes in the overall stock of bank loans issued to
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Figure A4.9. Yearly growth in the stock of
loans issued to households
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households show fairly similar developments in

behind (see Figure A4.9).
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Estonia and Lithuania with Latvia lagging

Changes in the share prices of banks listed on the Baltic exchanges show the value of Coop
Pank has fallen the most if the average share price in January-April 2023 is compared to that
in May 2023-March 2024 (see Figure A4.10). Siauliai, operating in Lithuania, was the listed
bank whose shares lost most value last spring, but by March this year its value had grown to

be higher than that of Coop.

The somewhat divergent trends illustrated by the statistics can evidently not be attributed to
the tax changes that were passed last year. A more thorough analysis needs to consider the
impact over a longer period and also to remove the impact of any other factors there may be.
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