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EESTI PANK'S ASSESSMENT OF THE RISKS TO

FINANCIAL STABILITY

The ability of companies and households to
service their debts is threatened by economic
growth being delayed. The Estonian economy
is forecast to return to growth after two years of
recession, but growth is not expected to be fast
because foreign demand remains weak and the
competitiveness of Estonian companies has taken
a hit, and there remains a lot of uncertainty about
the development of the economy in the short term.
Companies have been able to cope with weak
demand and large loan servicing costs because
of the earlier good years and the buffers they built
up, but those buffers may have started to become
exhausted during the long, drawn-out recession.
Households have been helped in managing their
debts by unemployment rising little despite the
recession. The interest rate cycle turning is offering
some short-term relief for borrowers through
smaller loan payments, but the capacity to pay of
companies and households needs growth in the
economy to recover.

The level of problem loans remains low given
the extent of the decline in the economy,
and although they have been growing
slowly since the start of last year as a share
of the portfolios of the banks, that share
remains small compared to what was seen
in earlier episodes or in other countries
of the euro area. The biggest deterioration in
quality has been in consumer loans, where the
share of loans overdue by more than 60 days
climbed to 2.6% on average in the third quarter.
Overdue consumer loans have accumulated
most at smaller banks, where such loans are
a relatively large part of the loan portfolio. The
quality of the corporate loan portfolio is generally
good, though the industrial sector, which was hit
harder by the recession, has more problem loans
than other sectors. Companies in real estate
and construction account for a large part of the
loan portfolio of the Estonian banking sector, but
the share of those loans that are overdue has
remained small throughout the recession.

Weaker demand for loans has increased
competition between banks in the lending
market. As the number of clients taking new loans
to buy houses has been smaller, some banks that
want to grow fast have been encouraging the

existing housing loan clients of other banks to
change bank. The interest margins on housing
loans have consequently narrowed a little. There
is a risk that tighter competition could lead to
concessions being made in the lending conditions
in order to win clients, and this could increase
the riskiness of the loan portfolio. This makes it
important that the banks assess the risks relating
to clients and that they remain conservative even
when there is more competition.

The level of own funds in the banking sector
has remained high even after the larger
dividends paid out by the banks. The banks
earned record profits last year from the rise in
base interest rates. Net interest income has
started to fall as interest rates have come down,
but the banks in Estonia remain highly profitable
in the short term compared to those in other
countries. The banks paid out around a fifth more
in dividends this year than they earned in profit
last year in response to the tax changes that will
start to apply in the coming years, and this then
reduced their stocks of available capital. The
level of own funds in the banking sector can still
be classed as strong, but the reduction in them
means that the banks have fewer funds available
than before if they need to cover loan losses in an
emergency and carry on lending.

Eesti Pank estimates that the measures taken
to ensure stability in the financial sector
are appropriate in the current environment.
Eesti Pank decided in autumn 2022 to raise the
countercyclical capital buffer requirement from 1%
to 1.5% to make sure that the banks had sufficient
capital stocks to cover the risks arising from the
rapid growth in lending in 2021-2022. The growth
in lending has slowed sharply in the past year
and a half, but the continued increase in overdue
loans shows that the danger of larger loan losses
accumulating has not yet disappeared. This
makes it reasonable for the countercyclical capital
buffer requirement to remain at 1.5%. Eesti Pank
assesses the need for the countercyclical buffer
and decides on the rate for it once a quarter.

Eesti Pank decided to add Bigbank AS and
Coop Pank AS to the list of systemically
important banks, and they will start to be
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subject to a systemically important insti-
tution buffer rate of 0.5% from the start of
2025. The systemically important institutions
buffer is applied to banks if it is important for
the financial system and the economy that they
function without interruption. The importance
of Bigbank AS and Coop Pank AS as market
participants in the Estonian financial system has
increased consistently over time. The systemically
important credit institutions named earlier were
Swedbank AS, AS SEB Pank, AS Luminor Bank
and AS LHV Pank, and they remain subject to a

The macroprudential buffer requirements in
Estonia are a little higher than the average in
the European Union because of the systemic
risks to the local financial system. Particularly
notable in Estonia in recent years has been the
rapid rise in real estate prices and the growth in
housing loans. Similarly, several other countries
in the European Union have decided, following
the Covid-19 pandemic and the increase in
geopolitical tensions, to raise or keep high their
macroprudential buffer requirements in order
to make the banks more resilient against unex-

buffer rate of 2%.

pected shocks.

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

DETERIORATION IN THE
DEBT SERVICE CAPACITY
OF COMPANIES AND
HOUSEHOLDS

If the recession continues, the debt service capacity of companies

and households could 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 depends on changes in monetary
policy interest rates, the conditions in 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.
Funding market conditions for the banks have improved.

A REDUCTION OF
CAPITALISATION IN THE
BANKING SECTOR

The dividends paid out by the banks from the retained profits of earlier
years have reduced the capitalisation of the banking sector, but it
remains at a good level. The capacity of the banks to cover loan losses
and continue to finance the economy in a crisis is less though because
own funds are at a lower level than before.

€ € Vv V

Scale: 1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the assessment of May 2024.

R 2
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Macroprudential measures of Eesti Pank

Measure Requirement
Countercyclical capital buffer 1.5%

Swedbank AS

AS SEB Pank

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

Coop Pank AS

0.56% (from 1 January 2025)

Requirements for issuing housing loans**

Risk weight floor for mortgage loans* 15%
Loan-to-value (LTV) limit 85%***
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 CAPACITY OF COMPANIES AND HOUSEHOLDS
TO PAY THEIR LOANS WILL REMAIN AT RISK UNTIL
THE ECONOMY RETURNS TO GROWTH

The Estonian economy has been shrinking for over two years, 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 kept relatively low while wages
have continued to rise. The economy is forecast to start growing slowly and interest rates to fall, but
there remains substantial uncertainty about the future. The ability of companies to service their loans
moving forwards will largely depend on whether their sales revenues and profits start to grow, while the
main issue for households will be whether their incomes are maintained and whether the increase in

unemployment remains limited.

THE ESTONIAN ECONOMY IS
SLOWLY STARTING TO GROW

The recession in the Estonian economy that
has lasted for around two years is shown by
forecasts to be ending, but no rapid growth is
to be expected in the coming years. Estonian
GDP was 1% less in the second quarter of this
year than it was a year earlier, and was at the same
level as in the first quarter (see Figure 1). Growth
should now start to be supported by increased
foreign demand, improved purchasing power, and
low interest expenses. The need to improve the
balance in the budget will reduce the amount of
fiscal policy support for the economy in the years
ahead, and it is uncertain how much the recent
high inflation has hurt the competitiveness of
Estonian companies in international markets. Eesti
Pank forecast in September that if the updated
coalition agreement is enacted in full then the
economy will grow by around 2% next year, and
by 3% the year after.

Support from foreign markets for the Estonian
economy and the sales revenues of Estonian
businesses will probably be quite weak for
the time being. 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 below 1%, but 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, with the exception to some extent of
Lithuania (see Figure 2). Lower interest rates on
loans helped revive the real estate markets in
Finland and Sweden a little, and the number of
transactions and the construction of buildings
have started to increase slightly despite the lack
of confidence in the sector. Confidence has

Figure 1. Yearly growth in GDP
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Figure 2. Yearly growth rates of the GDP of
trading partners and Estonia
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been low so far in Estonia's trading partners, but
it has improved a little in recent months and so
the position of Estonian exporters may start to
improve gradually.

*6
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Geopolitical risks may weaken growth in the
global economy, raise inflation and provoke
bursts of volatility in financial markets, and
all this may increase solvency risks and
liquidity risks in Estonia too. The geopoalitical
risk that has most impact on Estonia is Russia's
war in Ukraine and the further course of it, as its
effect on economic activity could make Estonian
companies and households less able to pay their
loans, and increase the risks to the banks around
funding. The geopolitical tensions more broadly
may be expressed in new leaps in the prices of
commodities that could delay the declineininflation
and interest rates and so affect the capacity of
borrowers to pay both in Estonia and elsewhere.
Trade policy becoming more protectionist could
increase trade tensions, making markets less
efficient and causing additional obstructions to
supply chains, which would particularly affect
small countries with open economies.

COMPANIES HAVE LEARNT TO
COPE WITH LOW DEMAND AND
HIGH INTEREST COSTS

The sales revenues and profits of Estonian
businesses are declining more slowly. Sales
revenues were only 2% lower in the second
quarter than a year earlier, and profit was down
3%' (see Figure 3). The energy sector continues
to lead the decline over the year, but relative to
the years before the various crises it is companies
in  manufacturing and in transportation and
storage that face the greatest difficulties (see
Figure 4). 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
competitiveness. Sales revenues started to grow
in the second quarter in the real estate sector?,
which makes up a large part of the loan portfolios
of the banks operating in Estonia and is highly
dependent on interest rates. Corporate profits
have fallen by more than sales revenues, which
indicates that relatively fast growth in wage costs
has reduced the profitability of companies.

Companies will have to manage this year with
the largest interest burden of recent years.
The growth in sales income and profits in a couple

Figure 3. Yearly growth of the sales turnover,
profit and deposits of the corporate sector
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Figure 4. Growth of sales revenues
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of earlier years has so far helped businesses to
cope well with higher debt servicing costs. Interest
rates on the loan stock peaked in the first months
of this year, and they have gradually come down as
Euribor has fallen, but the average interest rate this
year will still probably be higher than it was last year,
while the debt burden of companies has grown at
the same time. With profits falling, this means that
the ratio of interest expenses to operating profit
has climbed to a little over 30% (see Figure 5). This
ratio was around 75% during the global financial
crisis though. Although the figures for profit in the
industrial sector are much worse than the average,
the debt burden is smaller than the average and
so the interest burden of the sector is only a little
higher at around 35%.

1 Operating profit and mixed income fell to 3%, and together with depreciation it was at exactly the level of last year.

2 Separately and also together with construction, where sales revenue started to increase earlier.
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Figure 5. Operating profit and interest
expenses of non-financial companies
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Figure 6. Corporates indebtedness
and leverage
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Corporate solvency has received support
from the rapid growth in profits a couple
of years ago and the liquidity buffers built
up earlier, and from 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)°.

The corporate loan portfolio has been growing
at a slower rate, but the growth in it is still
clearly positive (see Figure 7). The stock of loans
issued to companies was 3.6% larger at the end of
August than it was a year earlier. Falling profits and
alarge part of production capacity in the economy
remaining underutilised while interest rates were
unusually high has meant that companies have
had little interest in increasing their investments or
taking loans. As the situation changes for these
factors, some increase in borrowing by companies
can be forecast. The clear leader of the growth in
borrowing in the past couple of years has been the
energy sector, but growth in borrowing there has
now stopped. At the same time the contraction

Figure 7. YearIK ?rowth in the stock of
corporate bank loans
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of the loan portfolio that lasted two years for
manufacturing companies and around three
years for transportation and logistics companies
has now ended, and so the growth in borrowing
has become more evenly spread. Real estate and
construction has again become the sector with
the fastest growth in borrowing.

THE CAPACITY OF HOUSEHOLDS

TO PAY THEIR LOANS CONTINUES
TO BE SUPPORTED BY A STRONG
LABOUR MARKET

Growth in nominal wages has continued to
support the ability of households to pay,
though the high-speed growth that was

3 Financial leverage is only higher than it was 15 or 20 years ago in energy and in information and communications among the
major economic sectors. It has remained around the same in transportation and storage, and has been reduced in other sectors.
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provoked in the past couple of years by
inflation has now abated. Nominal wages were
7.2% higher in the second quarter of this year than
they were a year earlier, and that figure is expected
to fall moving forwards (see Figure 8). There were
no significant events in the labour market in the
first half of 2024. Unemployment increased
in early 2023, but seasonally adjusted it has
remained unchanged this year at a little over 7%.
Labour market indicators show that the recession
bottoming out has been accompanied by the
negative trends in the labour market turning, so
that the number of job vacancies advertised is no
longer falling for example, while the expectations
of companies for employment have stabilised. The
Eesti Pank September forecast does not expect
unemployment to fall quickly though. The financial
position of households with loans will be helped in
recovering moving forwards by the expected cut
in interest rates.

Household deposits have started growing
again, and demand deposits continue to
account for at least two thirds of them. The
annual growth in household deposits accelerated
to 8.5% in September (see Figure 8). The data
indicate though that the growth in deposits is
being led by households with high incomes. RAIT
Faktum OU ran a survey of the financial behaviour
of households starting in the autumn, one question
of which asked how much money families have
left over after essential spending and monthly loan
repayments. It found that the households with
the most money leftover are those that have the
highest incomes. It further found that the share of
respondents with lower and average incomes that
did not have any money left at all each month had
increased over the year (see Figure 9).

Households have continued to borrow
quite actively despite the recession. The
yearly growth in the stock of housing loans has
accelerated gradually, and it reached 7% by the
end of September (see Figure 10). The growth
in credit card loans and consumer loans was
affected very much by the merger in April of Coop
Finants and Coop Pank. Without that structural
change, the yearly growth in August was 9%
in the portfolio of credit card loans, and 7% for
consumer loans. The car tax that will start to apply
in the new year has pushed people to buy new
cars before the end of the year, and to use car
leases to do so. The yearly growth in the stock
of car leases is more moderate at around 4%

Figure 8. Annual growth in nominal and real
wages and household deposits, and the
unemployment rate
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Figure 9. Household disposable income in
euros after essential spending and monthly
loan payments, by income group
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Figure 10. Annual growth in the portfolio of
loans to households
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though, as the amount taken in new leases in the
first half of the year was still quite small. As debt
liabilities increased at a similar rate to disposable
income, the debt burden of households did not
change during 2024 (see Figure 11). In 2009
for comparison, the ratio of debt to disposable
income was one and a half times larger. High
interest rates continue to put quite heavy pressure
on households that have taken loans. The interest
burden of households, which is calculated as the
ratio of a household's interest payments to its
disposable income, remains at a high level but has
started to shrink as Euribor falls, reaching 4% by
the end of the second quarter of 2024.

THE VOLUME OF PROBLEM
LOANS AT THE BANKS HAS
CONTINUED TO INCREASE
GRADUALLY

There has been some increase this year in
the volume and share of problem loans at the
banks. The share of corporate and household
loans that are overdue has remained close to its
lowest level ever in the past couple of years, and
is low in international comparison (see Box 2).
Loans overdue more than 60 days exceeded 82
million euros in August 2024, which was 0.35%
of the total loan portfolio or 0.1 percentage point
more than a year earlier. The share of loans that
were overdue by a shorter time also increased this
year, but remained below 0.8% of the portfolio.
As the share of unpaid loans increased, so have
the provisions set aside by the banks to cover
possible loan losses (see Figure 12).

The quality of the corporate loans portfolio
differs widely across sectors, but on average
the ability of companies to pay their loans has
remained good despite the high interest rates
and the enduring recession (see Figure 13). The
share of non-performing loans, which is those
that are overdue together with those that have
lost value, has remained around 1%. The largest
shares of non-performing loans in the portfolio are
of 5% in industry and 2% in agriculture.

The economic difficulties faced by industrial
companies are reflected inthe level of overdue
loans being higher than in other sectors.
Overdue loans in industry have historically been
at higher levels than those in other sectors, At
the time of the global economic crisis in 2009
for example, the share of overdue loans in the

Figure 11. Household indebtedness
and deposits
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Figure 12. Share of loans overdue and
non-performing and provisions
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Figure 13. Corporate loans overdue and
non-performing
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industrial sector reached 13%. The share of loans
to industry that were overdue by more than 60 days
was around 2% by the end of August this year, even
in the current economic climate. The share of the
total loan portfolio that has been lent to industry has
shrunk in recent years, but it is still a significant 10%
of the whole portfolio. The biggest borrowers within
industry are wood processing, food processing,
and production of metal products and machinery,
and food and metals have the most loans overdue
(see Figure 14).

The credit risk of the banks is affected more by
real estate, which is capital intensive and has high
debt levels, than by other sectors. The capacity of
the sector to handle its debts has remained very
good though despite the high loan servicing costs.

The slight rise in unemployment has made
households a little less able to pay their loans
(see Figure 15). The capacity to pay loans has
weakened primarily in the portfolio of consumer
loans to households. The share of loans that were
overdue more than 60 days increased by the end
of September to 3% in the portfolio of consumer
loans and 1% for credit card loans. There is
also some deterioration in the loan quality in the
portfolio of loans to households from creditors
(see Box 1). Households have managed to cope
well with paying their housing loans, and the share
of such loans overdue more than 60 days remains
below 0.2%.

The increase in restructured loans, like the other
indicators, points to payment difficulties becoming
a little worse. There has been some increase in
restructuring of corporate loans at both small
companies and large ones. The increase for

Figure 14. Loans to companies in manufacturing
and real estate and the share of loans overdue
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Figure 15. Household loans overdue for more
than 60 days and non-performing

consumer loans overdue more than 60 days
housing loans overdue more than 60 days
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households has been in consumer loans as the
volume and share of housing loans restructured
have remained at very low levels.

Box 1: The quality of consumer loans has deteriorated

Banks and creditors have issued a total of 1.1 billion euros of unsecured consumer loans to
households, which is equal to about 3% of GDP (see Figure B1.1). The banks had issued a total
of 680 million euros of unsecured consumer loans at the end of June 2024, of which a little over
40% had been issued by smaller banks where consumer loans are a large share of the portfolio®.
Creditors had issued around 1.5 billion euros of leases, factoring, instalment loans and other
loans to households at the end of June 2024, of which 463 million euros or a little over 30% was
in other monetary credit, or consumer loans, while 60% was in car leases, 7% in instalment loans,
and 2.4% in credit related to residential real estate. Some three quarters of the loan portfolios of

4 Bigbank, TF Bank and Holm Pank.
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Figure B1.1. Stock and number of consumer Figure B1.2. Stock of consumer loans
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creditors associated with banks is made up of

car leases, while the same share of the portfolio Figure B1.3. Share of consumer loans
i . ) i overdue more than 60 days

of creditors not associated with banks contains

the riskier small and instant loans.

creditors associated with banks

non-bank creditors

banks with consumer loan exposure over 10%
~— other banks

10%

There has been rapid growth of around 12% a
year in consumer loans in the past couple of years A
(see Figure B1.2). Over half of the unsecured 8%
consumer loans are in the portfolios of smaller

. . 6% ~\
banks and creditors, and lending has grown \
faster at the small banks than at the systemically » / \ /
important banks. There were changes in the /J ~
portfolios of consumer loans held by creditors

2%

and banks in 2024 as the creditor Coop Finants N

merged with its parent company Coop Pank. 0%. ‘ ‘ ‘ ‘
2020 2021 2022 2023 2024
The quality of the loan portfolio has deteriorated Sources: Eesti Pank, Finantsinspektsioon

most in the consumer loans of small banks and
in the consumer loans of non-bank creditors. Consumer loans are generally the riskiest loan
product and the loan quality in this segment deteriorates fastest during recessions, with the share
of unsecured consumer loans overdue more than 60 days exceeding 15% in 2010 for example.
The share of consumer loans overdue more than 60 days is the highest at non-bank creditors
at 6-7%, and the share that is overdue for a shorter time is also high at around 20% (see Figure
B1.3). The share of consumer loans that are overdue by up to 60 days is much smaller in the
banking sector, but the share of such loans has increased. The indicator has, however, been
volatile because of the decisions of banks to sell those problem loans to outside parties.

Consumer loans and instant loans come with high risks for the lender and have no collateral, but
the interest rates on them are correspondingly higher and have not particularly changed over the
past couple of years. The higher credit risk means that the main loan products of the creditors
not associated with banks are on average twice as expensive as similar loan products from the
banks and the creditors associated with banks.

° 12
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Box 2: The loan quality of the banks operating in Estonia is
good in comparison with the euro area

The quality of the loan portfolio of the banks in Estonia has deteriorated to some extent during the
two years and more of recession, but it remains very good compared to those in other countries
in the euro area. Statistics from the European Central Bank show that the ratio of non-performing
loans in the corporate loan portfolio of the Estonian banking sector was the best in the euro area
at the end of March this year, while the ratio for households was the third best (see Figures B2.1
and B2.2). There have been notably fewer non-performing loans in Estonia than in the euro area
on average for the past nine years now.

Figure B2.1. Ratio of non-performing
corporate loans to the loan portfolio,
March 2024
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Figure B2.2. Ratio of non-performing
household loans to the loan portfolio,
March 2024

12%

10%

6%
8%

5%

4% 6%

3%

4%
2%
2%
1%

>SdUFWUWTsEXOEOEFWE®E> X
ZZHEHATAESEIREYEDRLEDS

Source: European Central Bank Source: European Central Bank

Restructuring of loans in Estonia has been quite similar to the average for the euro area since
the start of 2020 (see Figure B2.3), but the provisions made in Estonia to cover loan losses have
stayed well below the euro area average as a ratio to assets. The statistics from the European
Central Bank also show that the ratio of restructured, or forborne, loans to non-performing loans
in Estonia has been one of the highest in the euro area for the past nine years (see Figure
B2.4), which may indicate that the banks operating in Estonia handle payment difficulties more
proactively and before the loans become non-performing.

Figure B2.3. Ratio of forborne loans to

Figure B2.4. Ratio of forborne loans to
the loan portfolio

non-performing loans

Estonia — Estonia .
euro area median — euro area median
7% 300%

6% 250%

A_A
\ I
5%
200%

AN
\ AN 150% /
3% \ 100% /\/\ /-/ N

oo __’__/:\mL/

YA
0% L 1 1 1 1 1 1 1 1 ! 0% 1 1 1 1 1 1 1 1 1
10 © ~ © ) o o @ <
2 2 ¥ 2 2 8 § &8 8 § T Z 5 =z =z S8 & § & &
o = = o = =} o =] =} =} < I I I <4 o o Q o (<]
3 « « « « « q 31 « 14 N N N N N N N N q 3

Source: European Central Bank Sources: European Central Bank, Eesti Pank calculations

* 13



EESTI PANK e FINANCIAL STABILITY REVIEW e 2/2024

THE DOWNTURN IN THE HOUSING MARKET HAS
SEEN COMPETITION BETWEEN THE BANKS TIGHTEN

The recession and the lack of confidence among consumers have tightly restricted activity in the housing
market in the past two years. Housing prices have remained close to the levels they reached in 2022,
and rising incomes have meant that the housing market has become a little less overvalued. Banks have
had to compete harder amongst themselves because there have been fewer new borrowers for housing
loans, and the average interest margin on housing loans has consequently narrowed gradually. Estonia
continues to stand out among other countries in the euro area in the official statistics for the continuing
rapid growth in housing prices and in lending for housing.

THE NUMBER OF TRANS-
ACTIONS IN THE HOUSING
MARKET REACHED THE LEVEL
IT WAS AT WHEN INTEREST
RATES WERE LOW

The recession and the lack of confidence
among consumers have tightly restricted
activity in the housing market in the past
two years. The number of sale transactions with
apartments and land with residential buildings
was higher in the third quarter than a year earlier
for the first time since 2021, but the number of
transactions in total in the third quarter was still the
lowest of the past 10 years (see Figure 16). It should
be noted in this that the number of transactions
was boosted in 2023 by purchase decisions taken
at the peak of the market that were only recorded
in the transaction statistics after some delay. The
number of transactions with new apartments has
fallen particularly this year in consequence, and
they have declined from an average of almost
20% of all transactions in 2022-2023 to 10% in the
third quarter of this year (see Figure 17). It should
further be noted that transaction numbers were
boosted in earlier years when interest rates were
low by investment in the housing market, and the
expected return on this has now fallen as housing
prices have climbed high and loan interest rates
are much higher than they were.

The lack of demand has meant that the price
level for apartments has stayed consistently
at around the level it reached in 2022. The
average price for transactions with new apartments
rose in 2023 because of purchase decisions made
earlier, but prices for new developments have
now held steady for around a year (see Figure
18). At the same time, prices have risen a little for
apartments in the secondary market, especially

Figure 16. Number of transactions with
apartments and private houses
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Source: Estonian Land Board

Figure 17. Transactions in the primary and
secondary markets
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for apartments outside Tallinn, indicating that the
demand for housing at lower prices has spread
a little wider. Incomes have continued to rise
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Figure 18. Average price per square metre in
the primary and secondary markets
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Figure 19. Over or undervaluation of the
housing market from the baseline model
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meanwhile, and so the housing market was a little
less overvalued than it was in the first half of 2022
(see Figure 19)°.

INCREASED COMPETITION
BETWEEN THE BANKS GAVE
A LIFT TO THE MARKET FOR
HOUSING LOANS

Demand in the housing market is down a long
way on where it was only a couple of years
ago, and so there have been few clients looking
for new housing loans in recent years. Fewer new
housing loans have been added since the start
of 2023 than have matured or been terminated,
and the number of housing loan contracts in the
portfolios of the banks has consequently fallen
(see Figure 20). The number of loan contracts
starting to grow again from the second quarter of
this year indicates though, as do the signs of some
increase in activity in the housing market, that
borrowers are being more active at taking housing
loans. The size of the average loan has increased
constantly, and so the housing loan portfolios of
the banks have consistently grown quite quickly.
The rate of growth in the housing loan portfolio
has accelerated a little as the number of contracts
has started to rise, and it reached 6.8% over the
year at the end September.

The lack of new clients has steered the focus
of competition between the banks onto

Figure 20. Growth in the housing loan portfolio
and monthly change in the number of loans
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tempting clients who already have loans to
move across from other banks. Some banks
with ambitions to grow fast were offering in the
first half of 2024 to compensate the costs to new
clients of refinancing their loans. This encouraged
clients to review their loan contracts, and there
was a marked increase in spring and summer
2024 in contracts being renegotiated within banks
and in loans being transferred from one bank to
another. Three medium-sized banks, LHV, Coop
and Bigbank, have increased the numbers of
contracts in their portfolios in the competitive
environment of the past couple of years, and
especially in the second and third quarters of

5 It should be taken into account when estimating the overvaluation in the housing market that the price index for housing used
in the model is affected a great deal by changes in the structure of transactions. The price index is calculated using weights for
the share of transactions with new apartments and those sold in the secondary market from the previous year. As the share of
transactions with new apartments has been much smaller this year than it was on average last year, the price index for housing is

consequently overvalued.
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2024, while the numbers of loan contracts at
Swedbank, SEB and Luminor, the three biggest
banks, have fallen (see Figure 21).

Demand for loans has been supported by
interest rates on loans falling. The interest rates
on new housing loans have been consistently
moving downwards since March this year as the
money market interest rates that are the base rate
for most housing loans have come down (see
Figure 22). The average interest rate peaked in
November 2023 at 5.8%, and had fallen to 4.8%
by September 2024. The average interest margin
that is added to the base interest rate for new
loans or housing loans that are transferred from
one bank to another has remained quite stable
in the past year and a half at 1.5-1.6%. It should
be noted though that at the start of this period,
in spring 2023, the average margin came down
steadily as the banks started to offer loans that
had a zero margin at the start of the loan period
for purchases of new, energy-efficient housing.
Sales of new housing have fallen this year and
so has the share of loans using such housing
as collateral, meaning that the margins on other
loans have actually moved a little lower this year
from their levels of last year. At the same time, the
difference between the margins offered by large
and mid-sized banks has shrunk substantially
over time (see Figure 23).

Tighter competition brings the risk that
concessions could start to be made in the
lending conditions on loans, increasing the
riskiness of the loan portfolio. Eesti Pank has
set limits for banks issuing loans on the collateral
of the loan, the size of the repayments by the
borrower, and the maturity of the loan, and these
help to limit the increase in the risk level of the loan
portfolios of the banking sector. With real estate
prices high and interest rates rising, clients have
wanted to spread their loan burden over a longer
period and the share of housing loans issued in
recent years with the longest permitted maturity of
30years hasincreased (see Figure 24). At the same
time the loan payment burden of new borrowers
expressed as the debt service-to-income ratio
was on average a little lower in the second quarter
at 38.5% than in the third quarter of 2022, before
interest rates rose, when it was 40%?°.

Figure 21. Quarterly change in the number of
housing loans in the portfolios of the banks

small banks

medium-sized banks (LHV, Coop and Bigbank)
I |arge banks (Swedbank, SEB and Luminor)

total loans

1,500

1,000

500

-500

-1,000

!
1.800 2022 2023 2024

Source: Eesti Pank

Figure 22. The average interest rate and
margin on new housing loans
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Figure 23. Average interest margins on new
housing loans across banks
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6 Eesti Pank changed the conditions for calculating the limit on the debt service-to-income ratio for the banks issuing housing
loans from 1 April 2024 because the rise in base interest rates meant the limit was excessively 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 was higher.

* 16



EESTI PANK e FINANCIAL STABILITY REVIEW e 2/2024

Figure 24. Average loan servicing ratios
and maturity
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Loans have been used more for purchasing
housing this year than previously. When interest
rates were low, more investment was made in the
housing market using own funds, and the number
of housing loans issued grew more slowly than the
number of transactions in the housing market (see
Figure 25). The statistics on new loans partially
reflect those transferred from one bank to another,
but the dynamics of housing transactions and the
number of new loans this year indicate that the
transactions are being financed more than before
using loans, and to a similar extent to what they
were in 2015.

Activity in the housing market is starting
to recover slowly. The increase in transaction
activity in the housing market is receiving
support from the expected recovery in growth in
the economy combined with base interest rates
falling and the labour market remaining strong,
which allows wages to continue rising, albeit at
a slightly slower rate. Base interest rates are also
expected to continue falling, and that should also
support demand. There remains quite a lot of
uncertainty among consumers about the future,
which will be underpinned by growth in the tax
burden in the near term. The plodding recovery
in the housing market probably indicates that
apartment prices will start to rise within the
limits of the rate of growth expected for wages.
The increase will be restrained though because
the number of apartments on sale both in
new developments and in the market for older
apartments has risen.

Figure 25. Number of housing market
transactions and new housing loans
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Figure 26. House price indexes, Q1 2018 =100
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ESTONIA STANDS OUT FROM
OTHER COUNTRIES IN THE EURO
AREA FOR THE RAPID RISE IN
HOUSING PRICES

Official statistics show that housing prices
in the Baltic states have risen notably faster
than the average in the euro area countries
in recent years. Housing prices in the Baltic
states were growing similarly to the average in the
euro area countries before the housing market
took off in 2021-2022, when the strong demand
in local markets quickly led the Baltic states to
outpace the other countries (see Figure 26). Signs
of housing prices stabilising have been apparent
in the euro area on average in recent years, but
the price level in Estonia and Lithuania has clearly
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risen, albeit at a slower rate than previously. The
difference between the Nordic countries and the
Baltic states is even more stark, as housing prices
in Sweden and Finland have increased only very
modestly while prices in Latvia have gained 50%
and those in Estonia and Lithuania as much as
80% over what they were in 2018. After peaking in
2022, housing prices in the Nordics have gradually
slipped back, and in Finland they have returned to
where they were in 2018. The different dynamics
of housing prices are equally reflected in the
different growth rates in housing loans between
countries (see Figure 27).

It is not only housing prices, but also incomes
that have increased faster in the Baltic states
than in the euro area. Whether the housing
market is overvalued can be estimated by looking
at how housing prices have changed relative to
household incomes’. Developments in the euro
area on average have been similar to those in
Sweden and Finland, where compensation per
employee has increased by 15-20% since 2018
(see Figure 28). Compensation increased in the
Baltic states at the same time almost three times
as fast as it did in Nordic countries, to be around
60% higher than in 2018. Although incomes in
the Baltic states have risen substantially, housing
prices in Estonia and Lithuania outpaced them
enough that the gap between housing prices and
incomes has not narrowed in those countries and
has remained at a steady level in recent years.
The opposite has happened in Sweden, Finland
and Latvia, where the gap between prices and
incomes has become smaller as the housing price
indexes in Sweden and Finland have fallen while
incomes in Latvia have grown faster than the
housing price index there.

The ratio of housing prices to incomes
confirms that the variation between Estonia's
neighbours has become wider in recent
years. Data published by the OECD on the ratios
of housing prices and incomes further show how
the housing markets in Finland and Sweden have
become less overvalued as housing prices have
fallen, and that the same pattern can be seen in
the euro area as a whole (see Figure 29). Latvia is
an exception within the Baltic states, as the ratio
of housing prices and incomes is comparable to
the average in the euro area. The ratios in Estonia
and Lithuania have come down a little from their

Figure 27. Annual growth in housing loans
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Figure 28. Compensation per employee,
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Figure 29. House price-to-income ratio,
Q1 2018 =100
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7 The dynamics of incomes are shown using compensation per employee, which covers gross wages, bonuses and overtime,

and also the social insurance payments made by employers.
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peaks of 2022, but remain at a relatively high
level and illustrate that the gap between incomes
and housing prices remains despite incomes

continuing to rise. This means that the risk of a
price correction occurring in those countries is
relatively larger than it is in neighbouring countries.
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Box 3: Transaction activity in the commercial real estate

market remains quiet

The number and value of transactions in
commercial real estate markets in Estonia and
the rest of Europe have been low in the past
couple of years. The number of transactions
with land for commercial and production
purposes in the first eight months of this year
was at the same level as it was last year. New
commercial properties are however being
developed at a relatively fast rate in all of the
main segments of commercial real estate. The
amount of construction of new office space that
has been started this year has been double that
of the previous couple of years (see Figure B3.1).

The proportion of commercial space that is
unoccupied has increased slightly this year
to average 11% for office buildings and 13%
for older office buildings. It is estimated that
demand for office space may fall further and
vacancies may increase both through hidden
vacancies® and through redundancies. Market
participants also see a tendency in recent
times for tenants to prefer smaller office spaces
than they were renting previously. Reduced
demand and increased development volumes
mean that property owners will have to expect
there to be more vacancies than before and if
necessary adjust their rent prices. The amount
of available space for industrial, warehousing
and retail property is much smaller at 2-5%, and
development volumes in those sectors have not
notably increased this year.

Higher borrowing costs have offset last year's
rise in rent prices and the fall in the value of
assets has boosted the growth in yields®, which

Figure B3.1. Number of transactions
with commercial real estate and
construction starts
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Figure B3.2. New bank loans to real estate
firms to finance commercial real estate
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stand in the range between 7% and 11%. The cuts in interest rates that started this summer will
have a notable impact on property owners and real estate developers. There are other factors
that have a larger restrictive impact on business activities than the price of the loan, such as
shortage of demand, but at the same time, loan repayments being smaller strengthens the cash

flows of the property owners.

The amount issued in bank loans to fund new commercial property in the first three quarters of
this year was 28% more than in the same period of last year (see Figure B3.2). The amount of new

8 Hidden vacancies mean that there is more space not covered by contracts or standing empty than is officially

advertised to the market.

9 The ratio of net operating income earned over a year to the sales price of real estate.
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commercial property developed in the first half
of 2024 was similar to that in the first half of last
year, whilethere hasbeenno substantialincrease
in transaction activity, and so the increase in
loans could indicate that own funds are being
used to fund a smaller share of new projects,
meaning that the risks to the banks are bigger.
The largest share of the loans has been used
to finance housing developments and offices,
and the main lenders for this have been three
medium-sized banks LHV, Coop, and Bigbank.
The growth in the total portfolio of loans used
to finance commercial real estate developments
by real estate companies accelerated from
1% at the start of the year to 7% by the end of
August (see Figure B3.3). The rate of growth in
lending to all the other sectors of the economy
was similar though, and so the loans to real
estate companies did not increase as a share
of the total loan portfolio. The ratio of the value
of the real estate used as collateral for the loan
to the amount of the loan, or the loan-to-value
(LTV) ratio, shows the financing of the whole
loan portfolio has been quite conservative. The
average LTV of new loans rose this year, but the
average LTV of the whole portfolio of bank loans
for construction investment and commercial
real estate purchases is below 50% (see Figure
B3.4). The smaller banks stand out for issuing
the riskiest loans with the highest LTV ratios.

As the economy recovers and base interest
rates come down, it may be expected that
activity in the commercial real estate market
will increase and that demand will also do

Figure B3.3. Growth in the portfolio of loans
to real estate firms and the components of it
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Figure B3.4. Distribution of the loan portfolio
by LTVs as at 31 July 2024
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so to some degree. Confidence among businesses will not recover quickly though, and if the
economy remains weak in the near term then the share of vacant commercial space, especially
office space, may increase further. Greater investment in the retail sector and the increased
construction of new retail spaces may put pressure on property owners renting out retail space
as the average turnover in retail and the figures for footfall have fallen.
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INCREASED DIVIDEND PAYMENTS HAVE REDUCED
THE LEVEL OF OWN FUNDS AT THE BANKS

The majority of loans issued by the banks have a floating interest rate that is linked to base interest
rates, and so the banks have earned record profits in the past couple of years. The changing tax
environment has led some banks to increase their dividend payments, but the capitalisation of the banks
has remained strong even so. Around half of the liabilities of the banks are in demand deposits with low
interest rates, and so cuts in base interest rates reduce the expenses of the banks by less than they
reduce their income. Funding costs are falling by less as borrowing from within the group and from the
markets has increased because local deposits are not sufficient to cover all of the lending activities of
the banks. The profits of the banks are consequently expected to decline in future, though they will still
remain at a high level. While uncertainty remains around the state of the economy, it is important that the
banks have sufficient own funds to be able to play their role in the economy even in the current difficult
circumstances.

CUTS IN BASE INTEREST RATES

ARE MAKING THE BANKS LESS

Figure 30. Banking sector interest income and
PRO FIT interest expenses, annualised

interest income
interest expenses
net interest income

The profits of the banks started to descend
in the first half of 2024 from the record peaks 6%
they had reached in the preceding years. The Y
interest earning assets of the banks are mainly
loans with floating interest rates linked to Euribor,
and so rises and falls in base interest rates made
their interest income change largely automatically.
Almost half of the liabilities of the banks are in
demand deposits though, on which the interest
paid is very low whatever the position of the
interest cycle, and so a large part of the liabilities
are unaffected by changes in base interest rates. %20 2024 2022 2093 2024
The price of the rest of their funding changes

mainly in response to how often their maturing
liabilities are refinanced.
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Money market interest rates have been heading Figure 31. Income, expenses and net profit
] of the banking sector, annualised
downwards since the second quarter of last year,
. . . . I net provisions
and interest income has not increased as a ratio administrative expenses
. . X net domestic dividend income

to total assets despite the increase in the loan mm NSt fee and commission income

) ] ) ; ° net interest income it/ |
portfolio, while interest expenses have continued 595 D return on assets (net profit/total assets)

to grow. Net interest income has consequently
fallen as a ratio to assets for four quarters in a row
(see Figure 30). There has been some increase at
the same time in the operating expenses of the
banks and in the provisions for loans, though
these have little impact on profitability. The
banking sector in total earned 770 million euros
in net profit in the first nine months of 2024, which T T il B EEENg
is 9% more than in the same months of last year. 2% | L ‘ ‘ !
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The return on assets over the year was down from
2.3% in the fourth quarter of 2023 to 1.8% in the
third quarter of 2024 (see Figure 31).
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10 The net profit earned in the second quarter of 2024 was affected very much by the income tax expenses on the dividends
paid out.
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The profitability of the banks is expected to
decline in future, though it will still remain
at a high level. The banks operating in Estonia
have been more profitable than those in the
other countries in the European Union over the
past year and over the past ten years on average
(see Figure 32). Further cuts in interest rates will
reduce net interest income, though from a high
level. Factors that helped boost interest revenues
before will start to work in the opposite direction,
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 be affected more than it has been by the
growth in problem loans, though if these develop
as forecast then the level of them and their impact
on the profitability of the banking sector will remain
small for the time being.

SOURCES OF FUNDING OTHER
THAN DOMESTIC DEPOSITS ALSO
REMAIN IMPORTANT

The banks get a lot of their funding from local
depositors, but those deposits are still not
enough to finance all of the lending activity
of the banks. The yearly growth in local deposits
has by now been slower than that in lending
for two years. The volume of local deposits has
increased steadily on the balance sheets of
some banks, but deposits at others have grown
more slowly than loans or have even declined.
This means that other sources of financing have
increased alongside local deposits (see Figure 33).
Alternatives to local deposits are intragroup loans
from foreign parent banks, deposits from other
countries including those taken through deposit
platforms, and covered bonds. If a bank wants to
hold on to its deposits or even attract new ones,
it will need to compete for clients by paying more
than other market participants for those deposits
(see Figure 34).

The growth in term deposits has slowed
and the amount of interest paid on them
is gradually starting to fall. The growth in
domestic private sector term deposits peaked at
the end of last year, and has been slowing steadily
since the start of this year. The rise in money
market interest rates reached the interest rates for
the term deposits of clients after some delay, but

Figure 32. Return on assets,
ten-year average and in 2023
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Figure 33. Structure of banking
sector liabilities
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Figure 34. Average interest rate on
the stock of banking sector liabilities
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the cuts in base interest rates have been reflected
quite quickly in the average interest rates paid out
on term deposits.

The subsidiaries of the large Swedish
banking groups have increased the amount of
intragroup financing they use and the share
of it on their balance sheets. The amount of
funding taken from parent banks was at its lowest
in 2021, after which it started to increase again
gradually. Over a longer perspective the amount
of funds from parent banks on the balance sheets
of subsidiaries is at an average level. The price of
funds received from other banks within the same
group has been similar to the average interest
rates paid on term deposits.

With market interest rates falling, the interest
expenses on bonds are no longer notably
rising. International bond markets have been
more active this autumn and the issues of bonds by
Estonian banks have mostly been oversubscribed
several times. As the interest rates on the bonds
issued by the banks are either fixed or linked to
market interest rates, the interest expenses on
their bonds are generally decreasing. However
the covered bonds issued by some of the largest
banks when interest rates were negative are
reaching maturity, and these bonds provide
around 4% of the balance sheets of the banks.

There has been no particular change this year
in the volume of non-resident deposits, and
they have remained at 10% of liabilities. Some
banks take in large amounts of deposits from
other countries, while others support their growth
by taking deposits through international platforms
to provide bridge financing.

The level of liquid assets in the banking
sector has remained high as the structure of
liabilities has changed, and liquid assets were
29% of total assets at the end of September
2024 (see Figure 35). This is a high level next to
the long-term average. The claims of the banks on
the central bank have increased by around 30%
over the year. The good resilience of the banks is
confirmed by their liquidity coverage ratios (LCR),
which show that their liquid assets were notably
larger than the estimated net outflow of funds
during a 30-day stress period (see Figure 36).

Figure 35. Structure of banking sector liquid
assets and their share in total assets
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Figure 36. Liquidity Coverage Ratio
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The LCR value of the Estonian banking sector
has been raised by the replacement of demand
deposits by term deposits.

THE LEVEL OF OWN FUNDS
FALLING COULD WEAKEN THE
CAPACITY OF THE BANKS TO
LEND

The record profits earned in recent years have
allowed the banks to increase their dividends.
They have probably been encouraged in this by
changes to the tax regime as the advance income
tax rate for the banks will rise from 2025 from 14%
to 18%'", and the general tax rate on dividends

11 Before 2019 the banks only paid income tax on dividends paid out, and so they preferred to hold onto their profits as own
funds. A reduced rate of 14% was introduced in 2019 for income tax paid in advance on dividends paid out to a schedule, and the

consequence was that dividends from the banks increased.
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paid by all companies will rise from 20% to 22%™.
A security tax of 2% to be paid in advance will also
be introduced in 2026. The total amount paid out
in dividends by the banks in the first half of this
year was around a fifth more than they earned in
profit last year. The share of the voluntary buffer
of own funds at the banks fell by 1.1 percentage
points from the end of 2023 to the end of the
second quarter of 2024 (see Figure 37).

As assets have increased, the average level of
own funds has decreased. The total own funds
ratio of the banking groups was 21% at the end of
the second quarter of 2024, and the lowest figure
was 17% (see Figure 38). Aggregate own funds
exceeded the core and buffer requirements by
more than 900 million euros. The volume of own
funds at some banks with smaller market share
has also increased. It has been preferred in some
cases to access funding through subordinated
bonds rather than by reinvesting profits (see Figure
39). Subordinated funds are preferred when
their price is lower than the return expected by
shareholders.

Capitalisation indicators are also affected by
changes in the volume andriskiness of assets.
The two largest banks in Estonia use internal models
for assessing risks, and unlike the banks that use
the standard method, the banks that use internal
models assess the risk level of their assets using
their own earlier experience and forward-looking
risk projections. The banks having greater freedom
to assess their own risks comes with the danger
though of future risks being underestimated, and
this makes it important to monitor the indicators for
the financial leverage of the banks, which show the
ratio of own funds to assets without risk weights
applied. The decline in the own funds of the larger
banks is also shown by the indicator for financial
leverage, though the figures for all of the banks are
more than double the European Union's minimum
rate of 3% (see Figure 38).

The capitalisation of the banks has been
good, but the reduction in their capital buffers
makes it less certain that they will be able to
cope well in more difficult circumstances.
The capitalisation and the governance decisions
of the banks are going to be affected by changes
to the rules for calculating risks. Changes to the
prudential supervision standards will be applied to

Figure 37. Own funds ratio of the banking
sector as at 30 June 2024
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Figure 38. Own funds of banking groups as at
30 June 2024
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Figure 39. Bonds issued by banks on the Baltic
stock exchanges
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12 The large profits in 2023 led Estonia, like several other countries in the euro area, to consider imposing additional taxes on the
profits of the banks, but in the end such taxes were not introduced.
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all the banks operating in the European Union in
2025, and will make the calculation of risk assets
more conservative (see Financial Stability Review
2024/1)". This makes it important that the banks

take account of their own development goals and
the possible risks, and the impact of future changes
to the regulations when they plan the level of their
own funds.

13  The changes to the rules affect the requirements for calculating risks and for governance of credit institutions. One of the
most important changes is that the calculations of risk assets by the IRB banks will have to be at least 72.5% of the calculation
found using the standard approach by the end of the transition period.

Box 4. The impairment expenses of the banking sector in
relation to net interest income estimated from past loan
losses

Figure B4.1. Banking sector quarterly loan
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The high loan interest rates in Estonia have Source: Eesti Pank

from time to time been justified because the

borrowers in the local region are more vulnerable and have higher credit risk than the average in
the euro area and other advanced economies. The estimate of the credit risk on the loans issued,
or the expected loan losses, generally uses data from loan losses in the past. This suggests that
the loan losses incurred during the biggest crisis of recent years in 2009-2010 can be used as
the basis for estimating what share of profit before impairment and tax the banking sector should
set aside under current circumstances to cover potential loan losses of a comparable amount.

The provisions for loan losses in the Estonian banking sector have decreased steadily over the
past decade and more, and only with the economy in recession in the past two years have they
increased a little (see Figure B4.1). The total value of credit impairment provisions on the balance
sheets of the banks at the end of September 2024 was 156 million euros, or 0.7% of the loan
portfolio. They peaked at over 800 million euros during the deep recession of 2009-2010, or
5.8% of the loan portfolio.

The question arises of how to estimate the extent of the loan losses suffered at the time. The
consolidated profit statements of the banking sector show that the cumulative costs for credit
impairments added up to around 1.1 billion euros during the three years 2008-2010, but some of
the problem loans later returned to start performing again, and so the provisions were reduced
by that much. After the crisis the change in the value of assets from the start of 2011 to the middle
of 2015 contributed positively to the profit statements, adding around 120 million euros, which
gives an estimate for the loan losses arising from the crisis of a total of 989 million euros, or 7.1%
of the average loan portfolio during the period'®.

14 https://www.eestipank.ee/en/publications/occasional-papers/2024/12024-competition-between-banks-estonian-
lending-market

15 The two largest banks also set up separate companies to take over the assets used as collateral for loans that had
gone bad in order to limit the fall in the value of assets being auctioned and so the loan losses from them. The impact of
this is not considered here.
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Provisions of 7.1% of the loan portfolio as shown on the balance sheet at the end of September
2024 would total 1.66 billion euros, and this would need the banks to make additional impairment
costs of 1.5 billion euros on top of those they already have. In simplified terms, the banks value
their loans using the formula:

risk-adjusted income = interest income - funding costs - expected loan losses + other income
and expenses,

and extending this to the whole portfolio and assuming that the interest expenses recorded on
the profit statement represent the cost of financing, and that all of the revenues and expenses
from the main activities of the banks'® come under the calculation for other income and expenses,
means that the potential impairment costs of the banking sector calculated from the loan losses
during the crisis can be related to the actual figures for profit before impairment and tax in
different periods.

Figure B4.2. Calculated loan losses and Figure B4.3. Banking sector income and
profit before provisions and taxes expenses, and profit before provisions and taxes

other income and expenses, net
administrative expenses

= net commission and fee income
interest expenses

== interest income

profit before provisions and tax

additional loan losses
estimated from actual
loan losses in 2009-2010

four-quarter cumulative
profit, Q3 2024

—— actual loan losses
net interest income

profit calculated from
eight-year averages

o

400 800 1,200 1,600
EUR million

Source: Eesti Pank Source: Eesti Pank

It can be concluded from this that if the banks were to make all of those additional impairment
costs at once, it would cost a little more than the profit before impairment and tax earned during
the past 18 months (see Figure B4.2). If the average return on the loan portfolio across the
economic cycle, considered as the past eight years", in most of which interest rates were low,
were taken as the basis when calculating profits, impairment costs of this size would consume
the profit earned before impairment and tax during the period of 2.5 years'.

The income and expenses of these loans can also be related to interest-bearing assets, in this
case the loan portfolio, to get a measure of the expected impairment costs against the net
interest income earned by the banks (see Figure B4.3). The net interest income earned in ratio
to the loan portfolio during this period was 5.5%, and 1.9 percentage points of this would go to
cover other income and expenses, net, leaving 3.6 percentage points as profit before impairment
and tax (see Figure B4.4). Making the same calculation over eight years as the average for the
economic cycle, the average net interest income of the period of 3.5% as a ratio to the loan
portfolio would give 1.4 percentage points for covering other expenses and 2.1 percentage points
for profit before impairment and tax.

16 This does not consider dividend income.

17 The assessment of the countercyclical capital buffer requirement uses an eight-year window for calculating long-
term nominal economic growth.

18 The result is essentially the same size even if profit before impairment and tax is calculated for the loan portfolio over
the interest cycle using the average return in 2009-2024, as this is relatively similar to the average return for eight years, or
across the economic cycle.
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If the whole of the banking sector had to absorb
1.5 billion euros in expected additional costs for
impairment over a period of, say, eight years or
the whole economic cycle, then it would need to
calculate around 0.8 percentage point a year of
the net interest income earned in relation to the
loan portfolio. Depending whether the indicators
used are for eight years, meaning the average
for the economic cycle, or for the third quarter of
2024, net interest income left after impairment
costs would be 1.1-2.4 percentage points as
a ratio of the loan portfolio. This calculation
suggests that from the point of view of financial
stability, the net interest income of the banks
could fall by that amount without posing a
danger to the stability of the financial sector.

Figure B4.4. Banking sector income and
expenses, and profit before provisions and tax
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SEVERAL COUNTRIES HAVE INCREASED THEIR
CAPITAL BUFFER REQUIREMENTS IN THE PAST
COUPLE OF YEARS

The introduction of the Basel Ill standards from 2010 made it possible to set various capital buffer
requirements on top of the regulatory minimum in the capital calculation of the banks and the additional
microprudential requirements based on the risk profile of each bank. The purpose of the capital buffer
requirements is to ensure that the own funds of the banks do not fall below a minimum level at which the
solvency of the bank could be threatened. Macroprudential buffer requirements are designed to reduce
systemic risks and they have been applied quite differently across the countries of Europe depending on
general risk assessments, the credit cycle, and the state of the banking sector. Several states decided
to introduce new buffer requirements or increase their existing ones in the years after the Covid-19
pandemic. This was mainly driven by the desire to increase the resilience of the banks to unexpected
shocks. The macroprudential buffer requirements in Estonia are a little higher than those in several other
European countries because the level of cyclical risk is higher.

MACROPRUDENTIAL BUFFER
REQUIREMENTS ARE BASED ON
SYSTEMIC RISKS

The aim of the macroprudential buffer
requirements within the multi-layer structure
of capital and buffer requirements is to make
the banks more resilient to systemic risks.
The set of capital requirements that applies to the
banks requires them to hold not only the common
regulatory minimum requirement of 8% of own
funds and the capital conservation buffer of 2.5%
but also the capital buffers against the systemic
risks identified by individual countries that are
known as macroprudential buffers. The banks
also need to meet microprudential requirements

that relate to the specific risks of each individual
bank and are known as Pillar 2 requirements (see
Figure 40). This structure for capital requirements
was introduced after the global financial crisis,
when the capital requirements for banks were
raised throughout Europe.

Most countries did not consider systemic
risks in this form when calculating capital
requirements before the global financial crisis
of 2007-2008"°. The crisis showed clearly
however that requirements and buffers based
on the risk profiles of individual banks were not
sufficient to strengthen the resilience of the whole
banking sector against unexpected shocks and
ensure the sustainability of the financing of the

The size of the column does not reflect the size of the requirement
Source: Eesti Pank.

countercyclical capital buffer

systemically important institution (O-SlI) buffer

Figure 40. Structure of the capital and buffer requirements
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19  Some countries had decided to introduce higher capital adequacy requirements than the minimum Basel standard of the
time of 8%. A requirement of 10% was applied to the banks in Estonia in 1997-2013 for example, which was two percentage points
higher than the minimum and was replaced in 2014 with a systemic risk buffer of 2%. With the introduction of the O-SII buffer, Eesti
Pank cut the systemic risk buffer rate to 1% in 2016. The rate remained there until spring 2020, when the buffer requirement was

lifted at the outbreak of the Covid-19 pandemic.
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economy. Buffer requirements were consequently
added to the set of capital requirements that
macroprudential authorities could apply following
their risk assessments.

Systemic risks can come from three sources
that the buffer requirements have been
designed to counter

Risks from the financial cycle that arise
when rapid credit growth and an increase
in indebtedness heighten the danger of loan
losses accumulating. The risk is mitigated
by raising the countercyclical capital buffer
requirement, which can then be lowered
or removed if the risk from credit growth
diminishes or if the economic and financial
environment becomes substantially worse.

Risks from the operation of the financial
system that arise if the banking market is
highly concentrated and banks are directly
and indirectly interconnected, and if one or
more of the large market participants is then
hit by unexpected financial difficulties. The
more important banks in the financial system
are consequently subject to an additional
capital buffer.

Systemic risk that can arise from the specific
structure of the national economy or financial
sector or from increases in the vulnerability of
individual segments in the loan market. These
systemic risks can be reduced with the systemic
risk buffer, which can be applied to the risk
exposure of all sectors or just one specific one,
and to all of the banks or just some of them.

THE BUFFER REQUIREMENTS
HAVE RISEN, BUT ARE AT QUITE
DIFFERENT LEVELS IN DIFFERENT
COUNTRIES

Different countries have applied the measures
differently, mainly because of differences in
their risk assessments. Adding together the
macroprudential buffer requirements that are
already in force, or that have been decided and
are due to come into force, shows how widely the
levels of requirements vary across the countries
of the European Economic Area (see Figure
41). The macroprudential buffer requirements
in different countries ranged from 1% to 9% in
autumn 2024, with the median at 3%%. The level
in Estonia was a little above the median at 3.5%.
Comparing the buffer requirements for total risk
exposure does not however give a full picture
of the extent of macroprudential measures, as
some countries also have sectoral systemic risk
buffer requirements that apply more narrowly to
certain risk exposures (see Table 1), and these
raise the overall capital buffer requirement. Eesti
Pank has not yet applied such requirements, but
it has reciprocated the 2% systemic risk buffer
requirement for housing loans issued in Lithuania.

The buffer requirements have risen in the
European Union in the past couple of years
because systemic risks have increased. Real
estate markets became more active after the
pandemic and lending for housing expanded,
whichincreased vulnerability and the accumulation
of risks in the banking sector across Europe.
Several countries consequently decided to apply

Figure 41. Macroprudential capital buffer requirements in the EEA countries

as at 30 September 2024*
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20  The calculation for the O-SII buffer and the systemic risk buffer use the highest requirement set for a bank in each country.
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Table 1. Sectoral systemic risk buffer requirement

Country rate risk exposure scope applies from
Lichtenstein 1% RRE (natural persons) + CRE all banks 01/05/2022
Lithuania 2% RRE (natural persons) larger banks** 01/07/2022
Germany 2% RRE (natural and legal persons) all banks 01/02/2023
Malta 1.5% RRE (natural persons) all banks 28/03/2023
France 3% loans to highly indebted companies seven O-SlIs 01/08/2023
Denmark 7% 'Cocfr?]% 10 real estate and construction 4 panks 30/06/2024
Portugal 4% RRE (natural persons) IRB banks 01/10/2024
Belgium 6% RRE (natural persons) IRB banks 01/04/2024
Slovenia 0.5% / 0.5% RRE / other (natural persons) all banks 01/01/2025

* RRE - secured by residential real estate, CRE - secured by commercial real estate

** with a housing loan portfolio of more than 50 million euros
Sources: ESRB, macroprudential authorities

targeted measures to the real estate market and
set sectoral systemic risk buffer requirements.

The pandemic also taught the lesson, which was
reinforced by the uncertainty in the operating
environment for the banks caused by geopoalitical
tensions, that capital buffers designed to
counter systemic risks need to be increased and
maintained to help cope with unexpected shocks.
The result was that many countries raised the
general systemic risk buffer or countercyclical
capital buffer requirements. Several countries have
decided to set a base rate for the countercyclical
capital buffer (see Figure 42) that remains above
zero even when the credit market is functioning
normally and there is no danger of excessively fast
growth in credit.

Macroprudential buffers have also been
raised outside Europe. The Basel standards
have been applied globally at differing speeds but
several OECD countries thatare notinthe European
Union have increased their macroprudential buffer
requirements since the pandemic. Countercyclical
capital buffer requirements have been introduced
for example in the United Kingdom at 2%, in
Australia, South Korea and Hong Kong at 1%,
and in Chile at 0.5%, while a narrower version for
housing loans has been applied in Switzerland
at 2.5%. The frameworks applied in the United
Kingdom, Australia and Hong Kong have a base
level that is independent of the credit cycle.

Like they do in the European Union, systemically
important banks have to hold additional capital

Figure 42. EEA countries with a cyclically neutral countercyclical capital buffer requirement
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buffers in most of the other countries of the
OECD, and these requirements are in many cases
higher than the average levels in the European
Union?'. Canada has for example set a Domestic
Stability Buffer of 3.5% for the largest banks, while
the larger banks in Australia have to hold a capital
conservation buffer that adds 1.25 percentage
points on top of the 1% requirement. The overall
capital buffer requirement set for macroprudential
purposes is higher than the median for the European
Economic Area in several countries, including the
United Kingdom, Canada and Australia.

THE LEVEL OF THE BUFFER
REQUIREMENTS IN ESTONIA
CONSIDERS THE SYSTEMIC
RISKS TO THE LOCAL FINANCIAL
SYSTEM

Estonia currently has two macroprudential
buffer requirements, which are the systemically
important institution (O-Sll) buffer requirement
and the countercyclical capital buffer requirement.

The O-SII buffer requirement addresses the
risks to the operation of the financial system
that come from the structure of the banking
sector. The Estonian banking market is one of the
most concentrated in the European Union??, which
means that the system is relatively vulnerable to
an economic or financial shock hitting one of the
larger market participants. The blow to the whole
financial system and economy can be softened if
the banks that have the biggest impact hold larger
capital buffers. The level of the buffer requirement
applied to systemically important banks is defined
from the size of the market share of the bank
in its main banking activities such as lending,
deposit taking, and payment intermediation, and
also from the extent of its cross-border activities
and its interconnectedness with other financial
institutions.

Eesti Pank uses a methodology for setting the
buffer rates for banks defined as systemically
important that is consistent with approaches used
in other countries in the region when calibrating
the buffer requirement. A requirement of 2% has
been set under this methodology for Swedbank,

SEB, Luminor and LHV as the four systemically
important banks, and this is the highest level
defined within the Estonian framework. Eesti Pank
plans to apply the O-SllI buffer requirement from
next year to Coop Pank and Bigbank as they have
grown fast, though their smaller market share
means that they will be subject to the minimum
buffer rate of 0.5% (see Box 5).

Systemic risks arising from the rapid growth
in the credit market and in indebtedness
can be partially prevented and mitigated by
the countercyclical capital buffer, which has
two components in the framework applied
by Eesti Pank, the base requirement and
the cyclical requirement. If there is no deep
recession causing large loan losses and no
danger from extensive financial stresses, the base
requirement remains permanently unchanged at
1%, creating a security margin to guard against
unexpected difficulties. The need for this buffer
in Estonia arises because the small and open
economy is more sensitive to negative shocks to
the economy, and because a large share of the
loan portfolio of the banks has been issued to
companies in real estate and construction. Their
highly capital intensive nature and their large
financial leverage mean that the financial position
of companies in those sectors is highly sensitive to
changes in the economic cycle.

The cyclical component of the buffer requirement
is used to prevent larger loan losses occurring as
a consequence of rapid growth in lending. The
requirement is raised if increased risk is indicated
by growth in debt and indebtedness, and by other
factors that drive debt such as rapidly rising real
estate prices or looser lending standards. The
cyclical requirement in Estonia is currently set at
0.5% because there was a broad accumulation of
risks when lending grew fast in 2021-2022. That
rate of growth has slowed this year, but there is
no plan to lower the requirement while overdue
loans continue to increase (see Box 6). Monitoring
the dynamics of overdue loans helps in assessing
whether the rapid credit growth in previous years
has made the financial system more vulnerable
to the extent that a recession would amplify
problems in repaying loans.

21 The Basel rules also allow for higher buffer rates for very large banks that are important for the global financial system. Several
such banks have their headquarters in OECD countries outside the European Union, including the USA, the United Kingdom,

Japan, Switzerland and Canada.

22 The Herfindahl-Hirschman Index (HHI) for the concentration of the assets in the banking sector put Estonia in third place in
the European Union at the end of 2023 behind Cyprus and Greece.

* 31



EESTI PANK e FINANCIAL STABILITY REVIEW e 2/2024

The macroprudential buffer requirements in
Estonia are a little higher than the average in
the European Union because of the systemic
risks to the local financial system. The risks
from the structure of the economy and the
financial sector are permanent in nature, and so
the buffer requirement set against them through
the O-SIlI buffer and the base requirement of the
countercyclical capital buffer generally do not
change over time. The rapid growth in lending
and in real estate prices in Estonia in recent years
has caused the level of cyclical risks to rise higher

than that in most other European Union countries,
which is why the additional buffers still need to be
held against those risks.

Eesti Pank regularly assesses once per quarter
whether the current 0.5% cyclical component of
the countercyclical capital buffer is needed, and
can reduce the overall rate to the 1% base rate if
the systemic risks that caused the requirement to
be raised have clearly declined. The assessment
uses various indicators, including the trend in loan
losses, and the dynamics of credit growth and the
factors that affect it.

Box 5: Eesti Pank named Bigbank AS and Coop Pank AS as

systemically important banks

The Systemically Important Institutions buffer is applied to banks if it is important for the financial
system and the non-financial economy that they function without interruption. This additional
buffer helps increase the security of operation of the financial system and reduces the costs
to the economy of any financial problems that could occur at Other Systemically Important
Institutions or O-SllIs. Eesti Pank assesses the systemic importance of credit institutions each
year and uses data from the highest level of consolidation. The results are used for updating the
list of systemically important credit institutions. All the credit institutions defined as systemically
important in Estonia must hold additional capital buffers, and the size of their buffers is determined
by their points score for systemic importance. The more systemically important the institution,

the larger the buffer must be.

The starting point for identifying systemically important credit institutions in Estonia is the
two-step methodology in the guideline of the European Banking Authority (EBA)?. In the first
step, other systemically important institutions, or O-Slls, are identified automatically using the
criteria and the mandatory indicators in the EBA guideline. Eesti Pank also uses an adjusted
framework for assessing O-Slls, which is the second, or supervisory, step under the EBA
guideline. This is needed to account for the particular structural nature of the Estonian financial
system, because structural changes at Luminor Bank AS at the start of 2019 brought its Latvian
and Lithuanian branches under its head office in Estonia, and important domestic indicators
were then underrepresented in the automatic assessment. Banks are classed as O-Slis if they
exceed the value set as the threshold, meaning their market share for the assets of the banking
sector and for the volumes of various other activities exceeds 3.5% on average.

Data from the end of 2023 indicated that Bigbank AS and Coop Pank AS should be added to the
list of systemically important banks in Estonia. The importance of Bigbank AS and Coop Pank AS
has increased consistently over the past five years. Although Bigbank AS has only quite a small
share of the local market, its assets have grown a lot and at the end of the year they were around
5% of the total for the banking sector. Bigbank AS takes in a substantial share of its deposits from
the Netherlands, Germany and Austria, and mainly issues loans to clients in the Baltic states.
Coop Pank AS has steadily gained significant market share of loans to local households and
companies, and of their deposits, and its market share is approaching 6% in both cases.

23 Guideline issued on 16 December 2014 by the EBA on the criteria to determine the conditions of application of
Article 131(3) of Directive 2013/36/EU (CRD) in relation to the assessment of other systemically important institutions

(O-Slls).
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Table B5.1. Score of the banks operating in Estonia in basis points as at

31.12.2023
Overall score Criteria
Importance Importance
L (including Complexity/ Inter- in the
Institution Step1* Step2* Size  Substitutabi- cross- con- Estonian
P P lity/ financial border nected- " N
. . financial
system infra- activity ness system
structure) 4
Luminor Bank AS 3,642 2137 | 2,922 1,934 6,243 3,467 6,31
Swedbank AS 2,335 3,340 | 2742 3,174 958 2,465 4,344
AS SEB Pank 1,492 1,955 | 1,631 1,996 1,106 1,233 2,419
AS LHV Pank 1,359 1428 | 1,344 1,785 451 1,857 1,496
Bigbank AS 374 264 430 360 602 104 154
Coop Pank AS 239 391 375 331 58 193 544
AS Inbank 232 145 249 198 409 72 57
Holm Bank AS 42 35 35 24 32 75 29
AS TBB pank 15 22 25 20 1 12 28

*Scores are calculated using the mandatory scoring methodology of the EBA guidelines
** For supervisory assessment the EBA mandatory indicators are complemented with two optional indicators for private
sector domestic deposits and private sector domestic loans that make up 50% of the total points score

Bigbank AS and Coop Pank AS will both be subject to a systemically important institution buffer
rate of 0.5% from 1 January 2025. The systemically important credit institutions named earlier
were Swedbank AS, AS SEB Pank, AS Luminor Bank and AS LHV Pank, and they remain subject

to a buffer rate of 2%.

Box 6: The countercyclical capital buffer requirement is at
1.5% because of the earlier rapid growth in lending

Eesti Pank decided in November 2022 to raise
the applicable countercyclical capital buffer
requirement for the banks from 1% to 1.5%.
The higher requirement has applied since 1
December 2023. The requirement was raised
because of the rapid growth in lending during
the year and a half preceding the decision,
which had increased the cyclical risks. The
growth in lending in Estonia has slowed sharply
this year and the accumulation of risks from
the financial cycle has clearly halted, but the
danger that loan losses could increase further
has not entirely disappeared, and so Eesti Pank
considers that it is still reasonable in the current
uncertain economic environment not to lower
the countercyclical capital buffer.

nominal GDP*
20%

Figure B6.1. Forecast for annual growth of
non-financial sector debt and nominal GDP

eight-year average annual GDP growth
ebt

2024

* Four-quarter moving average yearly GDP growth
Sources: Eesti Pank, Statistics Estonia
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The growth in debt in the non-financial sector has remained quite modest in the past 12 months.
Non-financial sector debt was 3% larger in the second quarter of 2024 than it was a year earlier
(see Figure B6.1). The growth in corporate and household debt has been slower in the past four
quarters than the 7.7% long-term growth in nominal GDP%, which indicates that the risks from

24 In assessing the countercyclical capital buffer requirement, Eesti Pank uses average nominal GDP growth over the

past eight years as long-term GDP growth.
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Figure B6.2. Annual growth of corporate Figure B6.3. Share of overdue loans in the

and household loans loan portfolio of banks
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the financial cycle have by now clearly stopped accumulating. The September economic forecast
from Eesti Pank expects the rate of growth in debt to pick up again this year, though it will remain
quite moderate in comparison to the long-term growth in nominal GDP in the coming years.

Slower growth in current nominal GDP has technically caused indebtedness to grow. By the end
of June 2024 the indebtedness of the non-financial sector was 0.8 percentage point larger than a
year previously at almost 111%. That indebtedness has increased over the year and over the past
quarter does not indicate though that the financial cycle is in an upswing, as the actual growth
in debt has been trending downwards for some time now. The Eesti Pank September forecast
expects that indebtedness will continue to increase over the next two years.

The portfolio of bank loans to the non-financial sector is growing more slowly over the year than
it was a year ago. The yearly growth in the portfolio of corporate loans was 3.6% at the end of
September 2024 and that in housing loans to households was 7% (see Figure B6.2), and both of
these figures are slower than the long-term growth in nominal GDP. The loan portfolio has grown
more slowly in almost all of its segments. Credit is only growing faster than it was a year earlier
in other household loans and leases?®, though even there the yearly growth is estimated to be
slower than the long-term growth in nominal GDP.

The quality of the loan portfolio has deteriorated over the year. The share of loans in the loan
portfolios of the banks that were not paid on time continued to increase in 2024 as the recession in
the economy lasted beyond two years. The share of loans in the portfolios of the banks that were
overdue by more than 60 days at the end of September 2024 reached 0.35% (see Figure B6.3),
and the share of non-performing loans reached 0.84%. This is not a high level in historical terms,
but it still indicates that the weakness in the economy and high base interest rates have made it
harder for some borrowers to repay their loans. The risks that accumulated during the upswing
of the credit cycle could amplify problems with repaying loans caused by the recession, and so it
is important that assessment of the adequacy of the capital buffers monitor the dynamics of the
growth in overdue loans.

25 The yearly growth in the portfolio of other loans and leases to households was almost 11% in September 2024,
but allowing for structural changes in the statistical sample gives an estimate for yearly growth in the portfolio of 5.3% in
September.
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