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There was a requirement in Estonia for six years until September 2025 that all the banks using
the internal ratings based (IRB) approach to assess credit risks must use a risk weight of at
least 15% for their portfolio of mortgage loans. Eesti Pank applied this macroprudential requirement
to reduce the risk of the banks not having sufficient capital to cover the risks from mortgage loans. The
IRB banks use models based on historical data, which meant there was a danger that they could
underestimate the risks of future loan losses if there was a long period of time when they experienced
only low levels of losses. Eesti Pank consequently considered it necessary to introduce a risk weight
floor in 2019 to prevent risk weights falling further and to ensure that the capital calculations would take
sufficient account of the risks associated with mortgage loans.

The requirement of a risk weight floor was introduced in Estonia under Article 458 of the Capital
Requirements Regulation of the European Union. This Article calls for the need for the macroprudential
measure to be reviewed every two years, and the decision to extend the measure to be coordinated with
the European Systemic Risk Board (ESRB), the European Banking Authority (EBA), and the European
Commission. Eesti Pank twice extended the requirement for the risk weight floor, in 2021 and in 2023.
In 2025 though, Eesti Pank did not consider necessary to extend the requirement any further, and so it
has expired.
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The output floor that applies to the risk exposures of the IRB banks will in future help reduce
the risk of capital requirements becoming too relaxed through the use of internal models.
There were changes at the start of 2025 in the European Union regulation that banks must
comply with when calculating their risk weighted exposure and capital requirements. One important
change was that the IRB banks can no longer rely exclusively on their model-based estimates if the
risk weights found from their models are substantially smaller than those calculated using the standard
method. This restriction means an output floor is applied to the risk weighted exposure estimated by
the model, and in 2025 that output floor is 50% of the risk weighted exposure estimated using the
standard method. The European Union Capital Requirements Regulation sets out a transitional period in
which the output floor will gradually increase in the coming years until it reaches 72.5% in 2030. The
output floor applies to the total risk weighted exposure of the IRB banks. Since the effect of using
internal models in loosening capital requirements is felt most strongly in mortgage loans, and such loans
are a large part of the loan portfolio of the banks, it can be expected that the output floor will help
prevent the risk weights applied to mortgage loans from being reduced excessively.

1 The two IRB banks in Estonia that use internal models to calculate their housing loan risks and capital requirements are
Swedbank and SEB.
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