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Figure 2.1. Corporate fi nancial assets and liabilities to domestic banks and leasing companies 
(EEK bn)

II
FINANCIAL  BEHAVIOUR  OF
COMPANIES  AND  HOUSEHOLDS
AND  THEIR  RISKS

Companies

Financial Position and Saving

The net position of corporate fi nancial assets and liabilities mediated by domestic banks and leasing 
companies has become even more negative due to strong credit growth (see Figure 2.1). At the end of 
September 2004 corporate fi nancial liabilities to the domestic fi nancial sector outpaced fi nancial assets by 
more than 23 billion kroons. At the end of 2003 the gap was 17 billion kroons.

The slowdown in deposit growth that had started in the fi rst half of 2003 took a turn in the second half of 
2004 – growth rate had accelerated to 21% by the end of September. While growth dynamics partly refl ects 
differences with the base level of the previous period, in the longer view also improved corporate results are 
refl ected in the increase in deposits. During the nine months of 2004 domestic corporate deposits increased 
by 1.4 billion kroons, which marked the fastest growth rate compared to the respective periods in the past 
three years.

Continually unattractive deposit interest rates and fallen interest fund yields have reduced the share of 
time deposits1 as well as investments into money market and interest funds. Companies prefer to invest into 
equity funds or keep their funds liquid as demand deposits (see Figure 2.2).
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1 Over 75% of corporate funds held in banks are demand deposits.
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Figure 2.2. Interests on corporate short-term kroon deposits and average yields of money market 
and interest funds
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Figure 2.3. Corporate debt (% of GDP; left scale) and growth rate (right scale)

Corporate Debt

The growth in corporate debt, which had remained at 20% from the second half of 2001 until the middle 
of 2003, has shown a downward trend since then, declining to 16% by the end of the fi rst half of 2004 (see 
Figure 2.3). Financing through domestic bank loans and leasing facilities has grown considerably faster 
this year compared to the year before. The share of foreign borrowing was still consistently high at the 
end of June, accounting for 52% of corporate debt. Nearly half (more precisely 46%) of foreign borrowing 
accounted for intra-group loans.

1.5%

2.0%

2.5%

3.0%

3.5%

4.0%

4.5%

5.0%

5.5%

12/00 12/01 12/02 12/03 12/04

overnight depostis

short-term kroon deposits (3–12 months)

30-day yield of money market funds

30-day yield of interest funds

Besides rapidly increasing debt, also foreign equity investments have shown a robust growth (see Figure 
2.4). Compared to domestic and foreign debt, the growth in the stock of foreign equity remained more 
modest while still being faster than that of the stock of foreign debt instruments.

By fi elds of activities, trading companies were the most active in attracting debt capital in the fi rst half of 
2004. However, during that period foreign direct investments were attracted mostly into real estate 
and construction (2.4 billion kroons) – this was one of the most robust increases in recent years. In the core 
activities the role of foreign direct investments in fi nancing remains signifi cant; for example, in manufacturing 
intra-group loans accounted for almost 50% of the growth in debt in the fi rst half of the year.
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However, the structure of corporate debt has not signifi cantly changed as a result of these developments. 
Real estate sector fi nancing is still predominantly based on domestic loan and leasing facilities (64% of the 
debt) while in other main industries foreign borrowing dominates (see Figure 2.5).

Debt Mediated by Domestic Financial Sector

By the end of the third quarter of 2004 annual growth in domestic debt mediated by the domestic banking 
and leasing sector reached the highest level in recent years (27%; see Figure 2.6). Even though most of 
it accounted for the fi nancing of the transport sector, which has since the end of 2003 relied more on the 
domestic banking sector2 and where annual growth reached 83% at the end of September, accelerated growth 
rate has been evident in all main industries in 2004.

In the debt instruments’ structure a trend persists where the share of leasing is declining and that of bank 
loans is increasing. At the end of September over 60% of the domestic corporate debt had been fi nanced with 
bank loans. The main underlying reason for the diminishing role of leasing is the change in the nature of loan 
products. It is more common to use leasing for investments into machinery and equipment, which is why the 
share of leasing in agriculture and manufacturing, for example, has remained unchanged (at 66% and 35%, 
respectively). The domestic securities market is still playing a modest role in attracting funds (see Chapter 4).
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2 At the end of 2003 a signifi cant part of transport sector loans were refi nanced with domestic bank loans.
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Figure 2.6. Domestic credit to corporate sector (EEK m; left scale) and debt growth (right scale)

Figure 2.7. Long-term corporate interest rates

The low level of interest rates has promoted large growth in corporate loans. Throughout 2004 the 
average interest rate on long-term corporate loans has remained at 5%, which marks a drop of almost one 
percentage point, year-on-year (see Figure 2.7). The favourable interest rate environment affects almost 
all industries. As a 9-month average, interest rates were higher than average in agricultural and fi sheries 
companies; meanwhile, companies operating in transport, communications, real estate and other business 
activities borrowed money at lower interest rates. Given that in the EU context Estonian companies are 
predominantly small and medium-size to whom generally higher interest margins are applied, the established 
interest rate level in Estonia can partly be regarded too low.
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Households

Financial Position and Saving

The net position of households’ fi nancial assets and liabilities has continued to deteriorate in 
2004 at an accelerating rate. Households’ fi nancial liabilities outweighed fi nancial assets by more than 
6 billion kroons at the end of September 2004 (see Figure 2.8). Since real estate purchases are the main 
factor behind the growth in fi nancial liabilities, the wealth of households has obviously increased. However, 
weakening fi nancial position adversely affects macro level external balance, and on the micro level the buffers 
safeguarding against possible setbacks are decreasing, which may threaten the loan servicing ability.
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Figure 2.8. Financial assets and liabilities of households to domestic banks and leasing companies 
(EEK bn)

Figure 2.9. Household deposits in domestic banks (EEK m) and deposit growth

In the fi rst nine months of 2004 the stock of deposits grew by 1.9 billion kroons (at the same time in 2003 
the rise in stock was 1.3 billion kroons), meanwhile, it is noteworthy that demand and time deposits have 
increased almost equally. Most probably the conclusion made in the Financial Stability Review of May 2004 
about scarce investment opportunities still holds true since deposit rates have remained unchanged on 
a low level since mid-2003. However, a study carried out by TNS Emor in the autumn of 2004 showed 
a sharp decline in preferences regarding time deposits, while the relative importance of “piggy bankers” has 
grown.
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The downward trend in the annual growth in deposits emerged already in the middle of 2001 and reached 
its lowest level at the end of 2003 and the beginning of 2004. Although the deposit growth rate fi nally took 
a defi nite turn towards growth in the second half of 2004 (the annual growth rate reached 11.4% at the 
end of September), it has still remained modest (see Figure 2.9). Compared to other indicators of fi nancial 
deepening, the ratio of household deposits to GDP has not signifi cantly grown, remaining between 16–18% 
ever since mid-20013.

3 For comparison: at the end of 2003 household deposits accounted for 15% of GDP in Latvia and 35% in Finland (sources: 
Eurostat and central banks).
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Figure 2.10. Domestic credit to the household sector (EEK m) and debt-to-GDP ratio (right scale)

According to the same study, direct investments into securities are of interest to only a small part of the 
population – just 4% of all households hold listed or unlisted securities or investment fund units, and this 
indicator has remained almost unchanged in the past three years. Probably the main reason for such lack of 
interest is the residents’ conviction that investments into real estate provide comparatively superior and more 
risk-free returns (see also background information Return on Real Estate Used for Housing and Financial 
Assets).

Arising from the successful launch of the pension reform, the structure of households’ fi nancial assets
is changing in long-term perspective. Besides mandatory pension savings also voluntary pension savings 
have grown signifi cantly in the past year – 11.5% of the working population had joined the III pillar of the 
pension system by the end of September 2003 (see Chapter 5.2) and the total volume of pension savings 
rose to 2.9 billion kroons. The growth in pension savings has outpaced that of households’ time deposits in 
the fi rst nine months of 2004, still falling behind the absolute rise in total deposits. At the end of September 
2004 pension savings accounted for nearly 11% of households’ fi nancial savings (excl. bonds and shares). 
Should such saving trends continue, the share would reach 17–18% by the end of 2005.

In the context of increasing loan burden more attention should be paid to consistency of deposit growth and 
liquidity of household savings. Considering fast growing consumption and loan commitments there is no 
reason to assume that deposit growth would accelerate. While modest growth in household deposits does 
not have a critical impact from the viewpoint of the banks’ liquidity management (except for more indirect 
impact through current account defi cit and macroeconomic instability), then at an individual household level 
this forms a necessary buffer against problems that might occur in debt servicing. 

Household Debt and Loan-Servicing Ability

Level and Growth of Debt

In 2004 households’ loan demand has been stronger than ever. Underpinned by favourable loan 
conditions, the volume of new loans per month has been consistently growing. In the fi rst nine months of 
2003, the average volume of new loans granted to households was 800 million kroons per month; during the 
same period in 2004 loans worth an average of 1.2 billion kroons were granted each month. The loan and 
leasing stock of households exceeded 30 billion kroons at the end of September (see Figure 2.10).
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In line with the estimate made in the Financial Stability Review in May 2004, the rate of loan growth started 
to slow down in the middle of 2004, stabilising by the end of September at a level last seen three years ago 
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(41.5%; see Figure 2.11). Since the base levels have risen, it is easy to forecast a slowdown in the loan 
growth rate also for the coming months. Assuming that nominal credit growth would remain comparable 
to that of 2004, households’ loan growth would stay around 30% at the end of 2005, should current 
development trends continue. 

Figure 2.11. Annual growth of domestic credit to the household sector

Figure 2.12. Annual growth of domestic credit to the household sector in the Baltic countries

Source: national central banks
* excl. leasing
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Six months after completing last spring’s Financial Stability Review it can be said that the role of the EU 
accession was probably overestimated when substantiating the strong demand for (housing) loans (this, 
however, does not apply to the rise in housing prices). Quick decisions regarding loan-fi nanced housing 
purchases have above all been induced by favourable loan conditions and sustained income growth. Price 
rise fears/expectations associated with the EU accession are of secondary importance since no signifi cant 
adjustments neither in housing demand nor supply have occurred after the accession.

Compared to the other Baltic states, Estonia’s rate of loan growth remains more modest (see Figure 
2.12). However, the ratio of household debt to GDP in Estonia, which reached 21.4% at the end of June, 
signifi cantly exceeds the respective Latvian and Lithuanian indicators (see Figure 2.13). Still, compared to 
Finland and Sweden, Estonia’s debt level is signifi cantly smaller (two and three times, respectively). 
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Figure 2.13. Household debt in the Baltic countries (% of GDP)

Source: national central banks
* excl. leasing

Housing Loans

The debt structure of Estonian households is quite similar to that of the Nordic countries. Loans taken 
for purchasing/renovating housing account for almost 75% of the loan stock of households. This is also 
the largest market share in the loan and leasing portfolio (housing loans accounted for 29.5% of the non-
fi nancial sector loan and leasing portfolio at the end of September 2004 and 26% a year before). 

In the fi rst nine months of 2004 the volume of housing loans grew by 6.7 billion kroons, amounting to 23 
billion kroons at the end of September. The share of leasing fi nancing upon purchasing housing has been 
steadily declining – at the end of September housing leasing accounted for 11% of total fi nancing used for 
purchasing housing.

Based on the survey of fi nancial behaviour carried out by TNS Emor in autumn 2004 and the information 
received from market participants, the number of housing loan clients has increased by approximately 
10,000 families in a year. The share of families that have taken a housing loan/leasing in the total number of 
households remains below 13%. Therefore, increasing loan stock, which has risen by 7.6 billion kroons from 
September 2003, cannot just be explained by new clients. Assuming that the average value of new housing 
loans was 450,000 kroons in the past 12 months, nearly 40% of the growth in loan stock came from the 
existing clients who either replaced their loans with larger ones or increased loan amounts.

Assuming that the decisions to change housing are not made frequently in a short period4, it is safe to 
conclude that this is a one-off and temporary process, and therefore, in long-term perspective, the volume of 
housing loans can grow mainly at the expense of market newcomers. However, one cannot predict a steep 
rise in the loan volumes on the basis of a presumed income growth of the lower-income group families. Thus, 
there are a few arguments in the market structure to support restraining loan demand.

Consumer Loans

Consumer loans account for less than 17% of household debt (25% together with student loans), while 40% 
of the consumer loans comprise car leasing. It is the declining demand for car leasing that can be considered 
as the main factor contributing to the slowdown in the growth rate of consumer loans.
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4  Similar situations from the aspect of loan supply are those where a higher real estate price enables to use suffi cient self-fi nancing 
for purchasing real estate in a higher price segment or increasing the amount of the valid loan contract. A simplifi ed assumption 
does not consider the second option, which also involves renovation of the housing purchased.
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Nevertheless, judging by the results of households’ fi nancial behaviour surveys (TNS Emor), purchasing
consumer goods with additional fi nancing appears to be regaining popularity. On the one hand, demand 
for such loan products is spurred by the need/interest to make improvements at home through purchasing 
household appliances; on the other hand the zero-interest hire purchase opportunities aggressively offered 
by shops promote consumption. However, in such cases the loan amounts are either non-existent (hire 
purchase with 0% interest) or very small and do not signifi cantly affect the volume of the consumer loans/
leasing portfolio. In the short run, the activeness of using deferred debit cards (e.g. EGO) issued by banks 
above all depends on the more favourable alternatives provided by shops. 

Loan Conditions

The average interest rate on new housing loans that had remained comparatively steady for almost a 
year fell sharply in June and stabilised at 4.2% in September (see Figure 2.14). While real interest rates 
remained stable in 2001–2003 owing to a consistent decline in the infl ation rate, the temporary price rise 
associated with the EU accession led to a sudden decrease in ex post real interest rates. 

Figure 2.14. Nominal and real interest rates on housing loans and consumer price index

Figure 2.15. Interest rates on new housing loans in Estonia and the euro area (incl. Finland; %)

Interest rates on new loans are slightly more than 60–70 basis points higher in Estonia compared to the euro 
area average, whereas the difference in interest rates has, in effect, fallen twice in the past year (see Figure 
2.15). However, compared to Finland, the housing loans granted in Estonia still carry an interest rate that is 
more than one percentage point higher.
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The pressure to broaden the customer base arising from stronger competition has contributed to improved 
availability of loan resources. In that aspect, besides the above-mentioned interest rate decline, longer 
housing loan terms could be mentioned as well. The self-fi nancing rate of housing loans remained at 
previous levels until September. The LTV (loan-to-value) ratio was 70% (85% in case of more highly valued 
real estate). The impact on the portfolio’s LTV of replacement products launched onto the market by the 
banks after KredEx’s guarantee limit ran out greatly depends on how much the target group would expand 
compared to the respective terms set by KredEx. Along with the rise in housing prices the minimum income 
requirement has become a less important limitation. Whether a loan is accepted or not rather depends on 
whether the cash fl ow of the potential client is suffi cient for covering loan-servicing costs.

State policy and support systems. In the context of rapid housing loans growth KredEx’s active work at 
issuing guarantees is also worth mentioning. However, the growth rate of loans backed by KredEx’s guarantee 
was slower than the overall growth in the Estonian housing loans market, which is why KredEx’s share in the 
turnover of all new loans fell to 18.5% at the end of 20035. Since the beginning of its operations until the end of 
2003 KredEx had guaranteed housing loans worth 3.5 billion kroons. While guarantees have been paid only a 
few times during KredEx’s existence, housing loan guarantees have increased in KredEx’s income structure (in 
2003, 33% of the income came from guaranteeing housing loans; in 2002 the respective indicator was 26%). 

In a situation where the market itself is ready to provide lower self-fi nancing under the same conditions, the 
role of KredEx in the Estonian housing market appears to begin decreasing. The government’s proposal 
to increase the limit of issuing guarantees stipulated by the law only in a “substantiated” amount and the 
decision to apply more conservative underlying principles upon developing KredEx’s guarantee products6

indicates similar developments as well.

New loan clients led to an increase in the income tax refunded from the state budget to 161 million kroons 
in 2003. Owing to declining loan interest rates, the average interest refund dropped to 3,500 kroons per 
housing loan. The share of income tax refunds in the total interest paid to banks and leasing companies by 
households (incl. consumption loans) amounted to 10% in 2003, while a year before it stood at 9%. 

Households’ Loan-Servicing Ability

Rapid growth in households’ loan stock in 2004 has also led to a signifi cant increase in interest payments 
– for the fi rst time ever the loan and leasing interests paid by households passed the threshold of 500 million 
kroons on a quarterly basis. However, in the context of stable income growth, households’ interest burden
has not signifi cantly increased, having risen by just 0.13 percentage points to 2.5% by September from the 
end of last year. Compared to the respective average in the Nordic countries (except Finland) and in the 
euro area, Estonian households on average spend twice as little of their income on loan interest payments 
(see Figure 2.16). At the same time, the ratio of debt to disposable income in the Scandinavian countries is 
as much as three to fi ve times bigger than in Estonia, which indicates that the loan-servicing cost in Estonia 
might be comparatively high already now.

An analysis of the developments at the individual household level is more informative and pertinent to the 
content than the aggregate indicators of the households sector. A survey carried out in the autumn of 2004 
by TNS Emor showed that the loan-servicing cost in most of the families that had taken loans “remains 
within reasonable limits” – on average approximately 18% of a family’s monthly income goes for loan and 
interest payments. In 23% of the families with fi nancial liabilities loan-servicing costs rise above 29% of the 
family’s net income. In the context of such loan servicing to net income ratio low-income families, where a 
signifi cantly larger part of the family’s budget goes for loan repayment, appear to be more problematic. 

5 KredEx’s 2003 annual report. Since these calculations do not include leasing statistics, the share might have been even 
smaller.
6 At the end of September 2004, the 700 million kroon limit stipulated by the law for issuing guarantees expired. In the middle of
October the government approved the draft amendment to the Support of Enterprise and State Loan Guarantees Act, which will, 
after Riigikogu passes it, increase KredEx’s guarantee limit to 950 million kroons (the supply of housing loans extended with lower
self-fi nancing with KredEx’s support could thus increase to 4.75 billion kroons).
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Figure 2.17. Changes in households’ fi nancial assets, housing loans and leasing portfolio 
from 2Q/2003 to 2Q/2004 (EEK bn)

Sources: Statistical Offi ce of Estonia, Eesti Pank

The European Central Bank reckons in its estimates of the credit risks of European households that the most 
critical trends of the past year involve the large share of loans with fl oating interest rate, declining margins and 
the rise in the LTV ratio of new housing loans. The currently well-capitalised banks might face more serious 
problems should unemployment increase, housing prices fall and interest rates rise all at the same time.

Figure 2.16. Households’ interest ratio  (interest expenditure divided by disposable income) in the 
Nordic countries and Estonia
Source: national central banks
* latest available data

BACKGROUND INFORMATION
RETURN ON REAL ESTATE USED FOR HOUSING AND 
FINANCIAL ASSETS

The high activity in the housing market, the decline in the net position of households’ fi nancial 
assets and liabilities, and record issuance of housing loans indicate that households are 
replacing fi nancial savings with investments into housing (see Figure 2.17) and actively attract 
loan resources for that.
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Table 2.1. Indicators for risk and yield of residential real estate and fi nancial assets 
during 1999–2004 

Figure 2.18. Average nominal yields of residential real estate and fi nancial assets during 
1999–2004

Sources: Statistical Offi ce of Estonia, Eesti Pank

Since the real estate used for housing purposes has provided comparatively high return in the 
past fi ve years7 (see Figure 2.18) and credit availability has improved, households’ behaviour 
can be considered completely reasonable. However, upon making investment decisions, 
besides the return also the risks involved are considered, i.e. return volatility, and, depending 
on the willingness to risk, an investment with the appropriate return to risk ratio is chosen. 
Therefore, the current brief analysis aims to compare the risk-adjusted realised return on the 
real estate used for housing purposes and fi nancial assets in the period of 1999–20048.

One of the options to compare investments is to use the Sharpe ratio. This is calculated 
by dividing the difference between the average returns on the studied asset and a risk-free 
investment, i.e. the part exceeding risk-free investment, by return volatility, i.e. standard 
deviation. Thus, the Sharpe ratio shows gain from risk-taking per one risk unit.

The Sharpe ratios calculated on the returns on a two-room apartment in Tallinn in a satisfactory 
condition and fi nancial assets (see Table 2.1)9 show that units in interest funds, whose yields 
are low but stable, compared to shares and housing investments, have carried the highest risk 
premium on average in the past fi ve years. The securities listed on the Tallinn Stock Exchange 
have the second best return-to-risk ratio, while a two-room apartment in Tallinn and equity 
fund shares do not fall far behind.
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7 The return on the real estate used for housing purposes has been calculated on the basis of transaction prices, which 
only include capital gain and do not consider possible rental income or implicit rent saved by an owner-occupier.
8 In order to get substantial results the period under observation should cover at least one full economic cycle, 
which cannot be assumed about the given time period.
9 In the absence of kroon-denominated government bonds, term deposits are considered risk-free investments.
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When interpreting the Sharpe ratios one has to bear in mind that already realised returns 
are used, which is why it is not advisable to use the results when making future-oriented 
investment decisions. For example, the growth in housing prices has partly been a price-
adjustment process characteristic to a transition economy. Taking into consideration the fact 
that the prices of apartments in new apartment blocks exceed the prices of apartments in good 
condition in older houses in Tallinn by barely a third, one can conclude that the depreciation-
adjusted replacement value of the latter has been achieved with today’s price level, which is 
why the prices might not continue to grow at the same rate.

Besides, one also has to consider that there are other signifi cant differences between real 
estate and fi nancial investments, apart from return and risk. Unlike with fi nancial assets, 
with real estate one has to take into account depreciation, which gradually reduces the 
market value of the investment. Secondly, real estate transactions are characterised by low 
liquidity, which arises from the fact that each object is unique and it is not a market of uniform 
merchandise, which is why the selling process is considerably more complicated and longer 
than with securities. This means that it might not always be possible to sell an asset when the 
need emerges. In addition, with real estate one has to take into account higher transaction 
and administrative costs. All these factors add risk to real estate investments, which the 
analysis above did not consider.

Effective or actual return on investments is also affected by different taxation treatment. Provided 
that property purchases are fi nanced with loans and acquired for personal use or for the closest 
relatives, Estonia’s tax laws provide for deduction of loan or leasing interest from taxable income, 
which increases the effective return on real estate investments fi nanced through loan or leasing 
and motivates households to acquire real estate with loan or leasing fi nancing. No income tax is 
applied to income on transferring real estate, if the taxpayers used the property as their permanent 
or main residence prior to selling it. However, income tax is applied to income on selling securities. 
The factors above raise the effective return on the real estate used as housing.

All in all, one can say that upon comparing the return-to-risk ratio of the real estate used 
for housing purposes and that of different fi nancial assets based on the Sharpe ratio in 
1999–2004, a securities portfolio including the securities listed on the Tallinn Stock Exchange 
and a two-room apartment in Tallinn in a satisfactory condition can be considered equivalent 
investments. Thus, purchasing a house or an apartment as an investment was not necessarily 
the best alternative judging by the average risk premium of that period. A major factor behind 
the growth in housing prices has been the one-off structural adjustment of prices, which has 
presumably ended by now. Therefore, households’ future-oriented investment decisions 
based on realised real estate returns may turn out to be too optimistic.

PRICE LEVEL OF REAL ESTATE AND ECONOMIC GROWTH

The active work that the banks have been doing upon fi nancing transactions in the housing 
market has raised a question as to whether the growth in real estate prices or the established 
price level might pose a threat to the banks’ loan portfolio. The fact that apartment prices 
in Tallinn’s “dormitory districts” have risen by 10–15% in the past year does not provide an 
answer to the question as to whether the rise has been extensive or whether it is a real 
estate bubble. In order to fi nd the answer, one has to relate the established price level to 
residents’ income and compare the growth rates of both indicators. Regrettably, structural 
changes inherent to a transition economy make evaluation diffi cult – the price structure has 
been signifi cantly different from that of developed countries and the rate at which the prices 



35

FINANCIAL BEHAVIOUR OF COMPANIES AND HOUSEHOLDS AND THEIR RISKS

Table 2.2. Difference between Estonian and Finnish nominal indicators

of products and services have risen after the monetary reform has been very different. The 
situation is similar regarding the prices of different types of real estate; faster growth in some 
segments may rather be a structural adjustment and thus make it diffi cult to differentiate it 
from market deviation.

When evaluating long-term price rise, an important background factor is the convergence of 
the Estonian economy towards the average EU level. However, it is very diffi cult to defi ne 
the average EU real estate price level and, therefore, for the sake of simplicity, one might opt 
for the Finnish price and income level along with the price structure (incl. real estate prices) 
as the long-term growth target. The comparison of the key Estonian and Finnish nominal 
indicators showed that the difference in income in 2003 was about fi vefold and the difference 
in consumer prices was more than twofold. Meanwhile, in the real estate sector the price 
difference of a square meter was 4.2 times between the capital cities and 2.8 times outside 
the capital cities10 (see Table 2.2). Thus, an Estonian resident spends a larger part of his/her 
income/salary for buying one square meter of real estate than his/her northern neighbour. At 
the same time, real estate is sooner a non-tradable sector commodity and, compared to car 
or food prices, it is more affected by nominal income level.

In the past eight years the price of real estate in Tallinn used for housing purposes has risen 
by more than 2.5 times and the average wages in Estonia has grown nearly three times. The 
difference in these rates is rather a structural adjustment than a deviation: the indicators with 
the biggest relative difference with Finland should also advance faster. Based on the CPI 
growth of 3.9% corresponding to an economic growth rate (real GDP growth) of 5% calculated 
according to long-term unifi cation in the price level and assuming that the share of wages in 
the GDP does not change, Estonia’s nominal GDP per capita and wages should increase 
more than four times by 2020 and consumer prices should rise nearly twice. Assuming that 
Finland’s infl ation rate is 2% and economic growth 2.5%, the difference in income will shrink 
to 2.3 times and in price level to 1.8 times.

With real estate prices it is more diffi cult to work out forward-looking price growth and several 
assumptions have to be made in the evaluation process. In the past fi ve years the ratio of the 
price of a square meter of a housing in Helsinki to the average wages in Finland has been 
0.85 on average. The respective indicator for Tallinn was 1.24 in 2003 (see Figure 2.19). 
Assuming that by 2020 the respective Estonian indicator should also be 0.85, the real estate 
prices in Tallinn would in the meantime grow three times, i.e. by slightly more than 6% a year.11

Although the indicator outpaces consumer price growth, it falls behind the average wage 
growth as well as nominal economic growth and also the increase in corporate profi ts, should 
the GDP structure remain the same.

7991 0002 3002 6002 0102 0202

atipacrepPDGlanimoN 7.7 3.6 9.4 3.4 6.3 3.2

segawegarevA 8.8 2.7 8.5 0.5 2.4 6.2

teksabremusnocyblevelecirP 8.2 5.2 4.2 3.2 1.2 8.1

latipacniecirpetatselaeR 1.5 7.6 2.4 6.3 0.3 0.2

latipacehtedistuoecirpetatselaeR 8.4 1.6 8.2 5.2 3.2 0.2

10  Apartments in the city district of Õismäe have been chosen for the price level in Tallinn (they characterise best 
the average of the centre and the outskirts) while Tartu serves as the price level outside the capital. 
11  Since the average number of square meters in a Finnish home is 40% bigger than that in Estonia, then unifi ca-
tion in the size of housing is a prerequisite for such price growth. 
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Figure 2.19. Ratio of average price of m2 and average wages

However, given the fact that the quality of housing in Tallinn is inferior to that in Helsinki, or in 
other words, if we add renovation costs to the current price level in Tallinn (an estimated 3,000 
kroons per square meter), the annual price growth in the period under observation is about 
4.5% (i.e. slightly higher than the consumer price rise). Besides, the number of residents in 
Tallinn is smaller and owing to lower concentration the real estate prices should be lower in 
Tallinn than in Helsinki at the same income level. Thus, the real estate price increase is diffi cult 
to estimate, but it will probably remain between consumer price and income growth. Price 
growth greatly depends on structural changes: the smaller the structural changes, the closer 
the increase should remain to the income growth level. 

As indicated before, after the post-monetary reform period the average wages in Estonia 
has not been suffi cient for buying one square meter of housing at Õismäe, for example.12

The historically rather high price level has partly been caused by the transition economy 
phenomenon in which the aggregate cost of building a new house or an apartment has been 
higher than the price for purchasing and renovating an old housing (i.e. the depreciation-
adjusted replacement cost). Since 2002 such price structure phenomenon does not apply to 
Tallinn any more and the addition of new housings has a restraining effect on real estate price 
rise. Meanwhile, it still applies to real estate outside Tallinn and therefore these price levels 
are not easily comparable.

Real estate price change analysis makes use of the comparison between the cost of average 
housing and average wages, i.e. the affordability ratio (average housing price / average 
annual wages). The respective ratios in Tallinn and Helsinki have in both cases been in 
the range of 4.5–513 (see Figure 2.20) since 2002. Although the fact that loan terms have 
lengthened has raised the affordability ratio, such a level is considered to be comparatively 
high in international comparison – the normal level should be below 4. Therefore, in medium-
term perspective the increase in real estate prices (both in Tallinn and Helsinki) should rather 
be slower than income growth. In case of an opposite development the achieved price level 
should be regarded as overpriced or even a real estate bubble.

To conclude with, the price level of real estate in Tallinn used for housing was among the 
historical highs at the end of 2003. Should developments similar to earlier years, when real 
estate price rise outpaced that of income, continue in the current and following years, the price

12 A “rule of thumb” real estate agents apply is that monthly wages should buy one square meter of housing.
13 The average size of housing in Estonia is 54 m2 and in Finland 77 m2. The average wages in Tallinn exceeds 
the average indicator in Estonia by 20% and a similar ratio has also been applied to Finland. 

0.0

0.2

0.4

0.6

0.8

1.0

1.2

1.4

1996 1997 1998 1999 2000 2001 2002 2003

Estonia (capital) Estonia (non capital)- Finland (capital) Finland (non capital)-



37

FINANCIAL BEHAVIOUR OF COMPANIES AND HOUSEHOLDS AND THEIR RISKS

Figure 2.20. Ratio of average housing price and average annual wages 

level of the real estate used for housing purposes might rise unreasonably high, which will have 
an adverse effect on economic growth (e.g. labour mobility is reduced, higher loan-servicing costs 
suppress consumption and through that economic growth, etc.) as well as on the development of 
the real estate market (market liquidity decreases, a price drop cannot be excluded). 
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III
BANKING SECTOR STABILITY AND RISKS

Strategic Development in the Banking Market

Competition in the Estonian banking market has remained tough. The six licensed credit institutions 
already operating in the Estonian market1 and two subsidiaries got an addition in June when Vereins- und 
Westbank AG, which had fi nanced Estonian companies already before, received a license from the Financial 
Supervision Authority to open a branch. Accession to the European Union quite expectedly led to a situation 
where foreign cross-border banking service providers registered themselves in Estonia: by the end of the 
third quarter the Financial Supervision Authority had registered more than 45 respective applications.

The local Estonian banking market witnessed active struggle for market shares both in the second 
and third quarter of 2004. At the same time, the credit institutions operating in Estonia have continued to 
seek opportunities for expanding their operations in foreign markets. In September Hansapank announced 
about concluding an agreement in Moscow to buy the Kvest Bank. The enforcement of the deal depends on 
approvals from Russian central bank and the Estonian Financial Supervision Authority.

Capital Adequacy

The aggregate capital adequacy ratio of the credit institutions operating in Estonia rather showed a 
downward trend (see Figure 3.1) in the fi rst half of the year on a solo basis, amounting to 12.8% by the 
end of July. However, developments have differed across banks and the inclusion of profi ts approved by 
an auditor in the own funds lifted the aggregate capital adequacy ratio to 14.2% in August. By the end of 
September the consolidated ratio had dropped to 14.0% due to increasing credit portfolios (Tier 1 capital 
adequacy ratio being 13.3%). 

The annual increase in the banks’ risk assets again accelerated on a solo basis in the summer period. In 
September the annual growth rate of the banks’ risk assets was 23%, which increased the consolidated 
risk assets to 85 billion kroons by the end of the month. As of May the EU enlargement has in some cases 
enabled to apply lower risk weights to claims to the residents of the new member states.

Figure 3.1. Capital adequacy

1 As of June, the business name of AS Preatoni Pank is AS SBM Pank.
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The risk assets of the banking groups had grown to 128 billion kroons by the end of the third quarter (annual 
growth 26%; see Figure 3.2). The aggregate capital adequacy ratio of the banking groups2 increased again 
to 11.9% (Tier 1 capital adequacy ratio being 11.4%) in the third quarter since strong profi ts included in the 
own funds offset the impact of growing risk assets.

The capital adequacy ratios of all credit institutions licensed in Estonia have remained above the level of 11% 
both on a solo and the consolidated basis in current year.

Quality of Assets

As seen also from the developments in the risk assets above, rapid growth in the loan portfolios of banks 
continued both in the second and third quarter (see Figure 3.3.) on a solo as well as on the consolidated 
basis. In September bank loans grew by 41%2, year-on-year, on a solo basis, while the consolidated loans 
and leasing portfolio of the banking groups grew by more than 34% in four quarters. 

2 Aggregate ratio data of fi ve banking groups. 
3 The estimate includes six credit institutions and one branch in the 2003 comparison period and three branches in 2004.

Figure 3.2. Structure of bank groups’ risk assets and own funds (EEK bn)

Figure 3.3. Total loan, leasing and factoring portfolio by sectors and purpose of loans (EEK bn)
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Rapid growth in the housing loans portfolio is also refl ected in the structure of loan collaterals (see Figure 
3.4). In a year the share of mortgage-backed loans in the consolidated portfolio4 has grown by 5 percentage 
points, i.e. to two thirds. At the end of September overdrafts and consumption loans of individuals accounted 
for nearly a third of all outstanding unsecured credits.

On a consolidated basis the quality indicators of the banks’ loan portfolios have so far not shown a 
deterioration trend in the context of rapid loan growth. On a solo basis the share of loans overdue for more
than 60 days granted to the non-fi nancial sector had declined to 0.7% by the end of the third quarter, which 
was 0.1 percentage points below the annual moving average (see Figure 3.5). At the end of September the 
share of allowance for uncollectible claims accounted for 1.2% of the consolidated loan portfolio, which 
is the average of the past 12 months.

The data on overdue loans in the aggregate portfolio of the credit institutions operating in Estonia indicates 
that in the housing loans portfolio the share of loans overdue for more than 60 days has continued to decline 
(see Figure 3.6). Here the rapid growth in the housing loans portfolio should be taken into account. The 
share of corporate loans overdue for more than 60 days has been consistently the largest among loans 
granted to export-oriented companies; these are mostly loans to manufacturing companies.

Figure 3.4. Loan collaterals by type at the end of September 2004 (in brackets at the end of September 
2003)

Figure 3.5. Volume of overdue loans (EEK bn; left scale) and the share of overdue loans and allowance 
for uncollectible claims in banks’ loan portfolio (right scale)

4 Solo basis.
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Tightening competition has led to a decline in risk margins also in riskier customer segments. Still, as a 3rd 
quarter average, the median interest rate of the housing loans issued in a month remained 0.6 percentage 
points lower than the interest rate of the 25% of the loans with the highest interest rates.

The volume of guarantees extended by the banks has continued to grow at a somewhat slower rate than 
fi nancing. At the end of September around one third of all the guarantees had been issued to the construction 
sector. In half-year comparison, the share of guarantees given to transport and communications companies 
has somewhat increased.

Efficiency and Profitability

Solo Profitability of Banks 

Robust loan portfolio growth and a slowdown in a decrease in margins have created favourable conditions 
for the growth in banks’ profi tability. However, rising net loan write-down expenses and rising administrative 
costs along with more modest growth in the net income on fi nancial transactions has curbed the impact of 
these factors on the operating profi t.

Figure 3.6. Share of overdue loans by sectors*

* 3-month average

Figure 3.7. Housing loans: median interest, upper quartile (left scale), and difference between upper 
quartile and median (right scale)
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The banks earned 2.32 billion kroons in profi t as the sum of four consecutive quarters, which is as 
much as 75% higher than the outcome for the same period a year ago (1.32 billion kroons; see Figure 3.8). 
Such record profi ts are the result of dividend income earned in the second quarter from the last year’s profi ts 
of subsidiaries.

The downward trend in interest income to interest-bearing assets ratio has steepened since the second half 
of 2003, but the banks have been capable of successfully managing this development during the past six 
months (see Table 3.1). Along with robust growth in the income base, it has underpinned interest income. On 
the other hand, the income earned on liquid assets continues to decrease, which can be explained by the 
relative decline in the share of liquid assets as well as the change in the structure of liquidity buffers.

However, interest cost reduction possibilities have narrowed further, which has, quite expectedly, led to a 
slowdown in the reduction of interest costs on interest-bearing liabilities in the second half of 2004. This 
applies to costs related to the facilities involved through loans, bonds and demand deposits.

In parallel to improved net interest income, an increasingly larger part of income is earned as fee and
commission income; however, this has not been suffi cient for increasing the operating profi t. Arising from 
an upturn in credit write-downs/write-offs and administrative costs, the operating profi t has decreased. 
Net income on fi nancial transactions, which has remained modest in the past six months because of the 
instability of the fi nancial markets, has not supported the operating profi t either.

Figure 3.8. Solo annual profi t of banks (sum of 4 consecutive quarters; EEK m)

Table 3.1. Key revenue and expenditure items (solo)
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1002 2002 30023Q 3002 40021Q 40022Q 40023Q

emocnitseretniteN 4.281,2 5.073,2 1.003,2 7.082,2 4.003,2 8.323,2 1.604,2

emocninoissimmocdnaeefteN 7.977 2.968 2.939 5.689 7.320,1 3.770,1 5.611,1

stsocevitartsinimdA 9.385,1- 8.757,1- 4.847,1- 8.467,1- 5.518,1- 0.188,1- 7.569,1-

TIFORPLARUTCURTS 3.873,1 9.184,1 0.194,1 5.205,1 5.805,1 1.025,1 0.755,1

snwod-etirwdnasnoisivorP 4.48- 5.631- 8.99- 8.101- 4.131- 5.531- 3.632-

emocnignidartteN 2.344 5.953 6.824 2.404 2.124 2.583 6.573

)ten(emocnignitareporehtO 1.821- 1.241- 9.911- 4.411- 5.38- 0.28- 2.17-

TIFORPGNITAREPO 9.806,1 8.265,1 8.996,1 6.096,1 9.417,1 8.786,1 1.526,1

tensmetirehtO 5.47 6.904- 8.083- 9.771- 5.981- 1.486 7.396

TIFORPTENLATOT 4.386,1 2.351,1 0.913,1 6.215,1 4.525,1 9.173,2 9.813,2
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Quite expectedly the net loan write-down/write-off expenses calculated as a three-month average has 
increased more than three times from the extraordinarily low levels of last year, but still remains small 
compared to the loan portfolio (0.4%). At the same time, the volume of loan write-offs as well as recovered 
loans has grown. On the one hand, due to the rise in the volume of claims and a possible increase in the 
share of riskier clients in the customer base, an increase in loan losses can be expected also in the future. 
On the other hand, expected improvements in economic environment create favourable prerequisites 
for increased income in non-fi nancial sector earnings and loan-servicing capacities (see also Chapter 2 
Financial Behaviour of Companies and Households and Their Risks).

The return on equity and assets has signifi cantly increased due to the dividend income earned in the 
second quarter (see Table 3.2). For the same reason the cost-income ratio has decreased considerably. 

According to the banks, depending on the competition situation, a further decline in interest margins can be 
expected in short-term, which would continue to pressure the banks’ profi tability.

Profitability of Leasing Companies

The profi t of leasing companies have continued to grow, amounting to 861 million kroons as the sum 
of four consecutive quarters, which outpaces the result for the same period a year ago by nearly a fi fth. 
Such growth is the result of a signifi cant decline in the losses from writing down claims, which have shown 
a downward trend since the beginning of 2004.

Net interest income, which has a clear impact on the profi tability of leasing companies, has been growing at 
a slower rate since the beginning of the year and even turned downwards in the third quarter (see Figure 3.9), 
despite lower interest costs. A decline in the net fee and commission income that became evident in the last 
quarter of 2003 has also accelerated, while administrative costs have continued to rise. The profi t of leasing 
companies is largely affected by the integration of leasing operations into banks, which leads to shrinking 
portfolio volumes and income on the one hand, and lower losses from writing down claims on the other hand.

1002 2002 30023Q 3002 40021Q 40022Q 40023Q

ytiuqenonruteR %17.02 %96.41 %16.21 %51.41 %18.31 %38.02 %15.91

stessanonruteR %66.2 %55.1 %65.1 %07.1 %36.1 %83.2 %71.2

oitaremocni-tsoC %62.35 %85.16 %87.55 %10.35 %49.25 %39.44 %43.54

nigramtseretniteN %98.3 %95.3 %80.3 %19.2 %87.2 %26.2 %25.2

daerpS %96.3 %44.3 %49.2 %87.2 %66.2 %25.2 %34.2

Table 3.2. Key profi tability indicators 

Figure 3.9. Annual profi t of leasing companies (sum of 4 consecutive quarters; EEK m)
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Consolidated Profitability

Banking groups earned 3.3 billion kroons in profi ts as the sum of four consecutive quarters, which 
outpaces the respective fi gure for the same period a year ago by one fourth. In the second half of 
2003 the rise in consolidated profi t slowed down, but since the second quarter of 2004 the growth rate of the 
consolidated profi t of the banking groups has picked up again.

Profi t was mainly shaped by interest income (see Table 3.3), whose developments refl ect successful 
management of income on interest earning assets, which have led to a faster growth in net interest income,
despite halting decline in interest costs. Fee and commission income continues to outpace interest income, 
even though there were signs of a slowdown. Since price changes, unlike interest income, have a stronger 
impact on fee and commission income, the effects resulting from competitive pressure can be suspected.

Contrary to the solo results of the banks, losses from writing down claims have been smaller on the 
consolidated basis, year-on-year. On the other hand, the upturn in administrative costs has continued since 
the beginning of 2004. However, coupled with more modest income on fi nancial transactions arising from the 
instability of the fi nancial markets, this has not signifi cantly hampered the rise in operating profi t. 

Even though the net interest margin highlights successful management of declining interest income on the 
banking side, the indicator continues to slide fast in leasing operations (see Table 3.4). Underpinned by 
strong profi ts, the banking groups have, despite robust growth in fi nancing, managed to increase return on 
assets that had remained stable for a long time. The same applies to return on equity, which has received 
additional support from optimising capital. The cost-income ratio of the banking groups continues a steady 
decline on the back of strong income and improvements in the cost effi ciency of the subsidiaries in the 
neighbouring markets. 

1002 2002 30023Q 3002 40021Q 40022Q 40023Q

emocnitseretniteN 2.007,3 4.293,4 8.925,4 9.685,4 8.176,4 3.797,4 4.799,4

emocninoissimocdnaeefteN 5.163,1 1.756,1 2.029,1 9.600,2 0.780,2 4.381,2 6.662,2

ecnarusninoemocniteN 0.86 9.16 9.73 1.72 1.23 0.25 6.46

stsocevitartsinimdA 7.866,2- 5.432,3- 3.941,3- 2.071,3- 6.132,3- 3.713,3- 4.904,3-

TIFORPLARUTCURTS 1.164,2 8.678,2 7.833,3 7.054,3 2.955,3 4.517,3 1.919,3

snwod-etirwdnasnoisivorP 6.482- 9.702- 4.025- 1.455- 0.345- 2.394- 3.794-

emocnignidartteN 2.886 9.216 5.957 4.037 1.287 2.927 8.147

tenemocnignitareporehtO 4.54- 4.58- 3.56- 6.29- 5.86- 4.97- 3.06-

TIFORPGNITAREPO 3.918,2 4.691,3 5.215,3 4.435,3 9.927,3 0.278,3 3.301,4

tensmetirehtO 1.798- 1.778- 3.158- 1.738- 9.638- 5.637- 8.957-

TIFORPTENLATOT 2.229,1 3.913,2 1.166,2 2.796,2 1.398,2 4.531,3 5.343,3

1002 2002 30023Q 3002 40021Q 40022Q 40023Q

)gnisael(nigramtseretniteN %0.11 %2.9 %1.8 %8.7 %5.7 %2.7 %9.6

)gniknab(nigramtseretniteN %8.3 %0.4 %3.3 %1.3 %0.3 %9.2 %9.2

stessanonruteR %2.2 %2.2 %2.2 %2.2 %2.2 %3.2 %3.2

ytiuqenonruteR %2.02 %5.02 %7.02 %1.02 %6.02 %4.12 %7.12

daerpS %7.4 %6.4 %1.4 %9.3 %8.3 %7.3 %5.3

oitaremocni-tsoC %8.06 %7.06 %5.25 %0.25 %0.15 %8.05 %8.94

Table 3.3. Key revenue and expenditure items (on group basis)

Table 3.4. Key profi tability indicators (on group basis)
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Liquidity

A change in the Euribor’s downward trend serves as the fi rst signal indicating withdrawal of the favourable 
effects of the expansive external environment. Nevertheless, banks are enjoying the fruits of a rise in their 
ratings in last spring, which has quite expectedly led to a certain decline in the price of external fi nancing. 
This has enabled to offset the higher price of the liabilities resulting from the increased share of market-based 
resources. The banks’ confi dence in the consistent infl ow of foreign resources and successful attraction of 
market-based resources is illustrated by the fact that despite the rise in Euribor the interest rates on kroon 
loans have continuously been lowered.

Financing of Banks

Following two years of rapid growth the rate of external fi nancing has not slowed down after December 2003 
(see Figure 3.10). Annual growth in foreign borrowing has risen to over 85% as the average of the past six 
months, which increased the share of institutional external fi nancing to 38% of all liabilities in September.

As at September, nearly a half of the growth in foreign borrowing accounted for the parent banks. Compared 
to the situation six months ago, a certain decline in the share of parent banks’ fi nancing in banks’ foreign 
loans has arisen from faster growth in the assets of banks, which involve more market-based resources than 
others. This has also been affected by the favourable impact of rising ratings on the price of fi nancing.

Figure 3.11. Banks' liabilities by residual maturity (EEK bn)
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Figure 3.10. Banks’ liabilities (EEK bn; left scale) and share of institutional foreign borrowing (right 
scale)
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In line with active attraction of short-term external resources, the share of long-term liabilities of resident 
banks has dropped below a half (46%) of all foreign loans (see Figure 3.11). Meanwhile, extensive attraction 
of long-term resources in October should return the share of long-term resources to the level of March this 
year. In September highly liquid assets covered 82% of short-term external liabilities, whereas last year’s 
average stood at 174%.

Even though deposit growth has shown an increase in the last six months (see also Chapter 2 Financial
Behaviour of Companies and Households and Their Risks), fi nancing continued to outpace deposits, which led 
to a constant widening of the fi nancing-deposits gap (see Figure 3.12). At the end of September the fi nancing 
portfolio of the banks and leasing companies exceeded the resources deposited in the banks by 36%.

Figure 3.12. Loans to deposits ratio and dynamics

Liquid Assets

The share of the broad liquidity aggregate in current liabilities has continued a decline that started 
early in 2003, amounting to 43% as an average of the past three quarters. Such development is the 
result of the declining share of liquid claims. Greater volatility of current liabilities has had its impact as well, 
which results from the banks’ fi nancing schemes, which are more based on loans and securities and less 
on deposits. The sudden increase in liquid assets in May (by more than 3 percentage points) resulted from 
extensive attraction of resources by all banks; meanwhile the funds received were temporarily channelled 
into deposits kept with foreign banks. In June the liquid assets to current liabilities ratio was reduced to the 
47% level.

Besides the declining share of liquid claims in the banks’ assets, the structure of liquid assets is changing 
as well. The content of the liquidity reserve continues to shift towards deposits and reverse repos held with 
foreign banks. The share of deposits and reverse repos has grown at the expense of short-term bonds as 
well as other short-term assets. Thus, along with reducing the share of liquid assets in total assets, the share 
of highly liquid assets is increased in liquid claims. These developments have arisen from the banks’ efforts 
to optimise liquidity management so as to offset the effects from more volatile liabilities arising from changes 
in the fi nancing schemes.

The net positions of claims and liabilities pursue the trend of lengthening, owing mainly to an 
increase in assets with maturities of over 5 years (see Figure 3.13). This is related to a robust growth 
in long-term loans, above all housing loans. On the liabilities side, the deepening of the net position of up 
to 3-month claims and liabilities has been brought about the increase in short-term debt instruments at the 
expense of demand deposits. Meanwhile the negative net position of claims and liabilities on demand has 
remained stable, refl ecting the decline of the share of liquid claims in the assets.
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Figure 3.13. Banks’ net liquidity position by residual maturity (% of assets)
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BACKGROUND INFORMATION

EVALUATION OF THE STABILITY OF THE BANKING SECTOR ON 
THE BASIS OF FINANCIAL SOUNDNESS INDICATORS

A whole range of different fi nancial indicators has been proposed to evaluate the stability 
of fi nancial systems. To measure the fi nancial strength and sustainability of the banking 
sector either micro or macro level data are applied respectively. The former mainly target the 
balance sheet indicators of a bank (bad loans, liquidity, capital adequacy, etc.) while the latter 
involve information refl ecting the overall risk level of the economic environment (GDP growth, 
external debt, etc.). Both approaches are justifi ed from the theoretical point of view since both 
internal instability of a fi nancial system as well as manifestation of unfavourable effects of the 
economic environment can be regarded as sources of fi nancial crises.

Estonia’s economy is small and open. The monetary system follows the principles of the 
currency board, and the government and the central bank only have quite limited facilities to 
infl uence the economic environment. The environment described above is strongly affected 
by external factors as manifested through the cycles of the world economy, especially of 
Europe’s economy. This is further exacerbated by the fact that Estonia’s fi nancial sector and 
the economy as a whole are extremely open to foreign capital fl ows. For example, foreign 
loans account for 40% of the liabilities of the Estonian banking sector, which is why domestic 
macroeconomic indicators might not refl ect risks to the fi nancial sector to the full.

Following from the above, the present short analysis is based on banks’ internal indicators 
with the aim of highlighting the sources of risk, which most affect the banks’ vulnerability to 
external factors. The banks’ internal fi nancial indicators are above all affected by supervisory 
and regulative measures, which is why monitoring and evaluating these indicators is inevitable 
so as to secure fi nancial stability.

The indicators based on banking indicators can be divided into the following groups:
(1) liquidity; (2) credit risk; (3) market risk, and (4) capitalisation.

Under liquidity indicators, this analysis reviews the share of liquid assets, overnight loans 
and fi nancing by foreign banks as well as the share of public sector deposits in a bank’s 
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liabilities. On the one hand, liquidity indicators refl ect a bank’s readiness to face possible 
liquidity strains; on the other hand, they show reliance on price-sensitive (interbank money 
market) or administrative liquidity sources (public sector deposits). The substantial weight 
of the latter in a bank’s resources may indicate either the bank’s weak capability to attract 
resources from the market or indirect fi nancial support from the government. Meanwhile 
attracting price-sensitive loan resources (external fi nancing) to fi nance operations involves 
a signifi cant interest risk, which is, in turn, affected by the sentiment prevailing in the money 
markets as well as the country’s credibility rating.

Credit risk indicators include the share of bad loans and an estimate of risk margin both in the inter-
bank loan market as well as in the households’ real estate loans and corporate credit segments. 
The difference between the median interest of the loan turnover and the interest of the upper 
quarter of the loan turnover with the highest interest rates is implemented as risk margin estimate.

Market risk is measured on the basis of the share of loans collateralized with price-sensitive assets 
(shares and real estate) and the share of tradable stock portfolio in a bank’s balance sheet.

The evaluation of capitalisation is based on the difference between the real capital adequacy 
indicator of the banks and the required minimum level (10%), i.e. the voluntary capital buffer.

Among the liquidity indicators shown on the fi rst line of diagrams, the high share of foreign 
loans, which in 2004 has risen many times above the average in the period under observation, 
indicates the most clear-cut sign of risk. Even though a certain rise in the share of foreign 
borrowing occurred during the 1997–1998 crisis period, it remained signifi cantly weaker than 
at present. The use of overnight loans and public deposits as a liquidity buffer stayed behind 
in the pre-crisis period of 1997–1998, and currently these resources are being substituted 
by liquidity support from parent banks. However, in recent years liquid assets have shown a 
downward trend, though not to the level of the crisis periods of the past.

Figure 3.14. Selected risk indicators of the banking sector in December 1996 to August 
2004 (standard deviation multiple weighted by banks’ total assets on the vertical axis)
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The credit risk indicators on the middle line of diagrams clearly outline the 1997–1998 crisis 
period and the following recession. Currently all the given credit risk indicators show the 
lowest historical level. A somewhat more extensive fl uctuation can only be seen in the risk 
premiums of corporate loans.

As regards market risk indicators, the relative importance of stock portfolio risks has clearly 
been left behind in the period of past stock market boom. Meanwhile, the risks related to 
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asset-backed loans have signifi cantly grown in recent years. Such development is obviously 
related to the ongoing boom in real estate loans.

In addition, the capital adequacy buffer that has remained on a relatively stable level since the 
end of 1998 has in the course of optimising capital costs gradually taken a more risk-prone 
direction. Compared to the worst of times the level can still be considered satisfactory.

All in all, a certain growth in risk tolerance can be seen regarding liquidity, openness to 
market risks, and capitalisation. Nevertheless, the indicators point to successful credit risk 
management. Previous crises have, however, shown that the realisation of credit risks occurs 
with a delay, which is why one cannot draw signifi cant conclusions based on early indicators 
of credit risk. 
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Figure 6.1. Daily volume (left scale) and value (EEK m; right scale) of payments processed in the 
RTGS System (monthly average)
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Settlement System of Interbank Payments

In the second and third quarter of 2004, an average of 180 payments per day were settled in the Real Time 
Gross Settlement System (RTGS) (see Figure 6.1). The number of payments increased 53% year-on-
year. The main reason behind the rise in RTGS payments were customer payments (77% growth), which 
accounted for 76% of all real-time payments.

The average RTGS turnover in the given period was 2.2 billion kroons per day. Most of the turnover (62%) 
accounted for payments related to the collateral account of the designated time net settlement system. The 
turnover of payments settled through RTGS grew by 4% year-on-year. 

The average value of customer payments settled through RTGS in the second and third quarter of 2004 
stood at 2.1 million kroons, having reduced by 31% in a year.

In the Designated Time Net Settlement System (DNS) an average of 63,000 payments a day were settled 
in the second and third quarter of 2004 (see Figure 6.2). The number of payments diminished by 1%, 

Figure 6.2. Daily volume (thousands; right scale) and value (EEK m; left scale) of payments processed 
in the DNS System (monthly average)
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year-on-year. The average daily sum settled through DNS in the given period was 676 million kroons. DNS 
turnover increased 10% year-on-year. The average value of a DNS payment in the given period was 10,800 
kroons, having grown 11% in a year.

Payment Intermediation

Payment Environment

In 2004 there were no major changes in the payment environment and thus the trends of previous years 
continued.

Similarly to earlier periods, the position of credit institutions operating in Estonia is strengthening in the daily 
lives of individuals. Receipt of income as well as making payments through credit institutions has 
increased (see Figure 6.3). The use of cash has reached a level where the share of those receiving income 
in cash and those who prefer to continue receiving cash income is levelling (14% of wage earners received 
pay in cash in 2004 and 11% of those would prefer such a method also in the future1). Income receipt and 
payments are related. A person whose wages are paid into an account most likely also makes payments 
using non-cash payment methods.

Figure 6.3. Means of earnings between 2002 and 2004

Source: TNS Emor

The payment environment in Estonia is mainly electronic and the number of less effi cient channels, such as 
bank offi ces and post offi ces, has remained at the same level for the last four years or has even dropped 
slightly2 (see Figure 6.4). It is safe to conclude that the network of bank offi ces and electronic payment 
channels3 developed for satisfactory servicing of bank customers has reached the level that meets the 
market demand.

As regards electronic payment channels, largest growth occurred in the number of subscribers for the 
Internet banking service, i.e. 11% (see Figure 6.4). The growth rate was slower compared to the previous 
two years when the number of subscribers increased by more than a third. The use of the Internet 
banking service for payment transactions depends on the level of computerisation and Internet connection 
availability. The growth in the number of ATMs and points of sale accepting card payments (4% and 3%, 
respectively) is related to the opening of new shopping and service centres.

1 Research on payment habits and preferences by TNS Emor, September 2004.
2 According to the data of Eesti Post.
3 Internet banking, ATMs and points of sale.

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

2002 2003 2004

in cash earnings on bank account

retirement allowance on bank account welfare payments on bank account

other earnings on bank account



65

PAYMENT  SYSTEMS

1,525 points of sale accept mobile phone payments for goods and services; this number increased by 
205 from May through September 2004. In Estonia there are 52,000 customers using the mobile payment 
service4. Individuals make up to 4,500 mobile payments per month between themselves, and the turnover 
of their transactions stands at 1.2 million kroons. Individuals make less active use of mobile phones when 
paying to merchants; hence the average number of such payments is 600 transactions per month5.

As for the number of ATMs (per million inhabitants), the leading countries among the new Members States 
are Slovenia (551) and Cyprus (494) while Estonia (468) ranks third (see Figure 6.5). The respective 
aggregate euro area indicators are higher than those of the new member states.

Adjusted for the nominal GDP per capita and based on the respective Estonian indicator, the sum of money 
withdrawn from ATMs in the euro area and Slovenia is 25 euros on average, in Cyprus 34 euros and in 
Estonia 51 euros; in Latvia the respective fi gure stands at 103 euros and in Lithuania at 80 euros. In the euro 
area, there are on average 20 ATM withdrawals per person per year, whereas the respective indicators in 
Slovenia are 26, in Cyprus 8 and in Estonia 34. 

Figure 6.4. Bank channels for retail payments in Estonia (end-of-period fi gures)

4 The leading mobile communications operator EMT has the total of 349,600 contractual clients, which indicates that there is room
for growth in the mobile payments service sector.
5 According to BNS, 14 October 2004. 

Figure 6.5. Number of ATMs and average value per transaction per million inhabitants in the new 
Member States and the euro area (adjusted with nominal GDP per capita; EUR) at the end of 2002  

Source: ECB
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The number of points of sale accepting payment cards per million inhabitants in Estonia (5,395) is smaller 
than the respective average indicator in the new Member States (6,851) as well as in the euro area (13,320) 
(see Figure 6.6). 

When analysing the number of points of sale as well as the average value of card payments a relationship with 
tourism as well as with people’s payment habits can be noted. For example, Malta and Cyprus are countries 
that make a living out of tourism and have multiple accommodation facilities, which is also refl ected in the 
great number of points of sale in these countries (see Figure 6.6). It is customary to use a payment card to 
settle the hotel bill. Adjusted for the nominal GDP per capita and based on the respective Estonian indicator, 
the average value of a card transaction in the euro area is 13 euros. In Hungary, where card payment facilities 
are scarce and such transactions are made infrequently but when paying for expensive goods and services, 
the respective indicator is 70 euros. The average number of card transactions per resident is 13 in the new 
Member States and 25 in Estonia. In Estonia payment cards are used in order to pay for low-value purchases 
– the average value of a transaction is 21 euros, while the average in the new Member States is 31 euros6.

Figure 6.6. Number of POS per million inhabitants and average value per card payment in the new 
Member States and the euro area (adjusted with nominal GDP per capita; EUR) at the end of 2002 

Source: ECB

Payments via Credit Institutions

Estonia is famed for the extensive use of electronic payment methods and in the given period no signifi cant 
changes occurred in people’s payment habits (see Figure 6.7). Consistently fewer payments were made 
through the telebank and by paper-based credit orders in bank offi ces. One of the reasons behind the 
decline in the number of telebank credit orders is the higher price compared to that of the Internet banking 
services7, which is why small companies that used to be telebank clients have given it up and joined a 
more cheaply priced Internet bank. At the end of September 2004, credit institutions had 988,000 Internet 
banking contracts with customers. The popularity of direct debits is increasing and further development 
thereof depends on the establishment of a common direct debit based functioning scheme between credit 
institutions.

As far as non-cash payment methods are concerned, Estonia does not really resemble any other new 
Member State8. In Hungary, for example, the relative importance of direct debit is bigger than in Estonia 

6 Due to different data-collecting methods the data gathered by the European Central Bank may in some parts be incomparable.
7 One-off telebanking subscription is a fee-charging service and there is a monthly fee, which is calculated per account. Charges
for credit orders are based on the price list. Subscription to the Internet bank and account maintenance is free of charge while
charges for credit orders are based on the price list.
8 The structure of non-cash payment methods in Estonia resembles that of Finland and Sweden where mainly payment cards and 
credit orders are used (Financial Stability Review, May 2004).
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Figure 6.7. Widely used payment instruments in Estonia by number of payments (millions)

(22% in Hungary and 8% in Estonia) and that of card payments two times smaller (22% in Hungary and 44% 
in Estonia; see Figure 6.8). We differ from Slovenia by the fact that cheques are not used in Estonia. In the 
euro area the structure of non-cash payment methods is the following: credit orders 28%, direct debits 25%, 
card payments 32%, and cheques 14%.

Figure 6.8. Share of non-cash payment instruments in the total number of non-cash payments in the 
new Member States and the euro area at the end of 2002

Source: ECB

Use of Payment Cards

By the end of the third quarter the credit institutions operating in Estonia had issued 1.3 million payment 
cards (1.2 million in March). The share of passive payment cards grew consistently, accounting for 23% of 
the cards issued. In the second as well as the third quarter about 20,000 debit cards and 20,000 credit cards 
were issued per quarter. During that period the share of credit cards grew from 17% to 19%. Every fi fth 
resident on average held a credit card while every tenth made active use of it.

The number of actively used payment cards per 1,000 Estonian residents was 744; 643 of these were debit 
and 101 credit cards (see Figure 6.9). In 2004 credit cards were still issued at a stable rate. Compared to 
September 2003, the number of credit cards increased by 43%; meanwhile the number of actively used 
credit cards increased by 11%.
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Figure 6.9. Number of payment cards in Estonia (left scale) per thousand inhabitants and number of 
POS terminals (right scale) at the end of year

BACKGROUND INFORMATION

CHARGES FOR PAYMENTS IN EURO WITHIN 
THE EUROPEAN UNION

In the European Union, charges for the payments in euro made within the EU are regulated 
by the regulation adopted in 20019, which establishes rules for euro-denominated payments 
up to EUR 12,500. According to the regulation, charges for domestic and cross-border euro-
denominated transactions within the EU must be equal. It has been planned to extend the 
scope of the regulation to euro-denominated payments up to EUR 50,000 with effect from 1 
January 2006. The regulation also applies to cross-border payments made in the currencies 
of the Member States that have notifi ed the Commission of their decision to extend the scope 
of regulation to their currencies. Such a currency is, for example, the Swedish krona.

The regulation is only applied to such cross-border payments within the EU that satisfy the 
following requirements:

• The sum of payment is up to EUR 12,500;
• The paying bank and the benefi ciary’s bank are both located in a European Union 

Member State;
• On the credit order, the benefi ciary can be identifi ed by the International Bank Account 

Number (IBAN) and by the Bank Identifi er Code (BIC) of the benefi ciary’s bank;
• The IBAN of the benefi ciary’s account and the BIC of the benefi ciary’s bank indicate 

one and the same Member State;
• The payer and the benefi ciary cover the costs of the money transfer;
• The payment is equipped with an explanation.

If at least one of the requirements above has not been met, the payment does not fall into the 
category to which the regulation is applied and in that case the charge for the payment may 
differ from the charge for euro-denominated domestic payments.

9 Regulation No 2560/2001 of the European Parliament and of the Council as of 19 December 2001 on cross-
border payments in euro.
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Results of the Enactment of the Regulation in Estonia

By the moment of accession to the European Union the commercial banks operating 
in Estonia had unifi ed their charges for euro-denominated domestic and cross-border 
payments within the EU. Besides, in major commercial banks the charge for payments 
subject to that regulation is considerably smaller than the charge for cross-border payments
in any other currencies. For example, the charge for a euro-denominated payment inside the 
EU in the three largest commercial banks is 30 kroons.

As of the moment of accession to the EU charges for euro-denominated domestic and 
cross-border payments inside the EU became cheaper for the originator of the payment. The 
benefi ciary of the payment must upon receipt of the payment accept a charge based on the 
bank’s price list in the range of 85 to 100 kroons. 

DIRECT DEBITS

Direct Debit Schemes in Estonia

As a result of promoting electronic payment methods in Estonia in recent years, bank 
customers have started to make more extensive use of direct debits10. The main reasons 
behind the rapidly growing popularity of direct debits (see Figure 6.7) are convenience
and simplicity of using these. Besides, direct debits are free of charge for the payer, while 
the payee gets an opportunity to manage cash fl ows more accurately and simplify payment 
information processing.

Currently there are two different direct debit schemes in use in Estonia: the intrabank direct
debit scheme and the interbank direct debit scheme (see Figures 6.10 and 6.11).

Intrabank direct debit scheme
1. A contract is made between the payer, the payee and the payer’s/payee’s bank.
2. The payee sends a payment claim to the payer’s/payee’s bank and an invoice to the payer.
3. The payer’s/payee’s bank debits the account of the payer and credits the account of the payee.
4. The payer’s/payee’s bank forwards debiting results to the payee.

Interbank direct debit scheme
1. A contract is made between the payer, the payee and the payer’s bank.
2. The payee sends a payment claim to the payer’s bank and an invoice to the payer.
3. The payer’s bank debits the account of the payer.
4. The payer’s bank sends a credit order to the payee’s bank to credit the account of the payee.
5. The payee’s bank credits the account of the payee.
6. The payer’s bank forwards debiting results to the payee.

Besides the schemes described above, an additional option is used both with interbank and 
intrabank direct debit schemes – the exchange of information between the payee’s/payer’s 
banks goes through Eesti Maksekeskus (EMK). The schemes described above as well as 
the ones operating through EMK are similar with the only difference in the processor and 
transmitter of payment information11. Namely, in a scheme without EMK intermediation the 
banks handle the information themselves, but in a scheme operating through EMK it is 
arranged by the latter. 

10 Direct debit is a three-party agreement under which the payer gives the payer’s bank the right to debit money 
from the payer’s account to the extent of the sum indicated on the invoice submitted by the payee. 
11 Payment information includes payment claim and/or debiting results. 
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In conclusion it can be said that there is no single functioning scheme in the direct debit 
services market. 
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Figure 6.10. Intrabank direct debit scheme Figure 6.11. Interbank direct debit scheme


