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ASSESSMENT OF FINANCIAL STABILITY
AND MACROPRUDENTIAL MEASURES

The ability of Estonian companies and
households to repay their loans, which is
important for financial stability, remained
good, and corporate profits shrank more
slowly than before. Corporate sale revenues in
the second quarter of 2016 were larger than a
year earlier, but the continuing rapid rise in labour
costs meant that profits were again squeezed.
The reduction in profit has not so far had a nega-
tive impact on the ability of companies to pay,
but at the same time corporate investment in
fixed assets and spending on them has been
lower, less has been put into financial buffers
than previously, and loan servicing costs are low.
However, rapid wage growth and high employ-
ment supported credit demand from households
and their ability to pay.

The average price of residential property
rose slowly in the first half of 2016, though
it did so a little faster in the third quarter.
Data from Statistics Estonia show that the index
of Estonian residential property prices was 2%
higher in the second quarter of 2016 than a year
earlier, and the volume of transactions was at
a similar to level to where it was a year before.
Although the volume of construction permits for
residential property increased quickly in the first
half of 2016, the number of projects that have
actually reached the construction stage fell. This
indicates that real estate developers are being
cautious about increasing the supply of property.
Commercial property was also developed actively
in the same way as before, and the amount of
construction permits issued indicates that supply
will increase in the near future for office space
especially.

Uncertainty increased in the international
economic and financial environment in the
second and third quarters of 2016. Growth
in the global economy was slower than expected
in the second quarter, mainly because of slower
development in advanced economies, and infla-
tion remained very low. On 23 June the United
Kingdom voted to leave the European Union,
and this increased economic and political uncer-
tainty, affecting primarily economic activity and
the functioning of the financial sector in the

United Kingdom, but also in the countries of the
European Union and the euro area. Financial
stability in the euro area continues to be exposed
to several major risks, first and foremost the low
profitability of banks and the large volumes of
non-performing loans in some countries.

The risks to the Estonian financial sector
coming from the Swedish economy
remained at the same level as in spring
2016. With economic growth relatively fast
in Sweden, real estate prices and household
indebtedness continued to increase, though
more slowly than before. However, the market-
based financing conditions, which are important
for Swedish banking groups, remained favour-
able. The appetite for risk was also reduced
by the British decision to leave the European
Union, but demand from financial markets for the
bonds of Swedish banks actually increased. The
liquidity of Swedish banks remained strong, their
ability to earn revenues is good compared to that
of the bigger European banks, and capitalisation
volumes are stable.

The loan and lease portfolio of banks oper-
ating in Estonia grew faster and their resil-
ience to risks remained strong. The loan and
lease portfolio of the Estonian banks was 6%
larger in volume in August than a year earlier.
While loan volumes increased for almost all
client groups and business sectors, the biggest
increase was in loans to real estate compa-
nies and loans for property purchases. These
account for a fairly large 55% of the loan port-
folio of the banks, though this has not increased
in recent years. The banks continued to hold a
large volume of liquid assets, their ability to earn
revenues is stable, and they are well-capitalised.

In recent years the rapid development of
alternative financial intermediaries has
been eye-catching in the bank-centred
financial sector. Attention has primarily been
drawn to the growth in the savings and loan
sector, and the activities of other creditors and
credit intermediaries. Furthermore, the relatively
rapid development in the real estate market has
been accompanied by quick growth in real estate



funds. The risks to financial stability from all these
financial intermediaries are reduced principally by
the small size of the intermediaries compared to
the banks, and their weak links with the rest of the
financial sector. The risks from the creditors and
credit intermediaries sector were also reduced
by the arrival in force of the Creditors and Credit
Intermediaries Act and their subsumption under
financial supervision.

Most of the risks to the operation of the
financial sector in Estonia are low. Although
the uncertainty coming from the external envi-
ronment increased and risks caused by imbal-
ance in the labour market remain, the risks to the
functioning of the financial sector are reduced by
the financial buffers of companies, the relatively
good finances of households, and the high levels
of equity in the banking sector.

The Eesti Pank assessment of financial stability
for autumn 2016 sees three main risks.

RISK NO. 1

The profitability of Estonian companies
continues to be reduced by weak foreign
demand and rapidly rising labour costs.
This could weaken the ability of companies
to pay their loans and thus worsen the loan
quality of banks.

The financial results of Estonian companies
will continue to be affected in the near future
by the continuing uncertainty in the external
environment and rapidly rising labour costs.
Although the Eesti Pank June forecast expected
that economic growth will increase in the years
ahead, there continues to be widespread uncer-
tainty about developments in the external envi-
ronment. Growth has also been fast in labour
costs and the number of vacant positions has
risen, indicating that the upwards pressure on
wages caused by labour shortages has probably
not disappeared.

If corporate profits continue to decline, it
may lead to a weakening in the ability of
companies to service loans. The volume of
liquid assets has increased, though this is partly
because investment activity is weak, and this has

backed up the ability of companies to pay over
the short term, but low levels of investment could
weaken the ability of the economy to grow and
could harm the international competitiveness of
companies. There may subsequently be a nega-
tive reaction in the form of corporate bankrupt-
cies and a drop in employment and wages, which
could reduce the ability of households to pay
their debts. The small growth in sales turnover
and investment in the second quarter increased
the chance of the decline in profits of recent years
ending and of economic growth picking up.

Any negative impact on the financial system
from a weakening of the ability of compa-
nies to pay will be offset by the sufficient
levels of capitalisation held by the banks.
The capitalisation of the banks operating in
Estonia has remained good, and this is further
underpinned by the capital buffer requirements
introduced within the framework of macropru-
dential supervision. From 1 August 2016 a 1%
systemic risk buffer requirement applies for the
exposures in Estonia of all banks, and this helps
to increase the resilience of the banks in the face
of vulnerabilities coming from the structure of the
Estonian economy. On top of this the two banks
defined as systemically important credit institu-
tions, Swedbank AS and AS SEB Pank, have to
hold an additional capital buffer of 2%, which is
aimed to reduce the negative effect on the func-
tioning of the financial system and on the real
economy that could come from the activities
and possible financial problems of systemically
important banks.

RISK NO. 2

If financial markets assess that the risks to
the Nordic economies or banking groups
have increased, the liquidity risk of the
banks operating in Estonia will increase
and with it the risk to the financing of the
economy. Reduced economic activity in the
Nordic countries will have a negative effect
on the income of Estonian exporters and
their ability to repay loans.

The risks from the Nordic banking groups
could threaten the Estonian financial sector
directly through the liquidity and funding,
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and indirectly through the ability of the
exporting sector to repay loans. Over 90%
of the banks operating in Estonia are part of the
large Nordic banking groups and funds received
from parent banks account for a significant
share, around one fifth, of the financing of banks
operating in Estonia. Furthermore, the liquid
assets of the biggest banks in Estonia are closely
linked with the parent banking groups, meaning
that any possible financing or liquidity problems
at the parent banks could also affect the banks
in Estonia. If the parent banking groups were to
reduce their funding of the banks operating in
Estonia, it could have a serious impact on the
credit supply and the financing of the Estonian
economy. On top of this, the Nordic countries,
particularly Sweden and Finland, are Estonia’s
biggest trading partners, and if the risks stem-
ming from the imbalances in the Swedish
economy were to be realised, it would reduce
the demand for Estonian exports and weaken the
ability of companies to service their loans.

Risks to the Swedish economy come
primarily from the heavy indebtedness of
households, rapid rises in real estate prices
and the large share of their funds that the
banks get from the markets. The high indebt-
edness of households poses the danger that
they will cut consumption if property prices fall
or if interest rates rise and loan servicing costs
increase. Reduced consumption would nega-
tively impact the revenues of companies and their
ability to pay their loans, which would hurt the
loan quality of the banks. The Swedish banking
groups are heavily dependent on market-based
financing, and so they are vulnerable to a deterio-
ration in funding conditions. If international inves-
tors were to reassess the risks to the Swedish
economy or banks upwards, the financing condi-
tions for the banks could worsen quickly and
substantially. These risks are reduced by the
good liquidity of the banks and the relatively large
financial assets of households.

The possible impact of the risks from the
Nordic economies and banks can be miti-
gated by the capital buffers of the banks, and
efforts have been made to increase these
in the Nordic countries and in Estonia. The
parent banks of the most important banks oper-

ating in Estonia are subject to high capital require-
ments at the group level in Sweden, and that has a
positive effect on the financial strength of the banks
in Estonia. Furthermore, the buffer requirements
applied by Eesti Pank to reduce systemic risk also
help to increase the resilience of the banks.

RISK NO. 3

Rising incomes and low interest rates may
lead the rise in Estonian real estate prices
and the growth in lending to companies
in residential property and real estate to
accelerate. This would make the banks
more vulnerable to risks coming from the
real estate sector.

Real estate prices rose slowly in the first half
of 2016. Growth picked up a little in the third
quarter. Rising incomes, a favourable labour
market, and the need for larger and more modern
residential space are supporting the demand of
households for residential property. The supply in
the market for residential property has increased
at the same time. The average price of residential
property will rise in the near future, and that is
probably in line with rising household incomes.

The risk to financial stability remains that
households assume when making deci-
sions about borrowing, that wage growth
will continue at the same rate. The rapid
rise in incomes in recent years may have made
households’ expectations for wages too opti-
mistic, leading them to have an unrealistically
high picture of their ability to service their debt.
Demand for loans will be increased as the volume
of transactions increases, and real estate prices
may rise faster, increasing in turn the amounts
borrowed. Eesti Pank has introduced require-
ments for the issuance of housing loans on the
loan-to-value (LTV) and debt service-to-income
(DSTI) ratios of loans, and on the maximum matu-
rity of loans, with the aim of guarding against the
dangers from rapid growth in credit and in real
estate prices in future. If those risks increase,
Eesti Pank can tighten the requirements.

The share of loans to real estate compa-
nies in the portfolio of the banks may also
start to grow and may increase the risks to



financial stability. Growth in real estate prices
will lead to increased activity among real estate
developers, but this comes with the danger that
developers may have an overly optimistic view
of potential demand. With interest rates low and
pressure on bank profitability heavy, the strong
demand for loans from real estate companies
while corporate demand is generally weak could
encourage banks to lend more to that sector.
This would make the banks more vulnerable to
risks coming from the real estate market.

If credit grows too fast, the risks to financial
stability could rise. Growth in credit volumes
could be a danger to the functioning of the
financial system if it is faster than growth in the
economy, meaning that indebtedness increases.
A moderate increase in indebtedness could
reflect the normal process of financial deepening,
where borrowing is used to create greater value
added that can be used in the future for servicing

the loans. However, rapid credit growth could
cause the economy to overheat and the banks to
suffer loan losses.

Given the indebtedness in Estonia and the
development so far of the factors that drive
it and the forecast changes to that devel-
opment in the two years ahead, Eesti Pank
does not consider it necessary to raise
the countercyclical buffer requirement
for banks from its current level of 0%. The
indebtedness of Estonian companies and house-
holds has not changed and will remain stable
going forwards. The rate of growth of bank loans
should be similar to that of GDP in the coming
years, and no developments or trends in bank
operations are in view that would amplify lending
activity. Eesti Pank continues to monitor whether
risks are building up and if necessary it can set
countercyclical measures for the banks.

The main risks to financial stability in Estonia

The profitability of Estonian companies continues to be reduced by weak foreign demand
and rapidly rising labour costs. This could weaken the ability of companies to pay their -

loans and thus worsen the loan quality of banks.

If financial markets assess that the risks to the Nordic economies or banking groups have

increased, the liquidity risk of the banks operating in Estonia will increase and with it the risk S
to the financing of the economy. Reduced economic activity in the Nordic countries will have

a negative effect on the income of Estonian exporters and their ability to repay loans.

Rising incomes and low interest rates may lead the rise in Estonian real estate prices and
the growth in lending to companies in residential property and real estate to accelerate. =)
This would make the banks more vulnerable to risks coming from the real estate sector.

1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the assessment of April 2016.
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DEVELOPMENTS AND RISKS AFFECTING

FINANCIAL STABILITY

COMPANIES AND HOUSEHOLDS

Developments in the external environment
have again been uncertain. Growth in the
euro area economy has been slightly slower
than in the previous year, as the economy grew
in the second quarter by 0.3% over the quarter
and 1.6% over the year. Activity indexes for the
first two months of the third quarter imply that
growth will continue in the euro area at a similar
rate to that of the second quarter. Uncertainty
was increased in June by the referendum in
the United Kingdom in which the British voted
to leave the European Union. The direct impact
of such a Brexit on the Estonian economy and
Estonian companies will be modest'. However,
in September the European Central Bank cut its
forecast for growth in the United Kingdom and
in the euro area, where weak foreign demand is
the reason, and a weaker external environment is
evidently going to affect the Estonian economy
too. Growth in the euro area is also threatened by
problems in the banking sectors and government
finances of several member states.

Developments in neighbouring economies
are both positive and negative for Estonian
companies. Growth slowed in Sweden, Estonia’s
biggest trading partner, in the first half of the year,
but it still posted a strong 3% over the year in
the second quarter. Estonian exports to the
Nordic countries are a major input for the exports
from the Nordic countries, and so a fall in goods
exports from Sweden and Finland has a nega-
tive effect for Estonian companies. The Finnish
economy was only 0.4% larger in the second
quarter than a year earlier, but developments
varied across sectors and Estonian companies
have been able to reap the benefits of growth in
construction, for example. Growth in Latvia and
Lithuania remains at around 2% and the labour
markets continue to improve, and the increasing
purchasing power means more opportunities for
Estonian exporters. The descent of the Russian
economy was shallower in the second quarter
in yearly terms at 0.6%, but no rapid recovery in

1 For more on the impact of Brexit on the Estonian economy, see
Box 3: The economic impact of BREXIT on Estonia in the Eesti
Pank publication Estonian Economy and Monetary Policy 3/2016.

growth is to be expected there, and opportuni-
ties for Estonian exporters in the Russian market
continue to be constrained by import restrictions
on food products from the European Union.

Growth in the Estonian economy remained
low in the first half of 2016. The economy
was 0.8% bigger in the second quarter than a
year earlier, which is below its long-term growth
potential. However, the growth was more broadly
based than before as value added increased in
most sectors, but fell in energy and mining, stop-
ping potential growth from being achieved. The
Estonian economy grew mainly through domestic
demand. Alongside consumption, investment
also increased again after a pause of three years.
Household investment in housing increased and
so, to a small extent, did corporate investment,
which is a necessary condition for growth in the
economy to pick up in the years ahead.

The profits of Estonian companies shrank in
the first half of 2016, but at a slower rate than
before, and corporate sales revenues increased
slightly. As wage growth remained fast, corporate
profit contracted by around 3%. Profits shrank
most at capital-intensive companies and in sectors
with relatively high debt levels, like oil production,
energy, and transport and storage. However, there
were more sectors with increasing profits than there
were in the previous year (see Figure 1).

Figure 1. Profit (operating surplus and mixed
income) growth by sectors
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Corporate financial leverage and indebt-
edness remain lower than during the past
decade. The ability of companies to repay is
menaced by the fall in profits. Yearly growth
in the stock of loans and leases taken from banks
operating in Estonia was around 6% at the end of
August. As companies borrowed less from abroad
than a year ago, their debt liabilities at the end of
the second quarter were about the same size as
a year earlier. Corporate equity has not particu-
larly changed either, and the financial leverage of
companies, which is the ratio of their debt liabilities
and equity, remained at about the same level as at
the end of 2015. Growth in nominal GDP meant that
corporate indebtedness, or the ratio of debt liabili-
ties to GDP, declined slightly and stood at 88% at
the end of the second quarter. An ever larger share
of the value added created by companies however
is being used to cover labour costs, and so the ratio
of debt to profit has risen (see Figure 2).

Corporate investment in fixed assets has
been relatively low in recent years, and that
has allowed companies to use the funds freed
up to increase their liquid assets despite
the decline in profits. Liquid assets have been
built up primarily as deposits. Although the rate of
growth in deposits slowed a little in the first half of
2016, it still stood at over 10% over the year (see
Figure 3). The volume of deposits and growth in
cash and securities also increased the coverage of
short-term debt liabilities by liquid financial assets.
Indicators of corporate liquidity are the highest they
have been in the past decade and the liquidity of
Estonian companies can mainly be considered very
good. As a result, it has been easier for companies
to make their loan payments. In this way, low invest-
ment in fixed assets could have a short-term positive
impact on financial stability. Investments remaining
small could reduce the long-term growth potential of
the economy and the international competitiveness
of companies though, and through that could have
a negative effect on financial stability. Increases in
the ability of companies to pay and in their liquid
assets are again being supported by the very low
base interest rates, which mean that companies are
spending a lot less on interest payments.

The payment behaviour of companies
remains good. The share of companies with
payment difficulties, seen as overdue debts to

Figure 2. Corporate indebtedness and leverage
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Figure 3. Corporate profit, investments in

fixed assets, and financial assets
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suppliers, or with tax arrears remains small, as
does the volume of loans overdue. There has
been some increase in the number of companies
with tax arrears in the energy sector and among
small enterprises with 10-49 employees, but
for the most part tax debts have not increased
and payment difficulties have even declined
(see Figure 4). The number of bankruptcies also
remains small.

The main risk to financial stability in Estonia
from the business sector stems from the
continued reduction in profits. This could
weaken the competitiveness of Estonian
companies, and their ability to repay loans.
In order to find and retain suitable employees,
companies have had to raise their labour costs
faster than their sales income has grown. The
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profit of the business sector has been declining
in consequence for a couple of years now.
Companies have not yet suffered from the evident
blow to their ability to repay loans, only because
their investments have been modest, they have
built up buffers in earlier years, and loan servicing
costs are low. However, a continued decline in
profits would sooner or later lead to a decline in
the ability to repay, and an extended contraction
in investment would reduce the potential growth
in the economy. There may subsequently be a
negative reaction in the form of corporate bank-
ruptcies and a drop in employment and wages.
The slight rise in sales turnover and investment in
the second quarter raises the probability that the
fall in productivity over recent years will be halted
by faster growth in profits and in the economy,
rather than through corporate bankruptcies and
increased unemployment.

Wage growth remained fast in the second
quarter of 2016 at around 8%, which was faster
than GDP growth. Despite the rapid rise in wages,
the employment rate has not fallen, and in the
second quarter the vacancy rate rose to 1.7%. As
a result, unemployment remained low at 7% (see
Figure 5). Households themselves consider their
confidence to better than before, and the fear of
becoming unemployed is less than at the start of
the year.

Household debt liabilities have increased
together with incomes, and they grew a little
faster than before in the second quarter of 2016,
by around 6% (see Figure 6). The stock of house-
hold credit increased most through car leases,
which grew by 17%, and also through the slight
acceleration of growth in housing loans to 4.3%.
The volume of credit card and overdraft liabilities
remained the same. All in all, there was no change
in household indebtedness in the first half of 2016.
The ratio of household debt to disposable income
was 72% in the second quarter of 2016, and the
ratio to GDP was 41% (see Figure 7).

Rising wages mean that the financial posi-
tion of households remains stable and
strong. Yearly growth in household deposits
was around 7% in the second quarter of 2016,
which was slightly faster than the growth in debt
liabilities, and so the ratio of deposits and cash to
debt rose to 82%.

Figure 4. Payment behaviour of companies
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Figure 5. Unemployment rate and average
gross wage and deposit growth
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Figure 6. Financial position of households

—— debt liabilities, million euros (left scale)
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The interest burden on households was
down a little in the first half of 2016. The
interest burden depends on the interest rates on
loans and leases already issued, and so it reacts
to changes in base interest rates slowly, at the
speed that the loan portfolio is turned over. The
effect of cuts in base interest rates on the interest
burden through new loans is also limited, as the
banks have raised their loan margins slightly.

Growth in incomes and savings meant that
the ability of households to repay loans
remained good, but there is a risk that
households may base their borrowing deci-
sions on the assumption that the current
rate of wage growth will be sustained in
the future. The rapid rise in incomes in recent
years may have made households’ expectations
for wages too optimistic, leading them to have
an unrealistically high picture of their ability to
service their debt. However, the rapid wage rises
have throttled corporate profits and wage pres-
sure will remain strong in future. Companies that
are unable to adapt to higher labour costs will
be forced to cease operations if wages continue
to rise, and that could reduce employment and
slow wage growth, and reduce the ability of some
households to repay loans.

THE REAL ESTATE MARKET

Average prices in the Estonian residential
property market remained quite stable in
the first half of 2016, though they started
to rise a little faster in the third quarter.
According to Statistics Estonia, the growth in the
price index for residential property slowed in the
second quarter to 2% (see Figure 8). A ot of new
apartments became ready at the end of 2015, and
the increased competition reduced price pres-
sures. Prices started to rise a little faster in the
third quarter, and the average transaction price
for apartments rose by 8% in Tallinn according
to data from the Land Board (see Figure 9). Price
rises outside Tallinn were of the same rate. The
number of transactions in the first three quarters
of 2016 was 4% higher than in the same period of
the previous year.

The amount of construction permits issued
increased in the first half of 2016 at an
increasing rate, though a smaller amount

Figure 7. Household indebtedness
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debt-to-GDP ratio (left scale)
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Figure 8. Residential property price indexes
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Figure 9. The number of transactions

with apartments and average price of
transaction per m?
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of new construction was started than previ-
ously (see Figure 10). It is possible that the Figure 10. New housing in Estonia
increased supply of new residential space means

——— building permits

that developers have been more cautious about housing starts
starting new construction projects. The addi- 800 use permis
tion of new developments may be restrained by 700
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tion sector and the rise in price of land without
buildings.
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second quarter by wage growth. If household

incomes continue to rise, real estate prices will
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probably also continue to rise at a similar rate. As Figure 11. Commercial real estate rental
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scale, especially when viewed next to the relatively
large construction projects of the end of 2015. It
is not unsurprising that the volume of new devel-
opment should be a little more modest, as there
already is quite a large amount of retail space.
The phase of construction of the developments
means that in the near future Tallinn will have the
most retail space of any of the three Baltic capi-
tals. The vacancy rate for retail space in Tallinn has
remained low so far, and it was estimated at below
1% in the second quarter of 2016°.

THE FINANCIAL ENVIRONMENT

The risks in the international financial envi-
ronment have increased since spring 2016.
The advanced economies grew more slowly
than expected in the second quarter, and the
rate of growth remained low despite the efforts
of the central banks. The United Kingdom voted
to leave the European Union, and this prospect
harmed the outlook for the European economy.
Although it is hard to assess the long-term impact
on the economy and on financial markets, the
uncertainty surrounding the exit negotiations will
increase the lack of confidence. This will reduce
the risk appetite of investors and will negatively
impact economic activity. Delaying the recovery
in economic growth may extend the period of low
interest rates, rising asset prices and increasing
risks in financial markets.

The Brexit decision of the United Kingdom
caused sharp movements in prices in finan-
cial markets. The result of the referendum in
the United Kingdom was not expected by market
participants, and global financial markets reacted
fast and sharply. The biggest movements were
in currency markets, where the British pound
Sterling dropped by a record 13% against the
dollar the day after the referendum. The exchange
rate of the pound then fell to its lowest level in
thirty years and has since remained below its
level from before the referendum. In a generally
risk averse environment there was a sharp fall in
stock exchange indexes (see Figure 13), and an
increased expectation among market participants
that the volatility of share prices would increase
(see Figure 14). The demand for sovereign bonds
and reserve currencies increased, and the price

3 Data from Colliers Baltic Quarterly Report, 2016 Q2.

Figure 13. Main stock indexes
(1 January 2015 = 100)
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Figure 14. Volatility indexes of stock markets
in the USA and Europe
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Figure 15. Interest rates on ten-year govern-
ment bonds of the USA and Germany
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of gold leapt up. The yields on low-risk sovereign
bonds fell to new record lows (see Figure 15).

Stock markets recovered relatively quickly
from their falls after the Brexit vote. Most of
the global indexes hit peaks for the year in the

middle of July and the leading stock markets
in the USA reached record levels. The rises in
prices were supported by positive economic indi-
cators and by the publication of corporate finan-
cial results in the USA and Europe.
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Box 1: The impact of Brexit on Estonian financial stability

On 23 June the United Kingdom voted in a referendum to leave the European Union, in what is being
termed Brexit. One significant effect of this event will be felt by the economic relations between the
United Kingdom and the rest of the European Union, including Estonia. How serious the conse-
quences of Brexit turn out to be will depend on how long the exit negotiations last and what agree-
ment emerges from them, though the direct impact on Estonian financial stability will be small, and
the effect will be felt indirectly and over a long time, mainly through increased uncertainty.

The impact of Brexit will not be felt directly in Estonia because there is no UK-licensed bank
operating directly in the Estonian market, and none of the Estonian banks have made any large
investments in the United Kingdom. The investments of United Kingdom residents in Estonia are
also insignificant. United Kingdom residents hold 0.1% of the loans from Estonian banks and
0.5% of the deposits in them, while investors from the United Kingdom account for 0.9% of the
investment in both the bond and stock markets.

There are equally no, or only minimal, risks to Estonia from payments and settlements. In the
long term, the cost of euro payments from Estonia to the United Kingdom may rise if the regu-
lation setting the technical and business requirements for credit transfers and direct debits in
euros* loses its force.

From the Estonian point of view the uncertainty caused by the Brexit vote will particularly increase
the risks stemming from the fundamental vulnerability of the Swedish financial sector that arises
from the market-based funding of the banks. The funding of the Nordic banks is dependent on
financial markets and the refinancing of the debt instruments issued there. Any deterioration in
economic circumstances or a continuation of general uncertainty could shake the confidence
of investors and worsen the funding conditions for the banks®. Changes in the funding of the
Swedish banks would then in turn affect the supply of credit in the Estonian market and slow
growth in the Estonian economy. The risk of any impact from the Swedish banking sector is
currently mitigated by the sufficient liquidity buffers.

Brexit will affect Estonia indirectly through our trade relations with the United Kingdom and its
trading partners. Although the United Kingdom itself is only the 11th most important export partner
for Estonia, it is an important export market for several of our main trading partners, these being
Sweden, Finland, Latvia and Lithuania. Estonian companies may find their export opportunities to
those countries restricted by the problems that follow Brexit®. This in turn may reduce the ability of
Estonian companies to pay and worsen the quality of the loan portfolio of the banks.

4 Regulation (EU) No 260/2012 of the European Parliament and of the Council (the SEPA Regulation).
5 Read more on the vulnerability of Swedish banks to their funding structure in the section on the financial environment.

6 See Box 3: The economic impact of BREXIT on Estonia in the Estonian Economy and Monetary Policy 3/2016.




The mainrisk to financial stability in the euro
area in the opinion of the European Central
Bank is the low profitability of the banks.
Although the return on equity of the banking
sector has improved a touch, it still remains
small, and it was 5.9% in the first quarter of 2016.
The low profitability is due to modest economic
growth, low interest rates and the large share of
problem assets in the banks of some countries
(see Box 2) and to how slowly the banking sector
has adapted to economic conditions. The opinion
of market participants on the outlook for profit-
ability at the banks is expressed in the fall in the
share prices of European banks, which has on
average been larger since the start of 2016 than
that for large European companies, and deep-
ened further after the Brexit vote (see Figure 16).
Low profitability could make it harder and more
expensive to build up capital and access funding,
and could have a negative effect on the credit
supply, hindering the functioning of the economy.

The resilience of the European banking
sector to risks from capitalisation is rela-
tively good though. The ratio for Common
Equity Tier 1 funds for the biggest banks in the
European Union was 13.4% in the first quarter
of 2016. The relatively good resilience to risks
of the banks was confirmed by the results of the
stress tests carried out on the biggest banks in
the European Union and the European Economic
Area by the European Banking Authority. The
analysis looked at how three hypothetical macro-
economic scenarios would impact the capitalisa-
tion of the banks and the most negative scenario
saw the Common Equity Tier 1 ratio of all the
banks fall from 13% at the end of 2015 to 9%
by the end of 2018. There were still some differ-
ences between the banks, and the bank with the
weakest results had negative capital.

Figure 16. Europe's main and banking sector
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The functioning of the euro area financial
sector would also be threatened by any sharp
fall in the prices of financial assets, questions
of the sustainability of the high debt levels of
some countries in a context of political uncer-
tainty, or possible problems in the investment
fund sector. Inasmuch as prices have risen signifi-
cantly for financial assets in recent years and risk
premiums have fallen, it is possible that the wors-
ening of the outlook for the economy represents
a correction. This in turn may be exaggerated by
the lack of liquidity in some securities markets.
Furthermore, the debt levels of some countries
in the euro area are still very high and increasing
political uncertainty may increase the doubts about
whether those countries can continue with the
necessary structural reforms and fiscal consolida-
tion. The investment fund sector has grown rapidly
in some countries in recent years, the risk level of the
fund assets has increased, and the links between
the funds and other financial intermediaries have
become tighter. For this reason any problems that
may arise in this sector may spread quickly to the
rest of the financial sector.

Box 2: Non-performing loans in the European Union

The volume of non-performing loans’ in the European Union remains large
next to the amounts in other major economic areas. Data from the World Bank and the IMF

show the share of non-performing loans was more than 7% of GDP in the European Union in 2015

7 In the definition of the European Banking Authority, non-performing loans are those that meet either or both of two condi-
tions: a) repayments of them are overdue by more than 90 days; b) an expert opinion considers that the debtor probably
cannot meet their obligations in full without using collateral. Since 2014 all the banks in the European Union have had to
classify their loans using the definition of the European Banking Authority, though this is done quite differently in different
countries. For this reason it is hard to compare countries and make generalisations.
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risk-weighting and increase the capital require-
ments for the banks. At the same time the cost
of funding also rises for the banks as investors and other banks are less willing to lend to them. In
this way the non-performing loans hinder to a large extent the willingness of the banks to supply
credit and this restriction on the credit supply in turns holds back the recovery in the economy.
The banks need to clean their balance sheets to support the supply of credit, especially credit to
small and medium-sized enterprises, which are most dependent on bank financing, and which
have an important role to play in the recovery of the economy.

How non-performing loans are handled in the European Union is affected by differ-
ences in the legal, court and tax systems, the time needed for out of court settlements
to be reached, and the low profitability and small capital buffers of the banks. Dealing
with non-performing loans is harder in several countries because of insolvency proceedings
that are time-consuming, complicated and expensive. Insolvency proceedings in Estonia last for
less than a year on average, but in countries such as Italy and Greece they often take more than
four years®. Legal restrictions in European Union countries complicate the sale of distressed
debt or its transfer to bad banks. Only 15 of the member states allow bad banks to be set up.

8 EBA report on the Dynamics and drivers of non-performing exposures in the EU banking sector.




At the same time the tax system can affect both making provisions for loans and writing them
off, and consequently the administration of them. Significantly fewer loans have been written off
in the European Union since the crisis than in the USA, with write-offs running at a quarter of
the US rate®. The low profitability and small capital buffers of the banks make it complicated to
increase provisions, which then makes it harder to sell the loan portfolio.

The sale of loans in the European Union is impeded by the small size of the market
for distressed debt, the lack of transparency in the collateral market, and opacity in
the pricing of transactions, which lead to large discounts in transactions. Sales volumes
for distressed debt in the European Union are much smaller than those in the USA. In 2013,
transactions worth 64 billion euros were executed with distressed debt in the European Union,
while in the USA the value was 469 billion dollars™. At the same time banking supervisors in only
seven European Union members have clearly worded rules for assessing collateral, so it is not
priced in the same way in all the countries''. The large discounts on transactions mean there are
neither buyers nor sellers for the loans.

There is no simple solution to the issue of non-performing loans, and the measures
taken are generally to help reduce the build-up of new non-performing loans. Supervisory
institutions can encourage the banks to be bolder in making provisions for non-performing loans
and in writing them off and they can highlight the need to set aside additional resources to deal
with the matter. The European Union countries have started to improve their insolvency proce-
dures and legal systems, and a law was passed in 2015 in Greece for example that simplifies the
administration of problem loans. Member states can improve the transparency of the pricing of
real estate collateral, support the use of out-of-court approaches and the establishment of asset
management companies, and allow the securitisation of debts. The market for distressed debt
should also be made more efficient, by being made more transparent for example, and by securi-
tisation being made more possible. This would probably lead to an increased number of transac-
tions with non-performing loans and to smaller discounts for such loans.

9 IMF Staff Discussion note, September 2015, A strategy for resolving Europe’s problem loans.
10 IMF Staff Discussion note, September 2015, A strategy for resolving Europe’s problem loans.

11 EBA report on the Dynamics and drivers of non-performing exposures in the EU banking sector.

Credit growth continues in the Nordic
countries, which are very important for the
economy and for banking in Estonia. It did
slow in Sweden, but it still remains fast.

Figure 17. Real estate price index and yearly

growth of housing loans in Sweden

— HOX real estate index (2005 = 100, left scale)
yearly growth in housing loans (right scale)
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12 From 1 June, Swedish borrowers whose loan principal 120 2%
exceeds 70% of the value of the collateral have to pay at least

2% of the principal back each year on top of interest payments. 100 L L L L L 0%
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the collateral must reduce the loan principal by at least 1% each Sources: National statistics offices, Valueguard,

. Eesti Pank calculations
year. The requirement does not apply to loans that have new ‘ diat

property as collateral.
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This means that the additional measures
have restrained lending and the rise of real
estate prices, but low interest rates and
limits on the supply of new housing continue
to support lending and price rises. Swedish
GDP continues to grow at more than 3%, while
inflation is close to 1.5% and unemployment
is falling. With a view to its inflation target, the
Swedish central bank decided in September to
keep its repo rate at —0.50 percentage point, and
continue with its programme of bond purchases.

Low interest rates have thus far allowed the
biggest Nordic banks to access funds from
financial markets at relatively favourable
rates. Interest rates on covered bonds, the main
instrument used in the market based financing of
the Swedish banks, have continued to decline this
year (see Figure 18). The large price movements in
securities markets that followed the Brexit decision
did not have any significant effect on the market
interest rates of the covered bonds of the banks.
The market interest rate on bonds with maturity
of less than a year has been negative since the
middle of 2015, but in the second half of this year
the rate for three-year bonds also turned negative.

The liquidity of the banks continues to be
good and there have been no significant
changes in it. The liquidity coverage ratios of the
banks exceeded the minimum levels, both in overall
terms and for the euro and the dollar separately.
The banks also note in their most recent public
reports that they have sufficient liquid assets to
cope for up to 12 months if they were completely
cut off from all access to financial markets.

The uncertainty in the securities markets that
followed the Brexit vote reduced the profitability of
the Nordic banks in places in the second quarter
of 2016, but the half-year return on equity
(ROE) of the three biggest banking groups
operating in Estonia remained above 10%
(see Figure 19). Profitability is kept above the
average for the euro area by strong loan growth,
stable loan interest rates, transaction activity
among clients, and small write-downs.

The effect of Brexit for Swedish banks is
hard to estimate. Volatility increased in the

Figure 18. Average bond yields to maturity of
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Figure 19. Return on Equity (ROE)
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securities markets after the United Kingdom

decided to leave the European Union, but this
has had less effect on the Swedish banks than
it did on other European banks. Share prices
of Swedish banks fell by 11% after the vote,
and those of other Nordic banks by 12%, while
those of other European banks fell by an average
of 22% (see Figure 20). The Swedish central
bank lowered its forecast for economic growth
however, and found that Brexit might even have a
larger effect than is currently forecast.

The capitalisation indicators for the
banking groups operating in Estonia are
among the highest in the European Union,
partly because of their profitability to date
and partly because of the stricter capital



requirements’®. Swedbank had core equity
tier one (CET1) capital of 23% at the end of July,
SEB had 18%, and Nordea and Danske 16%.
The equity of the banks as a ratio to total assets
unweighted for risk has not changed much,
and remains between 4% and 5%. The banking
groups operating in Estonia also came out well
from the stress tests carried out by the European
Banking Authority in the first half of the year,
as their results were above the average for the
51 groups assessed. In the stress scenario
looking forward three years, the lowest figure for
CET1 in the Nordic bank groups was 14%', while
the weighted average for all the groups was 9.4%.

The funding structure of the Swedish parent
groups may be vulnerable to threats from
both the financial and real estate markets.
About half of the funding is market-based, and half
of this comes from covered bonds. Furthermore,
the Swedish banking sector is highly concentrated
and closely interlinked, so there is the risk that one
bank getting into difficulties could endanger the
other banks. The four biggest banks, which are
Nordea, Handelsbanken, SEB and Swedbank,
are interrelated because they each hold securi-
ties issued by the others, and according to the
Swedish central bank the volume of the cross-
positions makes up almost one third of the equity
of the banks. As the covered bonds are backed by
housing loans, they are equally exposed to risks
from the real estate market, and if these were to
be realised, the banks could find it more difficult
and expensive to refinance them. The over collat-
eralisation, on average over 50%, on the covered
bonds helps to mitigate this risk. Although the
share of problem loans in the Nordic countries is
one of the smallest in Europe at the moment, the
risks are amplified by the high levels of household
debt, and the possible overvaluation of real estate.

13 On top of its measures on lending conditions effective from
June, the Swedish financial supervisory authority has increased
the capitalisation requirements for banks. The largest groups
are subject to a 5% systemic buffer requirement above the
pan-European minimum requirements. A countercyclical buffer
raised to 1.5 percentage points was added to this in June,

and it will rise to 2 percentage points in March 2017. Higher

risk weights than the model suggests are also required for real
estate loans issued in Sweden and Norway.

14 http://www.eba.europa.eu/
documents/10180/1532819/2016-EU-wide-stress-test-Results.
pdf. The banks operating in Estonia that were assessed were
the Danske, DNB, Nordea, OP Corporate, SEB, Svenska
Handelsbanken and Swedbank groups.

Figure 20. Changes in share prices of banks

from the start of 2016 (31 December 2015 = 100)
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The banks operating in Estonia have been
relatively active in lending to the non-
financial sector. The stock of loans issued
to businesses and households™ was larger by
972 million euros, or 6.1%, in August 2016 than a
year previously. Growth in the loan portfolio was
driven by both corporate and household loans
(see Figure 21). Growth in corporate loans was
somewhat quicker in the first eight months of
2016, averaging a little over 7%.

In recent months the real estate and
construction sectors have played an impor-
tant part in increasing the volume of corpo-

Figure 21. Annual growth rates of banking sector
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15 Covers loans, leases and factoring.
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rate loans. Throughout almost all of the first half
of the year it was industrial companies that drove
the quite strong annual growth in the corporate loan
portfolio, but in recent months the loan growth in
real estate and construction has picked up again
(see Figure 22). In August it ran at almost 11%.
Loans to companies in real estate and construc-
tion accounted for a little over 35% of the corpo-
rate loan portfolio, leaving their share around one
percentage point larger than at the start of the
year. Although the concentration of the loan port-
folio of the Estonian banking sector has not been
particularly increased by recent developments, the
potential danger has emerged that there will not be
sufficient demand in the near term for the volume of
development, and so the risks from concentration
have become more acute.

The volume of loans issued to companies in
infrastructure® and trade has shrunk. The
bank loans of the infrastructure sector shrank the
most, and it was 14% smaller in August 2016 than a
year earlier. Low energy prices mean that the risks
for energy producers are larger, so the banks may
be being more cautious about lending to energy
companies. Equally, the decline in loan volumes
to the infrastructure sector could mean that the
demand for loans from the sector has declined.
Loan turnover in infrastructure was 22% smaller
in the first eight months of 2016 than in the same
months of 2015. The volume of loans to the trade
sector was 3% smaller in August 2016 than a year
before.

16 Infrastructure covers the supply of electricity, gas, steam and
conditioned air, water supply, sanitation and waste management
and remediation activities, information and communications,
education, health, and social welfare.

Figure 22. Annual growth in loans
and leases as at 31 August 2016
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Alongside the rapid growth in corporate
loans, borrowing by households has also
been active. Car leases have grown partic-
ularly strongly (see Box 3). In August 2016 the
yearly growth of household loans was 5.2%, with
housing loans, the most important component of
household loans, up 4.7% on the year in August,
which is a slightly faster rate than a year earlier.
There has been a more notable rise in the rate of
growth of other household loans, and in August it
stood at 7.2%. Other household loans have again
grown fast because of car leases, which have been
posting double-digit yearly growth rates for more
than a year now. In August the growth rate was
16.5%. Growth in consumer loans was stronger in
the first eight months of 2016 than throughout the
previous year, and the stock of consumer loans
was up 4.5% on the year in August.

Box 3: Reasons for the rapid growth in car leases to households

The amount issued in car leases to households'” has increased rapidly since 2015 and
has done so faster than other loan liabilities to households. This has happened because
rising incomes have driven increased demand for newer cars, while interest rates on leases have
been low, and because the change in the VAT law for companies had an indirect one-off impact.

Higher incomes have encouraged households to buy ever newer and more expensive cars.
This is quite a natural development because the stock of vehicles in Estonia is on average older than
the European Union average. Data from the traffic register put the average age of passenger cars regis-

17 Car leases to households are leases taken to buy passenger cars, including estate cars, and other small vehicles, like

snowmobiles, ATVs, mopeds or motorbikes.




tered in Estonia at 14 years in June 2016, which
is about twice the European Union average'. (et e LIEELEEIALEE Ll

Vehicles registered in 2014-2015, and so less than
two years old, made up 6% of the total. However,

business, new
households, new
business, used

Estonia has about as many vehicles per capita ... " households, used

as neighbouring countries, as there are 530 cars
per thousand people in Germany, 560 in Finland, 25,000
456 in Estonia, and 305 in Latvia™.

Consequently, households have also leased \w\/w/vj\/ r\'\/\//‘

more and more new vehicles. In 2010, after the
economic crisis, only 20% of leased vehicles were
new, but in July 2016 47%, or almost half, of vehi-
cles leased by households were new. The average 000
value of leased cars has risen by around 10-20% 2008 2010 2012 2014 2016
since 2014 (see Figure B3.1). At 35%, less than half ~ S°uree Festi Pank

of cars leased by businesses are used cars, and

that has not changed significantly over time. The

average cost of a car leased by households was

households
16,600 euros in 2016, and for business vehicles — businesses

35

the average cost was 24,300 euros.

30
The change in the VAT law at the end of 2014 25
affected the lease decisions of companies
and increased the lease turnover of house-

EUR million
n
o
T

holds, but the effect on the non-financial 15 VY

sector as a whole was limited. The change ‘\ W

came into force from December 2014 and reduced "

the amount of VAT that could be deducted from 5

the purchase, rent or lease of vehicles from the o

earlier 100% to 50%. At the end of 2014 compa- 2008 2010 2012 2014 2016

nies used the last opportunity to take advantage =~ S°Uo® estiPank

of the ability to purchase vehicles free of VAT, so the corporate lease turnover rose several times over
(see Figure B3.2). After the change came in, the turnover of car leases for companies in 2015 was
25% below its average. The turnover for households was up 24% on its usual amount, meaning the
total turnover in the non-financial sector fell by only 5% on average in 2015.

The growth in the lease market for vehicles is also supported by competition between
lease providers. The lease market for cars and small vehicles is divided roughly equally between
three large market players, and that division has not changed much even during the rapid growth of
recent years. Low base interest rates meant that the interest rate for households on car leases was
2.2% in June 2016. It should be noted that almost all the new cars in Estonia are bought with leases.

Further growth in car leases to households is supported by rising incomes and by relatively favour-
able interest rates on such leases. Although there are as many cars per capita in Estonia as in
neighbouring countries, the Estonian fleet is older than the European average. This suggests that
the volume of car leases will continue to be increased by the purchase of newer and more expensive
cars in future if the growth in incomes continues.

18 Road Administration research report into statistics and transport taxes (2015).

19 Eurostat, 2012.
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Somewhat faster growth in credit could
increase the risks associated with the
quality of the portfolio, though the port-
folio quality is currently good. The share of
overdue and restructured loans in the loan port-
folio has remained quite stable since the start of
2016, with 1.3% overdue and 1.6% restructured.
The general capacity of the banks to cope with
possible loan losses is good, given the current
loan quality. In August 2016, 84% of overdue
loans were covered by provisions, and the ratio
of provisions in the portfolio was slightly higher
than at the start of the year (see Figure 23).

Several factors have so far helped keep loan
quality good. Low interest rates have reduced
the probability of borrowers getting into difficul-
ties with repaying loans. The ability of house-
holds to repay their loans has been helped not
only by low interest rates, but also by rapid wage
growth and favourable labour market conditions
for workers. The quality of loans improved in
almost all sectors in July 2016 (see Figure 24).
The biggest falls in the stock of overdue loans
were for companies in real estate and construc-
tion and for households. Restructured loans
behaved differently in different sectors though, as
there was a reduction in restructured loans in real
estate and construction, and an increase in them
in the primary sector and the industrial sector.
In August 2016, 8% of the loans in the portfolio
of loans to the primary sector were restructured
loans, up 4 percentage points from a year earlier,
and 3% of the loans to the industrial sector were
restructured loans, which was up 1 percentage
point on the year.

The factors that have helped keep the loan
quality of the banking sector at a good
level can change though. Loan quality may be
threatened by a rise in interest rates or by over-
heating in the labour market. The main danger is
that the belief that interest rates will remain low
for a long time yet may give an overly optimistic
impression of the ability of borrowers to service
their loans. This risk could be increased further
for households by the expectation that wages will
continue to rise rapidly. The risks to the quality of
the corporate loan portfolio could be worsened
by changes in the conditions of loan contracts.
Market participants say that companies are being

Figure 23. Share of overdue loans and

provisions in the loan stock
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Figure 24. Share of overdue loans
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offered loans with more flexible conditions than
before, such as loans that are not fully paid off at
maturity. In consequence, the loan and interest
burden for companies can be unevenly distrib-
uted across the length of the loan, and that could
raise the risks to loan repayments by companies
in the future.

The funding forloansin the Estonian banking
sector continues to be largely supported by
domestic deposits. These account for some
two thirds of the debt liabilities of the banks,
and they continued to grow strongly in volume
in 2016 (see Figure 25). Domestic loans were up
7.6% on the year in August. While the growth in
borrowing was generally increasing however, the
rate of growth in domestic deposits was a little



slower in the summer than a year previously. The
deposits of non-residents, which are by nature
more volatile than domestic deposits and so pose
more of a risk to the stability of funding, have not
moved much since the end of 2015. Non-resident
deposits made up 11% of the debt liabilities of the
banks in August 2016.

Despite the continuing intensive growth in
resident deposits, the loans-to-deposits
ratio has risen a little, and it stood at 108%
in August, which is four percentage points more
than at the end of 2015. This rise can largely be
explained by the changes in the funding structure
within the banking group of one of the big banks.
The funds that had earlier been taken from the
parent bank to finance the lease company owned
by the bank were replaced by loans from the
local entity, and so the volume of loans issued
by financial institutions leapt up at the end of
the first quarter of 2016 (see Box 4). The lending
to the lease company was financed with funds

Figure 25. Structure of funding and
loan-to-deposit ratio
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from the parent bank, and the result was that the
share of those funds in the debt liabilities of the
bank increased. Loans and deposits from banks
accounted for 20% of debt liabilities at the end of
August 2016.

In recent years the banks operating in
Estonia have lent a lot to financial insti-
tutions. Simultaneous with the relatively rapid
growth in the loan portfolio to the non-financial
sector, the volume of loans to financial insti-
tutions has grown sharply. It stood at around
2.1 billion euros in August 2016, which is 76%
more than a year earlier. This meant that the
share of loans to financial institutions in the
total loan portfolio of the banks® rose from 6%
at the start of 2015 to 11% by the end of August
2016 (see Figure B4.1). Loans to financial insti-
tutions include those to insurance companies,
pension funds and other investment funds,
various creditors and financial intermediaries
like lease companies and instant loan firms,

Box 4: Lending by banks to financial institutions

Figure B4.1. Loans to financial institutions

and their share in the loan portfolio
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financial management firms, and companies that have been set up to manage the investments
of private investors in order to optimise their income tax.

The volume of loans to financial institutions was sharply increased by large intra-
group transactions with lease companies. Loans to lease companies make up around
three quarters of the volume of loans to financial institutions. The volume of loans to lease
companies has been boosted by two large intra-group transactions. Even without these trans-

20 The total loan portfolio covers loans, leases and factoring to the non-financial sector, the general government, and finan-
cial institutions.
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actions, the growth in loans to financial institutions was estimated at over 15% in the second
quarter of 2016.

On top of the large transactions driven by the changes within the financing structure
of groups and other intra-group related considerations, the growth in lending to lease
companies has also been affected by increased demand for car leases. The rapid growth
in the volume of car leases has also increased the need for funding. Without the two large intra-
group transactions mentioned earlier, loans from banks to lease companies have increased by an
average of over 20% at a yearly rate since the start of the second quarter of 2016.

Loans to financial institutions other than lease companies have mostly seen moderate
growth in 2016, with yearly growth of 5% in August for example, and the volume of
such loans is smaller than that of loans to lease companies at around 492 million
euros. This means that if intra-group loans to lease companies are excluded, loans to financial
institutions account for a relatively stable 3% of the loan portfolio of the banks. This illustrates
that the links between banks and financial institutions have primarily been strengthened by intra-
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group loans to lease companies.

The liquidity buffers in the banking sector
are large, but they are concentrated and
strongly connected to the considerations
of group-level liquidity management. The
liquid assets of the banks operating in Estonia
accounted for 23% of the total assets of the
banking sector in August 2016, but the rates of
assets vary widely between different banks (see
Figure 26). Claims on central banks provided
49% of the liquidity buffers, and claims on other
banks provided 44%. Liquid assets held at the
central bank have increased as a share of claims
since a year earlier by 13 percentage points at
the expense of claims on parent banks. These
changes mainly reflect intra-group liquidity
management decisions, which are partly driven
by the differences between the interest rates on
the standing deposit facilities at the European
Central Bank and the Swedish central bank.
Bonds accounted for 7% of liquid assets in
August 2016, which was the same as a year
previously. The resilience of banks to short-term
liquidity shocks is good, as all the banks oper-
ating in Estonia in August 2016 exceeded the
requirement for the liquidity coverage ratio.

The return on assets of the banking sector
in the first half of this year remained at the
same level as in the first half of last year.
In total, the banks earned around 200 million
euros in net profit in the first half of 2016. The net
profit earned in the same period of last year was

Figure 26. Banks' liquid assets and their
share in total assets
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affected very much by the extraordinarily large
dividend income of one bank and the cost of the
income tax paid on it, but if these are excluded,
the return on assets of the banks has not changed
significantly over the year and it stood at 1.4% at
the end of June 2016 (see Figure 27).

A higher return was aided by a rise in net
interest income. Net interest income increased
in the first half of the year, mainly because
interest expenses were low while interest income
was about the same as a year earlier. Although
interest rates were lower than they were last year
(see Figure 28), the continued growth of the loan
portfolio compensated for the impact of this on



interest income. Net service fees were reduced
by the steep cut in service fee income at one
bank but the net service fees of the rest of the
banking sector increased.

The costs of the banking sector increased in
the first half of this year as both personnel
costs and other administration costs rose.
Administration costs were up 6% in total over the
year in the first half of 2016, with personnel costs
up 4% and other administration costs up 8%. The
loan losses of banks remained low in the first half
of 2016, and reassessments of loan write-downs
did not add to the profits of the banks as they did
at the same time last year.

The profitability of the Estonian banking
sector will remain more or less stable in
future. The continuing growth in the loan port-
folio and in service fee income will contribute to
maintaining profitability. Maintaining cost effi-
ciency at a time of wage pressure is becoming
harder and harder for the banks though.

The banks operating in Estonia are still well
capitalised. There was little change in the capi-
talisation indicators in the first half of the year. The
equity of the best capitalised banks was reduced
by dividend payouts, and the equity of the bank
with the lowest equity indicator was increased
from earlier profits.

The ratio of total own funds of the banks
to risk assets stood at 34% at the end of
the second quarter 2016. An overwhelming
majority of 99% of own funds are in the form of
CET1, meaning the ratio of CET1 to risk assets
was also high at 34.8%. The lowest ratio of total
own funds to risk assets was 13% (see Figure 29).

Differences in the indicators for the banks
come from the use of different methods for
risk assessment. SEB and Swedbank have
been authorised to use their internal models for
risk assessment in Estonia. From 2014 the banks
that use internal rating methods have been able
to publish figures without limits on the transition
time, which raised the figures for those banks
substantially.

Figure 27. Banking sector profitability in

relation to total assets
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Figure 28. Average interest rates on loans and
deposits and the difference between them
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Figure 29. Banks' CET 1 own funds as
a ratio to risk weighted assets
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Small banks: LHV Pank, DNB, Bigbank, Eesti Krediidipank,
Tallinna Aripank, Versobank, Inbank
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The ratio of banks own funds to total assets
is observed as an indicator that does not take
account of the risk level of assets. The capitali-
sation of the banks in Estonia is also strong in
terms of leverage, as the lowest indicator for this
for any bank was 8% at the end of the second
quarter, and the weighted average for the banks
was 15%.

In August this year the requirements for
the additional capital buffers the banks
in Estonia have to hold were changed (see
the section on macroprudential policy). From
1 August all the banks licensed in Estonia have
to hold core equity tier one (CET1) capital of at
least 8% of risk assets and 11.5% of total own
funds, and systemically important banks have to
hold 10% of CET1 and 13.5% of total own funds.

Forecast and Stress Test of Overdue
Loans in the Banking Sector

The forecast for overdue loans is based
on four macroeconomic negative shock
scenarios of differing degrees of serious-
ness. The risk scenarios range from a negative
shock to the Estonian economy that reduces GDP
growth by five percentage points, to a stronger
shock where growth is twenty percentage points
lower than forecast in the baseline scenario and
the impact on overdue loans is similar to that of the
recession in 2010 (see Figure 30). Employment,
incomes and real estate prices fall together with
GDP in all the scenarios, and this has a nega-
tive impact on the ability of both companies and
households to repay their loans.

The macroeconomic indicators are taken
from the Eesti Pank June forecast, where
it is assumed that the average GDP growth
in 2016-2018 will be 3%. In the scenarios, the
effect of macroeconomic shocks is passed into
overdue loans through the credit risk model for
the banking sector, where an interest rate rise to
2.4% is added to the two most negative shocks,
reflecting the increase in the risk premium in the
money market.

Following the strongest shock to the
economy, the share of loans overdue in
the banking sector rises to a little above

Figure 30. Real GDP assumptions in
the base and risk scenarios
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Figure 31. Overdue loans ratio
for base and risk scenarios
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7%, which is similar to the rate during
the recession in 2010. The share of overdue
loans increases in the risk scenario where GDP
growth is 5-10 percentage points by up to 3%.
The scenario used in the stress tests run by the
European Banking Authority (EBA) for the biggest
banks in the European Union and the European
Economic Area?' increased the rate of overdue
loans to around 4% (see Figure 31).

The corporate loan portfolio reacts most to
the negative risk scenario, as the share of
loans overdue increases under the largest

21 In the cumulative shock in the EBA stress test, GDP falls by
around 12 percentage points and the additional shock to real
estate sees prices fall by up to 34%. The three-month Euribor
rises to 2.4% and unemployment rises as a result of the shock
to 11.3%.



shock to around 12%. The increase in the
share of corporate loans overdue is driven by
the reduction in GDP and the consequent rise in
unemployment and the higher borrowing costs.
The share of other household loans that are
overdue rises to 9% with the strongest shock,
and the effect of the shock is passed on primarily
through slower wage growth and higher unem-
ployment. Housing loans are less sensitive to
macroeconomic shocks and the share of such
loans that are overdue rises less following the
biggest shock, remaining below 3%. Real estate
prices fall in this scenario by around 30% and the
unemployment rate rises to 14.8%.

With the strongest shock, the increase in
the volume of overdue loans is larger than
expected profits earned over a year. Arise in
interest rates like that in the strongest shock of a
20-percentage-point drop in GDP or in the EBA
stress test scenario would make it more expen-
sive for companies and households to service
their loans, but would equally increase the profit
of the banking sector before write-downs. The
profit would be some 155 million euros larger
than in the baseline scenario, and it would help
to cover some of the losses caused by overdue
loans (see Figure 32). The total value of loans
overdue for the whole of the banking sector
reaches 250-550 million euros following the two
strongest macroeconomic shocks.

OTHER FINANCIAL INTERMEDIARIES

Savings and Loan Associations

Savings and loan associations are coopera-
tive financial institutions whose main busi-
ness is providing members with deposit and
loan facilities. Savings and loan associations are
regulated by the Savings and Loan Associations
Act. No operating licence is required to found a
savings and loan association and they do not fall
under the Financial Supervision Authority. The
services of savings and loan associations can
only be used by members, as the associations do
not have the right to take deposits from the public
or to use other funds that need paying back.
Equally, there is no state guarantee scheme for
recovering the money of depositors if the asso-
ciation goes bankrupt.

Figure 32. Change in profits and overdue loans,
Q22016 - Q2 2017
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The rapid growth in the deposits and assets
of such associations in recent years has
been encouraged above all by the very low
interest rates, which have led many depositors
to look for other options for deposits alongside the
commercial banks. The growth in loans issued by
the associations has probably also been aided by
the tightening of the lending conditions and stan-
dards of the banks in the past decade.

The deposits and loans of the Savings and
loan associations have continued to grow
strongly in 2016, but they still remain small
next to those of the banks. At the end of
August there were 20 such associations oper-
ating in Estonia with over 9000 members in total,
which is about one third more than a year previ-
ously. The volume of deposits received and loans

Figure 33. Deposits in savings and loan

associations and in banks
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issued continues to grow at over 50% a year, and
at the end of August there were 57 million euros
in deposits, 0.5% of the figure for the banks oper-
ating in Estonia, and 55 million euros in loans,
which was 0.4% of the figure for banks (see
Figures 33 and 34).

As the volume of activity has grown, so has
the financial leverage of the savings and loan
associations. In June 2016 own funds covered
around 18% of their balance sheet, whereas four
years ago it was about 50% (see Figure 35).

The direct risks to financial stability in Estonia
stemming from savings and loan associations are
currently low. Despite the growth in their deposits
and assets in recent years, they account for only
a small part of the financial sector and of GDP by
volume. Nor are they directly linked to any other
financial sector. They do however have a steadily
increasing role in financing the economy. The
rapid growth in the membership of savings and
loan associations and the spread of their activi-
ties across Estonia could overshadow the original
cooperative principle behind their operation and
reduce the control that depositors have over
their own money and their understanding of the
possible risks.

Creditors and Credit Intermediaries

In February the Riigikogu passed the
Creditors and Credit Intermediaries Act,
which obliged creditors and credit inter-
mediaries to apply for a licence from the
Financial Supervision Authority and bring
their activities into line with the act by
21 March 201622, A creditor is a business whose
activity is lending to private clients, extending
payment deadlines for a fee, issuing leases, or
providing other financial assistance. A credit
intermediary is a private person or legal entity
that is not a creditor but that facilitates the issuing
of credit, for a fee, or enables consumers to sign
credit contracts. Unlike banks, creditors and
credit intermediaries do not have the right to take

22 Under the changes passed on 23 February 2016, compa-
nies not wishing to sign new consumer credit agreements after
21 March 2016 do not have to apply to the Financial Supervision
Authority for an operating licence. Those companies can
continue servicing the loan contracts they have already signed
until the contracts expire.

Figure 34. Stock of loans issued by savings
and loan associations and by banks
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Figure 35. Liabilities and equity of savings

and loan associations
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deposits from the public, or other funds that need
to be paid back, and lend from them or in any
other way use them to finance their activities.

The backgrounds, ownership structures,
clienteles and loan products of creditors and
credit intermediaries are varied. Creditors
include lease companies, some of which are
owned by the banks; merchants that allow
customers to pay in instalments; and providers of
instant loans or pay day loans, which have high
interest rates and short repayment deadlines.
Some of the instant loan providers are residents
and some are non-residents, and some of them
require collateral for the loans and some do not.
At the end of August 2016 there were 42 creditors
licensed in Estonia, and 11 lenders, mainly lease
companies, that were part of the consolidated



group of a credit institution, which do not have
to apply separately for a licence. There were two
credit intermediaries operating under licences
issued in Estonia, and seven credit intermediaries
operating cross-border?®. There were a further
11 creditors and credit intermediaries whose
licence applications were being processed by the
Financial Supervision Authority.

The total value of the loans, leases and
instalment payments issued by creditors
was around 680 million euros at the end
of the second quarter. Of this, 80% had
been issued by lease companies owned by
banks?* and a large part of the total was leases
for vehicles. The credit stock of creditors not
owned by banks was around 150 million euros,
of which around half was other monetary credit,
mainly instant loans, and around one third was
instalment payments (see Figure 36).

The quality of the assets of the creditors
owned by the banks is much better than
that of the other creditors. Only 0.3% of the
total credit stock of the creditors owned by the
banks was overdue, while 9% of the stock of the
other creditors was (see Figure 37). With accrued
interest and collection costs in the form of penal-
ties and fines included, the figures were 0.3%
and 12%. The share of overdue loans exceeded
25% for a couple of instant loan providers, but
the figure was in the main below 15% for instant
loan providers. The share of loans overdue may
have been reduced by them being deleted from
the balance sheet.

Companies providing payments in instal-
ments have the largest number of clients,
with 50,000 in total. The large instant loan
companies and lease companies have 15,000—
25,000 clients. Most creditors have fewer than
one thousand clients however.

The creditors owned by the banks largely
issue loans and leases to companies too,

23 There are also five crediting agents, mostly car lease or other
small lease firms, that issue loans under an authorisation.

24 These data come from 47 creditors that had submitted their
reports for the second quarter to the Financial Supervision
Authority as at the end of August 2016. The other creditors had
not done this because they received their operating licence later
or because of technical problems.

Figure 36. Stock of credit issued
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Figure 37. Overdue loans by creditors as

a share of different credit products
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but other lenders do that much less. At the
end of July 2016 the stock of credit issued to
companies by creditors owned by the banks was
1.7 billion euros, which is more than three times
the amount they had lent to private individuals.
At the same time, the stock of loans and leases
issued by other creditors to companies was only
67 million euros, which was less than half the
credit stock issued to private individuals.

The creditors owned by the banks mainly
fund themselves with loans from parent
companies, while other creditors have
various sources of funds. The creditors
not owned by banks had outstanding loans of
240 million euros. Given the variation in their
ownership structures, it is very probable that
only a part of this comes from banks operating in
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Estonia. If those loans were all taken in full from
banks in Estonia, they would account for 11% of
the loans issued to financial institutions, and 1.2%
of the total loan portfolio of the banks. The finan-
cial leverage of the creditors not owned by banks
is quite small, as equity makes up almost half of
the liabilities on the balance sheet (see Figure 38).

The direct risks to financial stability in
Estonia stemming from creditors and credit
intermediaries are currently low. Creditors
and credit intermediaries have no legal right to
take deposits from the public, which means that if
they get into financial difficulties there is no direct
loss passed on to depositors. The quality of the
assets held by the creditors owned by banks is
mostly good. The loan volumes of other credi-
tors have been quite small before now, and they
have only a limited connection to other compa-
nies in the financial sector. The risk was reduced
when the Creditors and Credit Intermediaries
Act came into force and the companies affected
came under the supervision of the Financial
Supervision Authority, because that put the
market on a firmer footing and regulated the
operations of creditors and credit intermediaries,
and improved the assessment of client risk and
the quality of consumer protection. As a result
consumers should fall into debt spirals less easily
and the share of bad loans should be reduced.

Securities Markets

The OMXT index has risen strongly since the
start of 2016. The index rose by almost 11% in
the first eight months of the year, while share prices
across the euro area as a whole climbed only
modestly (see Figure 39). The relatively rapid rise
in the OMXT index was caused by rapid rises in the
prices of shares of certain individual companies.

The listing of LHV shares on the Tallinn stock
exchange increased the capitalisation of
the exchange by almost 9%. The listing of the
LHV shares and the rise in share prices raised the
capitalisation of the exchange to 2.1 billion euros
by the end of August, or 10.4% of GDP, making
the rise over the year 16.5%.

The turnover on the stock exchange in the
first eight months of the year continued

Figure 38. Liabilities and equity of creditors
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Figure 39. OMXT and other indexes, change
from the beginning of 2011

Estonia (OMXT)
euro area (Stoxx 50)
= USA (S&P 500

80%

e

409

20%

0%

-20%

-40%L 1 1 1 1 1
2011 2012 2013 2014 2015 2016

Sources: Bloomberg, Eesti Pank calculations

to be small. An average of 15.4 million euros
of transactions were made each month during
that period. Despite the large block transactions
made in May, the average monthly turnover on
the exchange was largely the same as in the
previous year.

Activity in bond issuance remains at a low
level. Only some individual companies issued
new bonds in the first eight months of the year,
for a total of 27 million euros, which is around
10% less than in the same months of the previous
year. The capitalisation of the bond market fell to
2.9% over the year to stand at 566 million euros
at the end of August 2016, or 2.8% of GDP.

The small size of the local securities market and
the relatively weak activity levels there mean that



it has only a marginal impact on financial stability
in Estonia.

Investment and Pension Funds

The correction in securities markets at
the start of 2016 also impacted the return
of funds. Although securities markets started
to rise again in the second half of spring, the
correction still had a negative impact on funds,
primarily through the return on equity funds (see
Figure 40). The average 12-month return on
equity funds was -3.4% at the end of July. The
impact was less for interest and pension funds as
a whole, as the 12-month return on interest funds
was +2.8% at the end of July, and the EPI index
changed by +0.2% over 12 months.

Pension funds and real estate funds contrib-
uted to the growth in the volume of fund
assets in the past 12 months. At the end of
August 2016 investment funds had 669 million
euros in assets and pension funds had
3 billion euros. The assets of pension funds had
increased over the year by 18%, mainly on the
back of contributions paid in, while the assets of
investment funds had grown by around 15% over
the year. The growth was driven by the growth
of more than 50% in the assets of real estate
funds, which came from both new investors and
the opening of two new real estate funds (see
Appendix 1 Real Estate Funds). The assets of
other funds shrank by 5% over the year to stand
at 358 million euros at the end of August. This
happened mainly because two interest funds
were closed down.

Insurance Companies

The risks to stability in the insurance sector
in the European Union have not changed in
recent years?®. The present macroeconomic
environment is uncertain and it will probably
become harder for many insurance companies to
maintain their current profitability. The first worry
for the sector is that base interest rates have
been very low for a long time and are likely to
remain so in future. This makes their long-term
liabilities more expensive and forces them to rein-
vest assets with lower return or higher risk. This

25 Financial Stability Report, EIOPA, June 2016.

Figure 40. 12-month changes in the net
average value of funds and the EPI index
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Figure 41. Premiums and profits
of insurance companies
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primarily affects life insurance companies that
have signed long-term insurance contracts with
guaranteed interest rates. If the insurance sector
takes additional investment risk in its search for
higher yields, then the risks to financial stability
also increase.

Despite the challenging environment,
Estonian insurance companies have
managed to achieve stable financial results
in recent years. Insurance premiums in the life
insurance market have remained at about the
same level. Sales of non-life insurance products
have steadily increased and at an accelerating
rate, and the sector as a whole has consistently
been profitable (see Figure 41). Insurance compa-
nies have coped well so far despite the low
interest rates, though risks remain in the sector.
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The small size of the sector limits the overall risks
to financial stability, as life insurance assets are
worth around 5% of Estonian GDP, and non-life
assets around 3%.

There have been no significant changesin the
life insurance market. Life insurance companies
received 2.5% less in insurance premiums in the
first half of 2016 than a year earlier. This was the
first fall in premiums in the past four years. Given
that the life insurance market was about one third
larger before the economic crisis than it is now, it
can be suggested than the conditions of the prod-
ucts offered are no longer as attractive to clients.

The profit of insurance companies declined
at the start of this year. The main reason for this
is increased payouts on insurance contracts, and
the income tax paid on extraordinary dividends,
while the return on investment has increased.
Within this, the reduction in profit was mainly
due to one insurance company. Life insurance
companies have changed the structure of their
investment portfolio a lot in recent years (see

Figure 42. Investments of insurance
companies
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Figure 42). The share of bonds, the largest asset
class in the portfolio, has been increased substan-
tially, so that it now stands at 84% of the total
portfolio. This increase has come at the expense
of a reduction in the share of term deposits. The
growth in the risk level of the portfolio could be
seen as limited though, as the largest part of the
bond portfolio is in sovereign bonds, while there
has been no increase in the share of the equity
portfolio. Although there has been a reduction
in insurance contracts with guaranteed interest
rates, earning equivalent income for those liabili-
ties when interest rates are low is the biggest risk
factor for insurance companies.

The non-life insurance market grew faster in
the first half of the year. The premiums collected
were 9% more than a year earlier, with all the main
non-life insurance business lines seeing growth.

The profit of the non-life insurance sector
has varied from quarter to quarter, though in
the past couple of years it has remained on
average around 25 million euros a quarter.
The net combined ratio®® has held at between
90% and 100%, indicating that competition is
quite strong. If demand for non-life insurance
continues to grow in future though, the oper-
ating environment will become more favourable
for insurers. The profit of non-life insurers comes
largely from the results of core activities, though
this has been supported by stable income from
investment. Like life insurers, non-life insurers have
changed the structure of their investment portfo-
lios in recent years (see Figure 42). They have done
this by reducing term deposits and replacing them
with bonds. Although the risk level of most of the
companies whose bonds are in the portfolio has
risen in recent years, it still remains low.

26 Net combined ratio = (claims paid out + operating costs) /
premiums received = net loss ratio + net expense ratio

Box 5: The importance of the insurance sector for financial stability

The insurance sector plays a notable role in the functioning of the financial market.
Insurance companies hold 12% of all the financial assets around the globe, and the
insurance sector is the largest institutional investor in Europe. The value of the assets of the
sector is mostly more than 50% of GDP in advanced economies?’. This share is much smaller

in Estonia though, where it is below 10%.

27 Global Financial Stability Report: Potent Policies for a Successful Normalization, 2016, IMF. http://www.imf.org/external/

pubs/ft/gfsr/2016/01/pdf/text_v2.pdf




Insurance products give protection to participants in the economic system against
economic risks. Insurance companies distribute risks by type among the insured and if a risk
materialises, the insurer mitigates its impact on the injured party. Taking steps to mitigate risk
gives the market participants in the sector more effective risk management. Life insurance and
pension insurance?® for households also allow people to smooth their income over their lifetime.
These factors aid financial stability.

Equally, systemic risks to the financial sector may come from the insurance sector.
If a major insurer is unable to meet its liabilities, a chain of events could be sparked that leads
to other financial institutions falling into difficulties. This could result in a systemic crisis as the
functioning of the financial sector as a whole could be obstructed and that could harm the non-
financial economy.

The systemic risks arising from the core activities of insurance companies are gener-
ally considered small. Research into the sector has shown that insurers have a smaller
systemic impact than banks?®. This is firstly because their liabilities are long-term and not very
liquid, which reduces liquidity risk, and secondly because their investment portfolio is better
distributed. A third reason is that their core activity is less connected to other companies in the
financial system. The European Systemic Risk Board (ESRB) has named four main sources for
systemic risk for the insurance sector in Europe®, which are:

e Non-core activities of insurers. Non-core activities could be the re-assignment of liquidity
and maturities, or speculative transactions with derivatives. This could increase leverage,
the complexity of the financial system, and the links between participants in the system.
Non-core activities are the main risk from insurers.

e Pro-cyclical activity. Insurers may seek investment with high returns during good times, and sell
assets when the economy turns down. There is little evidence so far of this risk materialising.

e The vulnerability of life insurers. Life insurers may become unsustainable if financial markets
are hit by a negative shock when interest rates are low. In this case the sector may not be
able to meet the liabilities of its guaranteed interest insurance products.

e Aggressive pricing of insurance products. Low prices could lead to reduced competition,
meaning that any bankruptcy of a dominant insurer could cause certain insurance products
to disappear from the market for a time. This could harm the functioning of an economic
sector where insurance is a legal requirement, such as aviation.

In the opinion of the International Monetary Fund (IMF)3' the systemic risk from the
insurance sector has increased in the past decade, but it is still smaller than that of
the banking sector. Insurance companies have become similar and so has their vulnerability
to negative events in other sectors. A shock in some other part of the financial sector could
harm the whole of the insurance industry. This would lead to a temporary reduction in the supply
of insurance products, and it would have a negative effect on the funding of the non-financial
sector because of the role that insurers play in bond markets. The bankruptcy of an insurer could
also worsen problems at financial institutions that have contracts with it.

28 Depending on the design of the pension system, the insurance sector may allow for pension savings to be built up and
paid out.

29 Systemic Risk in Insurance: an Analysis of Insurance and Financial Stability, 2010, Geneva Association. https:/www.
genevaassociation.org/media/99228/ga2010-systemic_risk_in_insurance.pdf

30 Report on Systemic Risks in the EU Insurance Sector, 2015, ESRB. https://www.esrb.europa.eu/pub/pdf/other/2015-12-
16-esrb_report_systemic_risks_EU_insurance_sector.en.pdf

31 Global Financial Stability Report: Potent Policies for a Successful Normalization, 2016, IMF. http://www.imf.org/external/
pubs/ft/gfsr/2016/01/pdf/text_v2.pdf
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One of the main causes of the increased risk for insurers is low interest rates. This
has made their liabilities more expensive and made them reinvest in assets with lower returns.
The return on the traditional low-risk investments of life insurers is below the guaranteed income
of the products. Ending guaranteed income makes life insurance products similar to traditional
investment products however, reducing the competitiveness of the sector. Reduced investment
income is forcing non-life insurers to raise the price of their products, but this erodes demand.
For this reason the traditional business model of insurance may not necessarily work in the
same way as before and it is more of a challenge to maintain earlier profitability.

Changes in the economic environment may force the insurance sector to make its busi-
ness model riskier. Insurers have traditionally put the majority of their assets in low-risk bonds,
but in future they may need to put a larger share of their assets in non-traditional instruments with
higher risk, by taking stakes in unlisted companies or investing in derivatives for example. As there
are few attractive assets on the market, the risk of concentration may increase.

The European Union adopted the Solvency Il directive to mitigate the risks to the
insurance sector, and it came into force on 1 January 2016. The directive harmonises the
laws of the member states on the insurance industry, and increases the resilience of the sector
in times of crisis. The introduction of Solvency Il increased the capital and reserve requirements
in most cases. Making the capital requirements more risk sensitive should alleviate systemic
risk. The directive also contains measures that should limit the rapid sell-off of assets in a
crisis, and so should reduce pro-cyclicality. It is important for macroprudential supervision that
nine globally important insurance companies have been identified around the world®, whose
systemic risk can be limited with additional requirements.

The risks to financial stability from the insurance sector in Estonia are currently small.
This is primarily because the insurance market is relatively small in size. Insurance companies
also mainly focus on their core activities and have invested their assets in low-risk instruments,
mostly bonds. A small source of risk in the life insurance sector is the relatively large share
of products with guaranteed income. The Estonian insurance market has room to grow, as
life insurance premiums here account for 0.4% of GDP, while the figure for Western Europe is
4.7%%. The figure for non-life insurance in Estonia is 1.4%, and for Western Europe it is 3%°3%.
Stable growth of the insurance market would be generally beneficial for financial stability as it
would help strengthen the resilience of individual companies and households to risks and would
support their ability to repay their loans.

32 Five globally important insurers are registered in the European Union.

33 Western Europe is Austria, Belgium, Denmark, Finland, France, Germany, Greece, Iceland, Ireland, Italy, Luxembourg,
Malta, the Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the United Kingdom.

34 World Insurance in 2015: steady growth amid regional disparities, 2016, Swiss Re. http://media.swissre.com/documents/
sigma_3_2016_en.pdf

PAYMENT AND SETTLEMENT SYSTEMS

Eesti Pank oversees two systemically important
systems, which are the TARGET2-Eesti real-time
gross settlement system operated by Eesti Pank
and the securities settlement system operated by
the Estonian Central Securities Depository. Eesti
Pank also has oversight responsibility for the card
payments system, which is important because card
payments make up a large share of all payments.

An average of 3400 payments per day were
made through TARGET2-Eesti in the first
half of 2016, with an average daily turnover
of 385 million euros. The banks had sufficient
liquidity buffers for making settlements without
any disruptions. Only two of the six banks that
had set up the intra-day lending facility used the
credit line which is opened against pooled collat-
eral, doing so on single occasions, and overnight



credit was not required by any of the banks.
Several commercial banks hold considerably
larger amounts of funds at the central bank than
required (see Figure 43).

There was a serious incident in the opera-
tion of TARGET2-Eesti in the first half of the
year, which affected Estonian banks and
the settlement of retail payments between
banks. The incident meant that from 13.30 on
1 June 2016 until the end of the settlement day,
the TARGET2 ancillary system services were
interrupted, and these included the file transfer
of the STEP2 settlement system used for settling
retail payments in Estonia. The incident led to the
settlement of interbank retail payments and the
closing of the TARGET2 settlement day being
delayed. To resolve the incident, the Eurosystem
introduced business continuity procedures for
TARGET2 and a backup solution that allows
central banks to send the files in their ancillary
systems on behalf of those systems. There were
also three smaller incidents in the first half of
the year that delayed the end of the settlement
day, though they did not affect payments in the
Estonian subsystem.

The securities settlement system managed
by the Estonian Central Securities Depository
(ECSD) functioned smoothly. There were no
incidents in the first half of 2016 and the system
had an availability rate of 100%, exceeding its target
of 99.5%. Each month it settled an average of
4200 transactions with a total value of 8.8 million
euros. The settlement failure rate, which indicates
the proportion of transactions that were settled
after the planned settlement date because the
money or the securities were not present, was 0.1%
of transactions, meeting the target of below 1%
(see Figure 44).

The risks from securities settlement arise
from three major development projects
being launched simultaneously in autumn
2017. Preparations are proceeding in parallel
for the unifying of the Baltic depositories in
one as the Nasdaqg CSD, the adoption of a new
securities settlement system, and accession to
the TARGET2-Securities settlement platform.
The new settlement system is being developed
from the Depend securities settlement system
currently used in Estonia. The financial supervi-
sory bodies and overseers of Latvia, Lithuania

Figure 43. Value of interbank payments,
reserve requirements, and balances held
at the central bank
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and Estonia will sign a cooperation agreement to
ensure effective oversight of the joint depository
and securities settlement system.

The card payment system managed by Nets
Estonia, which processes half a million
card transactions a day, saw some opera-
tional risks realised, but the indicator for
the level of service was within its target. The
card payment system operates around the clock
seven days a week and had nine incidents that

reduced availability and meant that processing of
card payments was interrupted for 4 hours and
14 minutes during the first half of the year (see
Figure 45). The longest of these interruptions was
of 1 hour and 22 minutes to mobile payments
on 23 May 2016, and was caused by a technical
fault at a service provider. On one occasion the
system operator sent the clearing files to the
banks later than agreed, and the other interrup-
tions mainly affected cross-border transactions
with MasterCard bank cards.



MACROPRUDENTIAL POLICY

CURRENT MACROPRUDENTIAL
MEASURES

Eesti Pank has introduced various macro-
prudential measures in recent years that
aim to strengthen the resilience of credit
institutions to negative events that threaten
the functioning of the financial system and
to prevent any potential increase in risk. The
measures taken so far have mainly been precau-
tionary and based on the need to build a func-
tioning policy framework that is largely founded
on the European Union rules in the CRR/CRD-IV
and reflects the principles of international coop-
eration. An important place in the framework
is taken by measures additionally defined in
Estonian legislation that cover the systemic risks
that come from the lending activities of credit
institutions.

The current macroprudential measures are
the capital buffer requirements and the
requirements for the issuance of housing
loans by credit institutions operating in
Estonia (see Table 1). The capital buffer require-
ments have been introduced for structural
reasons, as the relatively modest upswing in
the credit cycle has not yet created a need for
countercyclical measures. The requirements for
issuing housing loans applicable from 1 March
2015 were set at a level where they confirmed
the loan terms and conditions that were used by
banks at that time. As the banks have not eased
their lending conditions in the intervening year
and the risks of the housing loan market have not
notably increased, Eesti Pank does not currently
consider it necessary to tighten the requirements
for housing loans.

The macroprudential policy decisions
that Eesti Pank has taken in the past year
concern the capital buffers of the banks.
The requirement for the systemic risk buffer was
changed in 2016 and an additional buffer require-
ment was introduced for credit institutions that
are systemically important for the Estonian finan-
cial system. The countercyclical buffer for risk
exposure in Estonia, which Eesti Pank assesses
once a quarter, has remained at 0% since it was
set there on 1 January 2016.

From 1 January 2016, all the banks oper-
ating in Estonia have to comply with the
countercyclical capital buffer requirement.
The level of the buffer depends on the size of
the bank’s credit exposures in Estonia and each
separate foreign country, and on the rate of the
countercyclical buffers applied in those coun-
tries. As at 30 September 2016 the countries in
the European Economic Area where the rate was
above 0% were Sweden, where it was 1.5% and
will rise to 2% in March 2017, and Norway, where
it was 1.5%. A rate of 0.5% will be introduced in
the Czech Republic and Slovakia in 2017, as will
a rate of 1% in Iceland. The banks operating in
Estonia are mostly focused on the local market
and the share of foreign credit risk exposures
in the Estonian banking sector was 11% on
30 June 2016. The biggest foreign positions are
in Sweden, Latvia, Lithuania and Finland.

From 1 August 2016 a 1% systemic risk
buffer requirement applies to all banks on
their risk exposure in Estonia. The systemic
buffer requirement was introduced because the
Estonian economy is small and open, and this

Table 1. The macroprudential measures of Eesti Pank

Instrument Rate From
Systemic risk buffer 1% 1 August 2016
Other systemically important institutions buffer 2% 1 August 2016
Countercyclical capital buffer 0% 1 January 2016

Housing loan requirements*®
loan-to-value (LTV) limit
debt service-to-income (DSTI) limit

maximum loan maturity

85%"*
50%

1 March 2015

30 years

* Share of loans breaching the limits may not exceed 15% of the volume of housing loans issued each quarter

** Up to 90% for housing loans guaranteed by Kredex
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makes it vulnerable, as problems caused by
unforeseen negative events can emerge rapidly
and to a large extent. The risks are compounded
by various structural factors, notably the high
proportion and concentration of exports and
investment, the relatively large debt of the
non-financial sector in relation to incomes, the
comparatively modest level of household finan-
cial assets, and the very bank-centred financial
sector.

Eesti Pank first introduced a systemic risk buffer
requirement in August 2014 at 2%, but it was
decided to reduce this to 1% in 2016 and to apply
it only to exposures in Estonia. The buffer rate
was lowered because the earlier requirement
was replaced by two separate requirements as
a separate systemically important institutions
buffer was introduced to reduce the structural
vulnerability that stems from the high level of
concentration in the banking sector®®. To ensure
equal conditions for all the banks competing
in the Estonian banking market, and that the
systemic risk buffer would be effective, Eesti Pank
has requested the authorities of other European
Union member states to apply equivalent buffer
requirements to the banks that provide banking
services in Estonia through branches or directly
cross-border for their risk exposure in Estonia.

In 2015 Eesti Pank named Swedbank AS
and AS SEB Pank as systemically impor-
tant institutions in Estonia and applied a 2%
capital buffer rate to them from 1 August
2016. This buffer is intended to reduce the nega-
tive impacts that possible financial problems at
one systemically important bank could cause for
the functioning of the financial system and for the
real economy. Following the results of the anal-
ysis in autumn 2016, Eesti Pank did not change
either the list of systemically important institu-
tions or the buffer rates that applied to them (see
the section on naming the systemically important
institutions in Estonia and buffer requirements).
The next assessment will be in autumn 2017.

35 For more details, see "Systemic risk buffer and other
systemically important institutions buffer. Analysis of the setting
of the buffer requirements in Estonia", April 2016.

ASSESSMENT OF THE NEED FOR A
COUNTERCYCLICAL CAPITAL BUFFER

A countercyclical capital buffer has to be
created by the banks at a time when the
systemic risk from rapid loan growth is
increasing. Banks can use the additional capital
buffers they have built up during the growth
phase of the financial cycle to cover losses that
may arise when the cycle turns down and to
continue supplying credit to the real economy.
The larger the systemic risk accumulation in the
credit market and the greater the imbalance that
it creates, the larger the capital buffer should be.

Growth in credit volumes could start to
threaten the functioning of the finan-
cial system if it is faster than growth in
the economy, meaning that indebtedness
increases. A moderate increase in indebted-
ness could reflect the normal process of finan-
cial deepening, where borrowing is used to
create greater value added that can be used in
the future for servicing the loans. However, rapid
credit growth could cause the economy to over-
heat and the banks to suffer loan losses. For this
reason the development of debt and the factors
affecting it need to be assessed and forecast. As
a result, an increase in the capital buffer require-
ment could be considered to increase the resil-
ience of the banks.

The indebtedness of the Estonian non-
financial sector, which is the debt-to-GDP
ratio, has held relatively stable at 130%
after a slight rise in 2014 (see Figure 46).
This means the debt liabilities of companies and
households taken together have grown at quite
a similar rate to the whole economy. Corporate
debt has declined slightly in the past year and
the debt of households has increased stably
as a ratio to GDP (see Figure 47). The share of
household income in the structure of GDP has
increased consistently since 2015 though. This
means that household debt has not increased
relative to disposable income, but has remained
at 72%.

The narrower creditaggregate, which covers
only bank loans and leases, has increased
fasterthan GDPinthe pastyear (see Figure 48).



The ratio of bank lending to GDP rose by the
end of the second quarter of 2016 by around
three percentage points over the year to 81%.
The different development paths of bank lending
and total debt in the economy indicate changes
in the structure of corporate debt as companies
have refinanced some of their foreign loans with
domestic bank loans. This means the temporary
spurt in growth in bank lending has a neutral
effect on the credit cycle. For the banks though,
it means an immediate increase in credit risk.

The growth rates of loans and nominal GDP
will fall into step during the next two years
at about 5%. The Eesti Pank June Forecast 2016
expects the yearly growth rate of nominal GDP
to rise in the years ahead as external demand
improves and inflation rises. At the same time,
growth in bank loans and leases will also stabi-
lise at 5%. The forecast is therefore that indebt-
edness will not increase over the next couple of
years.

The negative credit-to-GDP gap does not
adequately reflect the increase in risks from
credit over the years to come. Under the
methodology of the Basel Committee on Banking
Supervision, a countercyclical capital buffer is
needed if the credit-to-GDP ratio is higher than
its long-term trend calculated from past data,
meaning the credit-to-GDP gap is positive. The
sharp rise in indebtedness in Estonia in 2005—
2007 and the subsequent sharp fall following the
economic crisis mean that the credit-to-GDP gap
has been significantly negative since 2010 in both
the standardised approach using the broader
credit aggregate and in the additional approach
that uses only data on bank loans and leases (see
Figure 49)%¢. The gap will narrow in 2017-2018,
mainly as the long-term trend falls, but it will
remain negative. If the gap is negative, the buffer
guide is 0%.

In the standardised approach the gap may close
faster, but for this to happen within the next two
years, debt would have to grow by at least 8%,

36 For more on the methodology used see the Eesti Pank
document "Countercyclical Capital Buffer. The principles and
indicators for setting the buffer rate in Estonia". October 2015.

Figure 46. Real sector indebtedness
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Figure 47. Yearly change in the debt-to-GDP ratio
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Figure 48. Annual growth of debt, bank
lending and nominal GDP
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which is much quicker than it is forecast to do®
(see Figure 50). However, the risks associated
with loan growth could increase significantly even
if indebtedness grows by less. This means the
condition of the credit-to-GDP gap being positive
is an insufficient condition for setting the coun-
tercyclical capital buffer, and the assessment
has to use other indicators that give an idea of
the possible development of the credit cycle and
debt.

Credit growth in the non-financial sector
in 2016 has been notably faster than the
average for the past three years (see Figure
51). Growth in credit to both companies and
households has increased and the increase has
been broadly based across sectors (see the
section on banks). The largest volume of loans
was taken to finance real estate in the past year.

The volume of housing loans has increased
because prices have risen for residential
property, but the loan market has not given
any boost to the growth in the real estate
market. The value of the average housing loan
was over 8% larger in the first half of 2016 than in
the first half of the previous year, but the number
of new loans rose by less than 1% over the same
time. There has been no increase in the use of
borrowed money for buying residential property
because households have largely financed real
estate transactions using their own funds (see
Figure 52). Equally, banks have not loosened
their lending standards or conditions, and the
average interest margin on housing loans has in
fact increased over the year by some 20 basis
points. The financial leverage of the banks has
not increased and domestic bank deposits have
been enough for growth in the loan portfolio

The rise in prices for residential property
has been supported particularly by growth
in incomes and savings in recent years,
which has led to increased demand for
property as interest rates have been low (see
the section on real estate). The earlier rapid rises
in real estate prices ended in the second half of
2015, partly because of an increase in the supply
of new housing, and in the first half of 2016 the

37 In the calculation for the simulation it is assumed that the
forecast for nominal GDP growth does not change.

Figure 49. Credit-to-GDP gap
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Figure 50. Simulation of future standardised
debt-to-GDP gap at different debt growth rates
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Figure 51. Real sector credit growth
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yearly growth rate stabilised at 1-2%, which is
a significantly lower figure than the average for
the past three years (see Figure 53). As wages
continued to grow relatively fast at the same time,
the average price of residential property fell as a
ratio to incomes (see Figure 54).

If real estate prices start to rise notably
faster again, it could cause the volume of
credit to grow faster than forecast. In the
near future the credit cycle will largely be affected
by whether activity and prices in the real estate
market start to rise strongly again, and how
much this might affect the increase in debt in
the economy. Interest rates remaining very low
and relatively fast growth in household incomes
will create conditions that continue to favour this.
Increased household debt poses risks because
wages will not necessarily continue to rise at the
same rate.

Corporate indebtedness might be increased
in the years ahead by an upswing in invest-
ment. Investment by companies in fixed assets
started to increase again in 2016 after a two-
year trough. Favourable interest rates and rela-
tively strong competition in the market for corpo-
rate lending have in turn supported increased
borrowing activity. If the rate of growth in invest-
ment should continue to rise though, corporate
debt liabilities could start to grow faster, and at a
faster rate than nominal GDP.

Assessment of the Countercyclical
Capital Buffer Rate

Given the indebtedness in Estonia and the devel-
opment so far of the factors that drive it and the
forecast changes to that development in the
two years ahead, Eesti Pank does not consider
it necessary to raise the countercyclical buffer
requirement for banks from its current level of
0%. The debt-to-GDP ratio has remained stable.
The rate of growth of bank lending will approach
that of nominal GDP in the coming years, and no
factors in bank behaviour are in view that would
amplify lending activity, as lending standards
and conditions have not been loosened and the
banks have not increased their leverage.

Figure 52. Value of households' transacti

with real estate and volume of new housing
loans, quarterly flows
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Figure 53. Average annual growth
of housing prices
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Figure 54. Ratio of average square metre price
for apartments to average monthly gross wage
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However, low interest rates and relatively fast
wage rises contain the risk that activity and prices
could increase rapidly in the real estate market,
leading to fast growth in household debt levels
and an increase in related risks. Corporate indebt-
edness could also start to grow again if investment
increases. For this reason Eesti Pank constantly
monitors the factors that could indicate a possible
build-up of risks and can, if necessary, raise the
countercyclical capital buffer rate above 0%.

The capitalisation of the banks is currently strong
and this is further underpinned by the capital
buffer requirements introduced for macropruden-
tial purposes. To dampen the risks from housing
loans, Eesti Pank introduced requirements for new
housing loans from 1 March 2015 that limited their
loan-to-value (LTV) ratio to 85%, the debt service-
to-income (DSTI) ratio of borrowers to 50%, and
the maximum maturity of the loans to 30 years.

IDENTIFYING THE SYSTEMICALLY
IMPORTANT CREDIT INSTITUTIONS IN
ESTONIA AND SETTING THE BUFFER
REQUIREMENTS

A bank is systemically important if it is
very important for the financial system and
the non-financial economy that it function
without interruption. In Estonia the credit
institutions that are systemically important for
the financial system here are defined by Eesti
Pank as O-Slls, or Other Systemically Important
Institutions, and the list is updated each year.
Eesti Pank also decides on the buffer rate for
O-SlIs, and can set it at up to 2% of total risk
exposure. The additional buffer is intended to
increase the resilience of systemically important
market participants and through that the system
as a whole, and to reduce the moral hazard that
arises for large credit institutions that are seen
as being too big to fail. Eesti Pank assesses how
appropriate the buffer rates are, given the devel-
opment of the Estonian banking system, and
adjusts them if necessary, at least once a year.

The starting point for identifying systemi-
cally important credit institutions in Estonia
is the methodology in the guidelines of
the European Banking Authority (EBA)®*.

38 Guidelines issued on 16 December 2014 by the EBA on
the criteria to determine the conditions of application of Article

There are two stages to the methodology. In the
first, other systemically important institutions,
or O-Slls, are identified automatically using the
mandatory indicators in the EBA guidelines. The
values for each credit institution are related to
the total score for the indicators for all the credit
institutions in the country, meaning that different
types of market participant can be reflected.
The final point score for each credit institution
is the weighted average value of the indicators.
All banks that exceed the threshold value of 350
basis points are automatically classed as O-SlIs®.
The second stage is a supervisory assessment
in which any other credit institutions that scored
below the O-SII threshold in the first stage but
are still systemically important for the domestic
financial system can be classed as O-Slls.

When setting the buffer rate, Eesti Pank
starts from the principle that the capital
buffer rate should be higher the more
systemically important a credit institution
is. Eesti Pank calibrates the level of the addi-
tional buffer for systemically important institu-
tions in Estonia by considering various points,
including the score given in the assessment of
the systemic importance of credit institutions, the
buffer rates applied to other banks in the Nordic
and Baltic region, and analysis of data collected
on the Estonian banking sector®®. Eesti Pank
generally applies a buffer rate of at least 0.5%
to the credit institutions that pass the minimum
threshold of 350 basis points in the assess-
ment of systemic importance, which is adapted
from the methodology of the European Banking
Authority. The maximum rate of 2% is applied to
those credit institutions that get a points score
of at least 1200 basis points. If the points score
for systemic importance is between 350 and
1200 basis points, the benchmark rate is found
linearly, and the result rounded to the nearest
0.5 percentage point.

131(8) of Directive 2013/36/EU (CRD) in relation to the assess-
ment of other systemically important institutions (O-Slls).

39 To simplify, 350 basis points is on average equivalent to
market share of 3.5% of the assets and various activities of the
banking sector.

40 For more details, see "Systemic risk buffer and other
systemically important institutions buffer. Analysis of the setting
of the buffer requirements in Estonia", April 2016.



Table 2. Scores for indicators (basis points)

(/2]
2 £ = < < 0 % 2 °
~ © © x © < s e © < o
c -8 o c o X =3 S g o <
Category Indicators 3 ] > 3 ] s wd £¢ c e
£ w = ° 4 a ns TS © 5
@ @ = o a > <o +FZ2 £ =
= 0 ) 5 » & 2 T £ @
n < < > < X <L
Size Total assets 3966 2242 324 152 312 151 131 88 19 2616
Value of domestic 3622 2257 411 771 AT 3 138 143 0 2484
payment transactions
Importance (including Private sector
substitutability / financial ~ deposits from 5000 2152 413 155 120 211 183 74 24 1667
system infrastructure depositors in the EU
Private sectorloansto. 54 o505 933 13 342 221 98 19 0 2544
recipients in the EU
Value of OTC 6413 2784 28 80 0 0 0 0 0 695
derivatives (notional)
Complexity / cross- Cross-urisdictional 4 50 1g45 138 427 354 321 193 171 0 4960
border activity liabilities
g;‘i’;ss'lur's‘j'c“o”a' 836 1237 577 931 85 1004 204 258 29 4839
Intra-financial system 4 545 5037 107 16 425 7 21 7 1 5830
liabilities
Interconnectedness g‘st;i'tfs'”anc'a' SYStem 4535 1311 460 807 21 24 201 284 51 5610
Debt securities 338 0 7663 1232 0 0 0 0 767 0
outstanding
Overall score 3040 1906 917 407 204 187 119 102 77 3040

Like it did in 2015, Eesti Pank named two
banks as systemically important credit
institutions in 2016, these being Swedbank
AS and AS SEB Pank, and decided to
leave the buffer rate for them that started
to apply in August 2016 at 2%. Using data
from the end of 2015 and the mandatory indi-
cators given in the guidelines of the European
Banking Authority (EBA) shows that four credit
institutions — Swedbank AS, AS SEB Pank, AS
LHV Pank and Versobank AS - have a points
score for systemic importance that is above the
threshold (see Table 2). Eesti Pank finds that the
data for the end of 2015 allow only Swedbank
and SEB Pank to be considered systemically
important. As Swedbank AS scored 3040 basis
points under the EBA methodology for assessing
systemic importance, and AS SEB Pank scored
1904 basis points, the O-SlI buffer is applied to
them at the rate of 2%.

The specific features of the Estonian
banking sector mean it is not possible to

apply in full the assessment of the systemic
importance of banks found automatically by
the EBA methodology. As a large part of the
Estonian banking sector is in foreign ownership,
the banks operating in Estonia use market-based
funds through their parent banks. This means
that the amount issued in bonds by the banks
operating in Estonia is very small and the indi-
cator used for this in the EBA methodology does
not reflect the systemic importance of the banks.
LHV Pank AS and Versobank AS are among the
few that have obtained funds by issuing bonds,
and this gives them a relatively high score for
systemic importance, but the actual amount
issued is very small in terms of each bank’s
own assets or of the whole banking sector. The
bonds of LHV Pank AS were equal to 4% of the
bank’s total assets and 0.13% of the assets of
the banking sector, and those of Versobank AS
equalled 1% of its own assets and 0.02% of the
sector’s. Without this indicator AS LHV Pank and
Versobank AS would both have scored below the
threshold of 350 basis points.
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APPENDIX 1. REAL ESTATE FUNDS

The volume of assets in real estate funds
. . . . Figure A1.1. Number of real estate funds
has increased rapidly in recent years in and the volume of their assets

Europe and in Estonia. This is associated
I volume of assets (left scale)

with expansionary monetary policy and low number of funds (right scale)
350 8

interest rates, which have seen the returns on
traditional financial instruments fall and yields 300 7
remain low. The spread and growth of invest-
ment funds can also be attributed to the stricter
requirements for the banking sector in Europe
after the global crisis, and the large volume of
problem loans left after the crisis, which have
restrained the willingness of banks to lend.
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The European Central Bank finds that
rapidly growing investment funds,
including real estate funds, constitute Source: Financial Supervision Authority

one of the four largest risks to financial

stability in the euro area. Real estate funds in the euro area have almost doubled in size
since 2008. At the same time the risk level of fund investments has risen and the ties of the
funds to the banks have become tighter. It is feared that the emergence of stresses in financial
markets could prompt outflows from the funds, and this could lead to a rapid sell-off of assets
and large falls in the prices of assets. Once it became clear for example that the United Kingdom
had voted to leave the European Union, the large real estate funds had serious liquidity problems
as many investors wanted to exit the funds at once following the referendum. The funds were
obliged to stop the withdrawal of funds and cash for a time and to write the value of the units
down to make investors less keen to withdraw.
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Funds specialising in investment in real estate appeared in Estonia in 2008-2009,
before and during the economic crisis. The first funds contributed to the rapid development
of real estate markets in Central and Eastern Europe. When real estate prices fell sharply during
the crisis, funds aimed at the Estonian real estate market started to appear.

The appearance and growth of real estate funds has been helped by the higher return
on such funds than on other funds or other financial assets. The volume of assets of real
estate funds has grown especially quickly since 2015, with yearly growth rates averaging 35%
(see Figure A1.1). Other investment funds have shrunk in size at the same time. At the end of July
2015, there were seven real estate funds operating in the Estonian market. Their total investment
was 308 million euros*' and was managed by four fund managers.

The real estate funds invest mainly in office and retail buildings in Estonia and the
Baltic states. They generally prefer commercial property that is completed and bearing a cash
flow, primarily retail and office buildings. The small size of the target market and the shortage of
suitable investment targets though have led production and storage facilities to be added to the
portfolio (see Figure A1.2). Investments are mainly made in real estate through special purpose
vehicles (SPV).

41 Real estate funds mostly do not own their real estate investments directly, but through real estate holding and manage-
ment companies that they own. This means that the value of the fund’s assets does not reflect the total value of the invest-
ment in real estate, but rather the equity value of the holding and management companies.




Real estate funds usually use leverage
too. There are generally no legal restrictions
on the borrowing by funds, but the maximum
rate of financial leverage must be declared in
the conditions or statues of the fund. This has
been set at 50-85% for existing funds, though
the actual rate according to the public reports
of funds averages 50%*. The most common
source of leverage is bank loans taken by the
real estate management companies from banks
operating in Estonia or the other Baltic states.
The public reports of the funds show that the
companies they owned had 216 million euros in
loans at the end of 2015. This was around 8%
of all the loans from banks operating in Estonia
to companies in real estate and construction,
and less than 2% of the total loan portfolio of
the banks.

It is mainly institutional investors who
invest in real estate funds, primarily
pension funds. About one third of the shares
and units of real estate funds are held by
pension funds operating in Estonia (see Figure
A1.3). Another third is held by Estonian compa-
nies and households. Foreign investors also
play quite a large role though, as at least 27%
of fund shares and units are owned by foreign
investors, most of them banks and other finan-
cial institutions in neighbouring countries*® (see
Figure A1.4).

The emergence and growth of real estate
funds is in principle positive for financial
stability and capital markets. It encour-
ages the development of the non-bank finan-
cial sector and a broader range of financial
intermediaries, and it allows risks to be better
distributed than when real estate companies
are mainly financed by banks.

However, the connection between the
funds and other participants in the finan-
cial sector could increase the risk to
financial stability. Funds use quite a lot of

42 Two funds have no loans at all and with them the average
leverage is 35%.

43 Investors are undefined for some 10% of shares and units.
Those shares might be held by nominee accounts for either
resident or foreign investors.

Figure A1.2. The structure of investments

of real estate funds as at 31 December 2015
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Figure A1.3. The structure of investors in

real estate funds as at 31 March 2016
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Figure A1.4. The structure of investors in

real estate funds as at 31 March 2016
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borrowed money to leverage their own investments. This exposes the banks to the risks from
the real estate investments of the funds. The average leverage of the funds is 50%, which means
that they can cover a large fall in the value of their investment from their own funds. The small
size of the Estonian market means that real estate prices can move to a very large extent though.
This means it is not entirely impossible that the banks could have to bear some losses. At the
same time, the loans to the companies owned by the real estate funds are not a large part of the
loan portfolios of the banks.

Pension funds are also exposed to the real estate market by their ownership of shares
and units in real estate funds. Although pension funds are one of the biggest owners of
shares and units in real estate funds, those shares and units account for only a quite small share
of 3-4% of the market value of their total portfolio. It should equally be considered that pension
funds hold not only the shares and units of real estate funds but also other real estate invest-
ments. Although there are legal limits on investment by pension funds in real estate and related
securities**, they are not very restrictive.

The risks of Estonian real estate funds are lessened by them being closed funds where
the fund manager is not obliged to buy back shares and units at the request of the
owner. Investors are mostly aware that they may have to hold their investment until maturity, or
even longer if, for example, the situation in the market does not favour the sale of the investment
and the maturity is extended. Real estate funds usually set minimum limits for investment that
are quite high next to those of other funds. This means it is usually institutional investors and
wealthy individuals or their companies who invest in funds, and they understand the risks of real
estate investment and have considered them in their risk management, or they have allowed
large buffers to cover the volatility in the value of the investment.

44 The Investment Funds Act prohibits the combined value of real estate and the shares and units of a real estate fund as
defined by Estonian or foreign law from exceeding 70% of the market value of the assets of a voluntary pension fund or 40%
of the assets of a mandatory pension fund.

FINANCIAL STABILITY REVIEW 2/2016

i
)]

APPENDIX 2. MANDATORY PENSION FUNDS AND FINANCIAL MARKETS

The behaviour of pension funds affects the financial position of most households, so
the functioning of pension funds is important for financial stability. Everyone born after
1983 has to join a mandatory pension fund, so units in the funds are held by an ever increasing
number of people, who will be counting on the income earned by the pension funds in their
retirement. As pension funds are connected by their investments to the other participants in the
financial sector, increasing the volume of their assets*® makes them increasingly important for
financial stability.

The local securities market is small, and so the share of pension fund investment that
is invested abroad is very high so that investment risk is distributed. At the end of July
2016, 71% of the assets of pension funds were in securities not registered in Estonia (see Figure
A2.1). For this reason the value of pension fund investments is affected to quite a large degree
by what happens in foreign securities markets. At the end of July 2016, 6% of pension fund

45 The volume of assets in mandatory pension funds has grown relatively quickly. In the past decade assets have increased
close to ninefold. At the end of March 2014 the assets of mandatory pension funds in Estonia exceeded the value of the local
securities market, putting them in second place among financial intermediaries behind the banks in Estonia for the size of the
assets. In July 2016 the total value of the mandatory pension funds was almost 2.9 billion euros, or 14% of GDP.
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Investments in Europe dominate among
pension funds. Somewhat less has been
invested in North America and globally
distributed funds, and the share of investment in all other areas is small. Among equity
investments, 64% are in Europe, as are 81% of bond investments (see Figure A2.2). This means
that the value of the assets of Estonian mandatory pension funds are affected most by European
securities markets.

Given the structure of the investments of mandatory pension funds, a benchmark
index can be put together. The index primarily contains European securities indexes, with
smaller representations from the USA, emerging markets and global securities indexes. The
pbenchmark index of mandatory pension funds considers investments both geographically and
by asset class, so that the appropriate securities indexes cover at least 90% of the structure of
the assets of the pension funds. The shares of different securities indexes come from the shares
of the asset class and geographical distributions in the pension fund investments. The securi-
ties indexes and their shares used in compiling the benchmark index are shown in Table A2.1.
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Table A2.1. Components of pension funds benchmark index

Asset class Region Weight Index
Europe 24.3% S&P EUROPE 350
USA 7.2% S&P 500
Stocks
Global 3.7% S&P GLOBAL 1200
Asia 2.6% S&P Asia 50
Europe 29.6% Bloomberg Europe Investment Grade Corporate bonds index

Corporate bonds

Global 9.4% Bloomberg Global Investment Grade Corporate bonds index
Europe 20.6% Bloomberg Eurozone sovereign bond index

Government bonds
Emerging Markets 2.6% Bloomberg USD Emerging Market Sovereign Bond Index
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The Estonian Pension Index (EPI), which
shows the overall yield of mandatory
pension funds has risen in a similar way
to the benchmark index in the past five
years, though slightly more slowly. The
average annual yield of the benchmark index
constructed from the investment structure of
the mandatory pension funds and their main
target markets was 6.9% in 2011-2015, while
the average annual rise in the EPI was 3.1% (see
Figure A2.3). The annual yield of the benchmark
index is lower at 5.6% if it is corrected for the
cash and deposits held by pension funds, but
it is still higher than the equivalent figure for the
EPI. However, the annual yield of the EPI has
lower risk from volatility than the benchmark
index, and reflects a more conservative invest-
ment strategy. The standard deviation of the

Figure A2.3. EPI and benchmark indexes
(30 December 2011 = 100)
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annual yield of the EPI in 2011-2015 was 5.1 percentage points, while for the benchmark index
it was 8.8 points, and for the benchmark index adjusted for cash and deposits it was 7.7 points.

If developments continue along the same path, the value of the assets of pension funds will
mainly be affected in the next year by the relatively large share of cash and deposits, and by
what happens in European securities markets. As the share of cash and deposits is currently
relatively large, the yield on the EPI will probably remain smaller than the average of the markets
in the near future. The large share of cash and deposits does mean though that if there is any
correction in asset prices, the effect on the overall yield of pension funds will be smaller than

previously.
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