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ASSESSMENT OF FINANCIAL STABILITY AND
MACROPRUDENTIAL MEASURES
In the second half of 2017 and at the start
of 2018 the exceptionally good state of the
Estonian economy helped companies and
households strengthen their financial position. Strong demand and higher inflation allowed
companies to increase their sales revenues and
profits. Exports were encouraged by favourable
and steadily improving economic conditions in
Estonia's main trading partners. The continuing
rapid rise in wages improved the financial position
of households.
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The debt burden of companies and households declined in 2017 as corporate debt
did not increase particularly while deposits
continued to grow. Corporate debt liabilities
were at a similar level to what they were in 2016 as
more was invested in fixed assets than previously,
though still not a great amount, and own funds
were used for investments. Demand from households for loans remained strong as incomes rose
and interest rates remained low, but as nominal
GDP also grew fast, household debt as a ratio to
GDP still remained the same. Deposits grew faster
than loan liabilities.
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The residential property market remained
active in the second half of 2017 and prices
rose faster. The rise in prices for apartments
was driven especially by the secondary market
for older apartments, which is a sign that demand
has increased not only for new apartments but
throughout the entire apartment market. New living space came to the market in ever-increasing
amounts, which helped to offset the demand-side
upwards pressure on prices for new apartments.
The growth in housing loans did accelerate, but a
large share of transactions were still funded with
the buyer's own funds. Housing loans are generally issued with the same conditions as earlier.
There was also a lot of activity in the commercial property market. A notable amount
of new office space came to the market, but the
increase in economic activity meant that demand
increased, with the result that the average occupancy and rental price of office buildings did not
change particularly. The banks issued more loans
to real estate companies last year than previously.
Loans to the real estate sector make up quite a
large part of the loan and lease portfolio of the
banking sector, but changes in the banking mar-

ket meant that some of these loans were transferred to the portfolio of a foreign parent bank and
so the loans and leases to real estate companies
as a share of the total portfolio remained at around
the same level as in 2016. Like that of residential
property, the development of commercial buildings is largely financed through own funds, and
loans from other companies and the non-bank
financial sector.
The financial position of the banking sector and its resilience to risks remain strong.
Bank loans and leases grew robustly in the second
half of 2017. The quality of the loan portfolio of the
banks remained good and loan losses were small.
The banking sector is mainly funded through the
deposits of resident clients, though financing from
Nordic parent companies plays an important role
in the funding of some banks. A similar amount
of profit was earned as in the previous year, and
most banks continued to have high levels of own
funds. Changes to income tax law encourage the
banks to pay out more in dividends, and so the
capitalisation of the banks will start to fall in time
as their assets increase.
The risks from the Nordic economies and
banking sectors that Estonia must monitor carefully are the same as they were six
months ago. The level of household debt in the
Nordic countries is a concern, as it is larger than
in other countries, and so is the rise over many
years of real estate prices. Real estate prices in
Sweden, the most important foreign country for
the Estonian financial sector, started to fall in the
second half of 2017, but the price level remains
high and the debt of households is only increasing.
Risk assessment
In the assessment of Eesti Pank, the risks
to the functioning of the financial sector in
spring 2018 are low, but the risks from the
real estate market have increased. Risks are
being held down above all by the improved financial position of companies and households, and
by the high equity level of the banking sector. The
four main risks to financial stability are:
Risk 1
If financial markets assess that the risks to
the Nordic economies or banking groups

Risks to the Nordic economies come primarily from the heavy indebtedness of households, high real estate prices and the large
share of their funds that the banks get from
the markets. Although prices fell in the second half of 2017, they remain high in the
Swedish real estate market and the indebtedness of households is still growing. For
this reason the risks to the Estonian economy and
banks from the Nordic countries have not notably changed. The large debt of households means
that any fall in incomes and real estate prices
would reduce consumption. This would reduce
the revenues of companies exporting to Sweden
and their ability to service their loans, which would
hurt the quality of the loan portfolio of the banks
in Estonia.
The risks from the Nordic countries are
made worse by the market-based financing of the Nordic banking groups. The large
banking groups largely fund themselves through
bonds. If international investors were to revise their
assessment of the risks to the economy or banks
upwards, the conditions under which the banks
issue bonds could worsen quickly and substantially. The risks are mitigated by the good economic standing of the Nordic countries and the
relatively strong financial position of the banks.
The risks from the Nordic countries could
reduce the liquidity and funding of the
Estonian financial sector and the ability of
exporting companies to service their loans.
Some banks operating in Estonia get a significant
part of their funding from their parent companies, the big Nordic banking groups. Liquidity is
managed centrally in the big banking groups so
a large part of the liquidity of banks in Estonia is
controlled by foreign parent companies. Were the
parent companies to reduce the funding for the
subsidiaries or branches operating in Estonia, it
would affect the supply of credit and less money
would flow into the Estonian economy. Any setbacks to the Nordic economies would equally
reduce demand for Estonian exports, which would

harm the capacity of exporting companies to service their loans. This risk is considered to be the
most serious to the stability of the Estonian financial system.
Risk 2
Rapid growth in wages and improved confidence may increase demand in the housing
market and push real estate prices to rise
faster. With interest rates low, this would
increase the growth in housing loans and
leave the banks more vulnerable to risks
from the real estate sector.
The increased confidence and consistently
rapid growth in wages in the favourable
economic climate may lead households to
overestimate their long-term ability to repay
loans. The good position of the Estonian economy encourages confidence about the future and
expectations that wages will continue to rise rapidly. Real estate prices have risen in recent years,
which could make real estate more attractive for
investment as the return on financial assets is low.
This could raise demand for residential property
further, pushing prices to rise further and increasing the debt burden of households. In taking on
long-term loan liabilities, households should
remember that incomes and real estate prices
could start to fall and loan interest rates could rise.
Risk 3
Strong demand in the real estate market
could lead to labour and investment being
concentrated in the construction and real
estate sectors. If the business cycle were to
turn or orders to decline the ability of construction and real estate companies to service their loans would deteriorate as would
the loan quality of the banks.
Increased economic activity, improved confidence and rapid wage growth have increased
demand in the real estate market and given
a boost to real estate development. The construction market has grown not only with demand
from the private sector but also with orders from
the public sector. Increased demand for construction services will push up wage growth in the
construction industry, and this could persuade
employees to move from other sectors into construction and could thus increase wage pressures
in the other sectors. If the business cycle turns or
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have increased, the liquidity risk of the banks
operating in Estonia will increase and with it
the risk to the financing of the economy. A
drop in economic activity in the Nordic countries would reduce the income of Estonian
exporters and their ability to service their
loans.
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if orders decline, the ability of construction companies to service their loans may be reduced, and
this would impact other sectors negatively.
Demand in the Estonian housing market is
affected by various factors pulling in different directions, which makes it quite difficult
to assess. One factor is the decline in the size
of the population, which reduces demand. At the
same time the proportion of young people who
have managed to acquire property and the proportion of the population in work have increased
and the movement of people to large population
centres continues, and this raises demand in some
particular areas. In these conditions it is hard to
estimate the trends for demand for real estate in
the short term, and so real estate developers may
invest too much and there may be an oversupply
of housing in the market. Demand in the market for
retail space and office space has been increased
by the rise in economic activity, though the impact
of this could also be overestimated. In consequence, some projects may fail and the ability of
real estate companies to repay their loans could
deteriorate, as would the loan quality of the banks.
Risk 4
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Despite the growth in profits of Estonian
companies, pressure from rising wages will
continue to threaten profitability in future.
A fall in profitability could weaken the ability of companies to pay their loans and thus
worsen the loan quality of banks.
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Although increased sales revenues held corporate profits up in 2017, the pressure from
rising wages will continue to affect profitability in the future. Rapid economic growth
in Estonia's main trading partners and in Estonia
increased the chance that sales revenue will continue to grow. The current state of the labour market means though that wage pressures are strong
and they would increase further were the economy to overheat. If the growth in the economy and
in sales revenues were to slow however, companies would not easily be able to raise wages using
profits. Furthermore, low profitability reduces the
desire and the ability to invest, and this could harm
competitiveness and long-term economic growth,
harming the ability to service loans in the long run.

Macroprudential measures
The macroprudential measures imposed by
Eesti Pank help to mitigate the risks identified that may threaten the functioning of
the financial system in the near future. The
systemic risk buffer and the additional buffer for
systemically important institutions help make sure
there is enough capital available to cover possible
loan losses that could arise following an unexpected deterioration in the economic climate. The
countercyclical capital buffer, the rate of which
remains at zero, is designed to reduce the risks
from excessively fast loan growth. The requirements for housing loans, which are applied as
a preventative measure to avoid loan conditions
being loosened, help to reduce the risks from
excessively fast growth in borrowing.
Eesti Pank assessed the level of the systemic risk buffer in spring 2018 and decided
to keep the buffer rate at 1%. The main reason
for introducing the systemic risk buffer was the
small size and openness of the Estonian economy,
which is seen in the large share and concentration
of exports. The vulnerabilities are further increased
by the lack of diversity in the loan portfolio of the
banking sector and the relatively low level of financial assets held by households.
Luminor Bank A S was added to the list of systemically important banks and an additional
buffer requirement of 2% was set for it. Eesti
Pank assesses the importance of credit institutions operating in Estonia each year, and decides
at what level their additional capital buffers should
be set. On 1 October 2017, Luminor Bank AS,
which was founded by a merger of the Estonian
branch of Nordea Bank and AS DNB Pank, started
operations in Estonia. Following the estimate of its
systemic importance, Luminor Bank AS was set
an additional buffer requirement of 2% from 1 July
2018. As the market share of AS LHV Pank had
increased substantially over the year, the estimate
of systemic importance led to its buffer rate being
raised from 1 January 2019 from 0.5% to 1.0% of
total risk exposures. The buffer rate of 2% continues to apply for Swedbank AS and AS SEB Pank,
the other systemically important banks.

Eesti Pank does not currently consider it
necessary to raise the countercyclical capital buffer rate above 0%. The growth in the
debt of Estonian companies and households as
a whole has in recent years been slower than the
growth in nominal GDP and the indebtedness of
the non-financial sector has shrunk. The banks
have not loosened their lending standards and
conditions and have not increased their leverage.
With the economy growing, it is to be expected
that the debt of companies and households will
grow faster in the years ahead, but it is forecast
that this growth will be at a similar level to the
growth in nominal GDP. If credit growth increases
further and debt levels rise, Eesti Pank can raise

the rate of the countercyclical capital buffer above
0%.
The strong growth in housing loans and consumption loans could in future make additional measures necessary. Rapidly rising
wages could encourage households to borrow
more, leading to unexpectedly rapid growth in the
loan burden and an increase in the related risks.
Eesti Pank monitors developments in the loan market for households. If the rate of growth in loans
to households remains relatively fast compared to
the growth in incomes, Eesti Pank stands ready
to tighten the requirements for housing loans or
impose additional requirements if necessary.

The main risks to Estonian financial stability:
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. A drop in economic activity in the Nordic
countries would reduce the income of Estonian exporters and their ability to service
their loans.
Rapid growth in wages and improved confidence may increase demand in the housing
market and push real estate prices to rise faster. With interest rates low, this would increase the growth in housing loans and leave the banks more vulnerable to risks from the
real estate sector.
Strong demand in the real estate market could lead to labour and investment being
concentrated in the construction and real estate sectors. If the business cycle were to
turn or orders to decline the ability of construction and real estate companies to service
their loans would deteriorate as would the loan quality of the banks.
Despite the growth in profits of Estonian companies, pressure from rising wages will
continue to threaten profitability in future. A fall in profitability could weaken the ability of
companies to pay their loans and thus worsen the loan quality of banks.

1 = minor risk and 6 = major risk. The arrow indicates changes in the risk level from the assessment of November 2017
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DEVELOPMENTS AND RISKS AFFECTING FINANCIAL
STABILITY

The euro area economy has entered a phase
of rapid growth. The economy in the euro area
grew by 2.7% over the year in the fourth quarter,
which is the fastest rate of growth of the past 10
years. Unemployment is down and employment
has increased strongly. Activity indexes and sentiment surveys for the first months of 2018 show
the economy continued to grow and employment to rise at the start of this year too. The rapid
growth in the economy has not yet caused any
major price pressures, and weak inflation has led
the European Central Bank to keep its monetary
policy loose.
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Estonia's main trading partners are doing
well and this has increased the exports
of Estonian companies. The economies of
Estonia's neighbours have grown faster than
those in the euro area overall. Growth in the economies of Latvia and Lithuania was around 4% at
the end of the year, and in Sweden and Finland
it was 3%. This helped the export revenues of
Estonian companies to grow by around 8% in
2017. Despite some fall in real estate prices, the
construction and real estate markets in Sweden
remain active. Increased imbalance in the Swedish
real estate market could pose a danger to the
Swedish economy and restrict the funding of the
banks, as Swedish banks mainly access funds
using covered bonds backed by real estate loans
and traded on financial markets, and problems
there would negatively impact the access to funds
of Estonian exporting companies and the entire
Estonian business sector.1
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The Estonian economy is in particularly good
shape and the financial results of companies
improved in 2017. The economy grew by 4.9%
during the year. The rapid growth was driven by
the temporary conjunction of several factors
favouring it, including the rapid growth in the
economies of Estonia's main trading partners, the
loose monetary policy in Europe, faster growth
than previously in spending by the Estonian general government, and active take-up of Structural
Funds from the European Union. The confidence
of companies and households is high as strong
demand and higher inflation allowed companies to

Figure 1. Corporate turnover, payroll, proﬁt and
investment, four quarter moving total
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Figure 2. Corporate proﬁtability and
investments
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proﬁt-to-value added ratio
proﬁt-to-equity ratio
40%
35%
30%
25%
20%
15%
10%
5%
0%

2005

2008

2011

2014

2017

Sources: Eesti Pank, Statistics Estonia

increase their sales revenues and this has
increased corporate profits (see Figure 1).
The rate of growth in the Estonian economy
exceeds its long-term capacity for growth,
and so signs of overheating have appeared.
Companies are finding it ever harder to find
employees, unemployment is low and there is less
unused capacity than usually. The rapid growth in
the construction industry also indicates overheating in the economy. The biting labour shortages
among construction companies could lead wages
to rise very fast in that industry, and this would spill
over into higher wage pressures in other sectors.
When the cycle turns, both construction compa-

1 For more on the Swedish real estate market and banking groups see the section on Nordic countries.

nies and their employees would find it harder to
service their loans. Furthermore, problems in the
construction sector would reduce demand for
products and services from other sectors, and
so the negative impact would be passed on into
those other sectors.
Despite the recent rising profits, the profitability of companies remains lower than it
was earlier (see Figure 2). Companies have
shown that they are able to manage to repay their
liabilities even with lower profitability than at present. At the same time though, lower profitability means that if the current rapid growth in the
economy and in sales revenues slows, companies
will not easily be able to cover wage pressures
from profits. On top of this, low profitability will
discourage companies from investing and make
it harder for them to do so, and this could harm
their competitiveness and long-term growth in the
economy. This in turn would start to eat into the
ability of companies to service their loans.

Figure 3. Corporate indebtedness and leverage
debt-to-GDP ratio (left scale)
debt-to-equity ratio (left scale)
debt-to-proﬁt ratio (right scale)
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Figure 4. Payment behaviour of companies
overdue loans as a share of the portfolio
share of companies with tax arrears
share of companies with payment defaults
20%

The payment behaviour of companies
remains good. The share of companies with payment difficulties, seen as overdue debts to suppliers, or with tax arrears was very low in the second
half of 2017 next to the level of the previous four
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years (see Figure 4). The number of bankruptcies
is also low.
The main risk to financial stability in Estonia
from the business sector stems from rapid
cyclical growth, especially in construction
and real estate. A very large concentration of
real estate development in a short timeframe has
increased the sales revenue of the construction
industry, but also led to serious labour shortages.
High wage pressures threaten the profitability of
companies that was already low, both in construction and in other sectors. There is also the danger
that when the cycle turns, both construction companies and their employees may find it harder to
service their loans.

2 The rapid growth in construction and real estate activities is also indicated by the estimated growth of around 7% in the debt
liabilities of construction and real estate companies in 2017 at a time when the debt liabilities of the whole business sector did not
increase.
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The corporate debt burden and financial
leverage are lower than in the past decade
and liquidity is good. (see Figure 3) Corporate
debt was at around the same level in 2017 as a
year earlier 2. Debt liabilities did not increase as the
level of investment in fixed assets remains low
despite the recent increase, and companies can
finance their investments and assets using their
own funds. Companies have also reduced the
amount of short-term liabilities taken from foreign
associated enterprises. As nominal GDP grew
fast, the debt burden of companies, which is the
ratio of debt liabilities to GDP, declined substantially in 2017. Growth in profits increased the equity
and the financial leverage of companies as the
ratio of debt liabilities to equity declined. Increased
deposits and a reduction in the use of short-term
loans above all have improved the coverage of
debt liabilities with liquid assets. 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.
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Household incomes grew rapidly in the second half of 2017. Average gross monthly wages
were up 7.5% over the year in the fourth quarter
(see Figure 5). The Eesti Pank December forecast
expects wages to continue rising rapidly in the
years ahead. The labour market improved even
further for workers during 2017 and the unemployment rate was low, at 5.3% in the fourth quarter.
Consumer confidence remained at its highest level of recent years in the second half of
2017 for Estonia and for the euro area as a
whole (see Figure 6). Data from the Estonian
Institute of Economic Research show confidence
sliding a little in Estonia at the end of 2017 and the
start of 2018 mainly because households had a
poorer opinion of the outlook for development in
the Estonian economy, but confidence improved
again in March.
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The debt liabilities of Estonian households
continue to grow rapidly. Demand from households for loans was boosted by rapidly rising
incomes, low unemployment, and low loan interest rates. The earlier rapid growth in loans from the
non-bank financial sector slowed, but the growth
in the stock of loans and leases from banks accelerated by the end of February 2018 to 7.7%. Both
housing loans and consumer loans grew rapidly.
The annual growth in the stock of housing loans
reached 6.9% by the end of February, while the
stock of car leases grew by 18.6% over the year.
The growth in car leases taken by households
may have been affected in recent months not only
by the rapid growth in incomes but also by the
change to the taxation of company cars that came
into force at the start of 2018, which has led to
company cars and their lease contracts being registered to private individuals instead.
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The debt burden of households did not significantly change in the first three quarters
of 2017. The rapid growth in incomes and GDP
meant there was no significant change in the ratio
of household debt to disposable income, which
remained at 72% in the third quarter, nor in the
ratio of debt to GDP, which was at 41% (see Figure
7).
The interest burden of households, which is
the ratio between the annual interest costs
of their loans and disposable income, has
remained at 1.9%. The natural renewal of the
loan portfolio will lead the average interest rate in
it to rise, raising the interest burden over time as
well.

Figure 5. Annual growth in average gross
wages, the unemployment rate and the
consumer price index
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Figure 6. Consumer conﬁdence indicator
(seasonally adjusted)
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Figure 7. Household indebtedness
debt-to-disposable income ratio (left scale)
debt-to-GDP ratio (left scale)
interest burden (right scale)
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The favourable financial position of households has been good for their ability to service their loans. The share of loans overdue by
more than 60 days has fallen in recent years and
it was less than 0.6% at the end of 2017. With
wage growth remaining high for a long time and
interest rates low, there is a risk of households
overestimating their ability to service loans in the
expectation of continuing wage growth. Although
the saving rate of Estonian households has been
quite high of late, the total amount of savings they
have built up is small and many households would
not have sufficient financial buffers to cover unex-

Figure 8. Household deposits and debt liabilities
deposits (left scale)
debt liabilities (left scale)
deposits and cash as a ratio to debt (right scale)
100%
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Deposits continue to grow faster than debt
liabilities. The bank deposits of households were
10% larger at the end of 2017 than they were at the
end of 2016. The ratio of household deposits and
cash to debt stood at 86% at the end of the third
quarter of 2017 (see Figure 8). The rapid rise in
incomes and in employment has meant the saving
rate of Estonian households has been quite high in
recent years (see Box 1).
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pected emergencies. The risks from the growth in
loans to households are reduced by the current
requirements on housing loans, especially the limit
on the debt service-to-income ratio, which helps
restrict the size of loans available to borrowers
(see the section on macroprudential policy).

Box 1. Low interest rates and household saving
The impact of low interest rates on the household saving rate and the growth in savings
Low interest rates generally reduce saving. This is because the financial instruments like bank
deposits and shares in which households often invest their savings give a lower return at times
when interest rates are low. This discourages saving by making it less attractive. Furthermore,
interest rates are usually low at the point in the economic cycle when the economy and incomes
are growing slowly, meaning the ability of people to save is generally restricted.

However, the economic impact of interest rates on saving is quite small in Estonia and
countries with a similar income level. Kukk and Staehr found that a one percentage point rise
in the interest rate raises the saving rate by only 0.13 percentage point. The weak economic impact
probably arises because the relatively low income level in Central and Eastern European countries
means saving depends primarily on the ability to save and less on the return earned from savings.
Furthermore, the ability of households in those countries to consume, borrow and save has been
affected to a very large extent by the entry of large Western and Northern European banks into
those markets from the year 2000 onwards.

3 Merike Kukk, Karsten Staehr. Macroeconomics Factors in Corporate and Household Saving. Evidence from Central and
Eastern Europe. 2015.
4 The gap between money market interest rates and inflation.
5 The amount of income left over after consumption spending as a share of disposable income.
6 RPM 2018/1 Box 4 The household saving rate
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Kukk and Staehr 3 analysed ten countries in Central and Eastern Europe and found the
real interest rate 4 has a positive and statistically significant relation to the household
saving rate 5, meaning that when real interest rates rise so does saving and when interest rates drop so does saving. The same was found by Urke 6 in a study of European Union
member states.
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Figure B1.1. Household saving rate

Figure B1.2. Financial assets of households
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Rapid growth in incomes and low unemployment have kept the saving rate of Estonian
households quite high for the past five years and savings have grown quickly (see
Figures B1.1 and B1.2). Alongside the growth in incomes, savings have been boosted by the
popular attitude since the economic crisis that has started to see the existence of savings as much
more important than it did previously7. The consequence has been that the very low interest rates
have not reduced saving. The low interest rates were compensated for in earlier years by inflation staying very low or even non-existent, but consumer price inflation picked up significantly in
Estonia in 2017. But even with real interest rates negative8 there has not been any change in the
inclination of households to save, at least not yet.
The impact of low interest rates on where households invest savings
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Low interest rates have particularly reduced the attractiveness of term deposits at
banks. Estonian households hold a very large part of their financial savings as bank deposits.
In the 1990s and 2000s, term deposits had a higher interest rate than demand deposits and this
encouraged a large part of savings to be put into term deposits. At the start of 2012, term deposits
still accounted for 48% of all household deposits. Since then the gap between the interest rates on
term and demand deposits has narrowed very quickly and by early 2018 the share of term deposits had come down to 23% of all deposits. As deposit interest rates have come down to close to
zero and deposits have lost one advantage over holding savings in cash, the amount of cash held
by households and its share in savings have increased (see Figure B1.2).
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At the same time, some households are trying to earn more income from their savings,
which has led some savings to move outside of the banking sector. Investment in securities markets has increased as a result. More striking has been the growth in investment of savings
in the little regulated or unregulated financial sector, where the rapid development has been aided
by low interest rates alongside other factors. One consequence has been growth in the volume of
deposits invested in savings and loan associations from two million euros at the start of 2012 to
78 million euros by the start of 2018. The growth in the amount of money invested in crowdfunding
platforms has been of a similar rate. Although such alternative investments have seen very rapid
growth, they still remain small in size next to bank deposits.

7 TNS Emor. Financial Behaviour of Estonian Households, November 2016.
8 This is primarily the interest rates on bank deposits, as Estonian households hold a large part of their savings as bank
deposits.

Assessment of financial stability
It is good that the inclination of households to
save has not declined despite the low interest
rates, and this supports financial stability in multiple ways.

Figure B1.3. Investment by households in
dwellings and growth in bank deposits
household investment in dwellings
annual growth in household deposits
1200

1000

EUR million

Low interest rates have encouraged growth
in investment in real assets, especially
residential space, and together with rising incomes they have increased demand
for housing. Increased demand and low interest rates have combined to keep the return in
the real estate market relatively high, which
has made investment there more attractive.
Investment by households in residential property
was around twice as much in 2017 as in 2012,
which is faster growth than that in bank deposits
or in total financial assets (see Figure B1.3).
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•

The Estonian economy is growing fast and the danger of overheating has increased. In such
circumstances the strong tendency of households to save helps balance the cyclical risks to
the economy.

•

The rapid growth in deposits has allowed banks to reduce their dependence on funding
from parent banks, which would soften the blow to banks in Estonia and the financing of the
economy were any of the risks from outside Estonia to be realised.

•

The loan liabilities of households have increased sharply in recent years. Simultaneous growth
in savings helps to ease the possible impact of any fall in incomes on the ability of households
to repay their loans.

•

Reduction in term deposits and growth in demand deposits does not substantially affect the
risks to banks, as behavioural habits and regulation consider household demand deposits a
long-term resource for banks.

•

The withdrawal of some savings from the banks has helped the non-bank financial sector
to grow rapidly, which has opened new avenues of funding for companies and households.

•

The return on funds invested in the non-bank sector is higher, but the risks are larger and so
are the chances of losing all or part of the savings invested there.

•

Although the amount of savings invested in the non-bank financial sector, including the unregulated part of it, are still very small next to the amounts held as bank deposits, problems in the
narrower sector could damage confidence in the whole of the financial sector.
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Together with other factors, low interest rates have caused some changes in the structure of savings and the withdrawal of some savings from investment in the banking sector. There are both
good and bad sides to this.
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THE REAL ESTATE MARKET
The housing market
Activity increased in the housing market in
Estonia in the second half of 2017. Data from
the Land Board showed a rise of around 6% over
the year in the number of transactions for living
space in general and in the number of transactions
for apartments (see Figure 9). Demand was high
for new apartments and the number of transactions with new apartments rose even faster (see
Figure 10).
The growth in prices accelerated a little in
the secondary market for apartments in
Tallinn in the second half of 2017, which is a
sign of a general increase in demand in the
residential real estate market (see Figure 11).
The average price of an apartment transaction in
Estonia in the fourth quarter was 5.5% higher than
in the fourth quarter of 2016 according to data
from Statistics Estonia, which is about the same
rate of growth as in earlier quarters. The average
price of a new apartment varies quite a lot from
quarter to quarter 9, but the average rate of annual
growth in the past three years has been around
5%. The average rise in prices in the secondary
market for apartments in Tallinn has also been
around 5% in recent years, but the rate of growth
picked up in the second half of 2017.
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There was a slight rise in the average price asked
for apartments to rent in Tallinn in 2017, while the
number of offers remained around the same, indicating that demand remains strong in the rental
market as well.

14

Ever more new apartments are being built,
and the number of construction permits
suggests that construction activity will
remain busy in the near term. Usage permits were issued in the second half of 2017 for
about 20% more floor area than a year earlier,
and some 30% more construction permits for
residential space by floor area were issued
than in the second half of 2016 (see Figure 12).
The increase in the supply of residential space
has so far helped to keep the rise in real estate
prices moderate. There could be a risk of oversupply in the short term though, but this is
reduced by labour shortages in the construction industry and faster growth in construction

Figure 9. Dwelling price indexes (2010=100) and
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Figure 10. The share of transactions with new
apartments (sold for the ﬁrst time) by ﬂoor area
Estonia
Tallinn
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Figure 11. Annual growth in the average square
metre price of apartments in Tallinn
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9 Quite often the sales of apartments in newly finished apartment buildings all happen within a short time. This can mean that a
large number of transactions may be made with apartments in a highly desirable region in one quarter, then in the next quarter more
transactions may be for apartments in a lower priced suburb.

If wages continue to rise fast and loan interest rates remain low, there is a risk that
numbers of transactions could rise and price
rises in the real estate market could accelerate, which could in turn increase the loan
burden of households and the associated
risks. If households come to expect that real
estate prices will continue to rise in the future, and
they make investment decisions on this basis, the
number of real estate transactions may rise even
further.
The commercial property market
The commercial property market was active
in the second half of 2017. The total value of
transactions for commercial land with buildings
was some 13% higher in the second half of the
year than a year earlier, and the number of transactions was around 12% higher (see Figure 15).
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Figure 13. Ratio of the average price of a square
metre in an apartment to average gross wages
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Figure 14. New bank loans issued for ﬁnancing
residential real estate development
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The actions of the banks have not increased
demand in the housing market significantly,
but they have supported the supply of residential property through growth in loans to
property developers. The conditions for housing loans have not become notably looser. The
average interest rate on new housing loans fell a
little in the final quarter of 2017 having risen in the
first half of the year, but in January and February
2018 it climbed back to close to the level of the
middle of 2017. The turnover of housing loans as a
ratio to the total value of residential property transactions has not changed significantly. Some 30%
more was issued in bank loans to fund residential property development projects in 2017 than in
2016 however (see Figure 14).

building permits (new construction)
construction completed (new construction)

1000 m 2

Demand and rising prices in the housing
market have been supported by the strong
growth in household incomes. The average
square metre price of transactions with apartments as a ratio to average gross monthly wages
was at a similar level in the fourth quarter of 2017
as it was a year earlier, at 1.28 in Tallinn and
0.98 for Estonia as a whole, and it has not gone
beyond its long-term average level for 2004-2017
(see Figure 13). Taking existing lending conditions
into account in estimating the availability of housing shows that availability remained at a relatively
stable level in 2010-2017 as wages rose fast and
interest rates fell.

Figure 12. Building permits for residential
property and construction completed

EUR million

prices. If demand for new apartments remains
high though, the limits on supply could push real
estate prices to rise faster.
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Figure 15. Total value and number of transactions with land with buildings for commercial
purpose

Figure 16. Building permits for commercial
premises
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There was no particular change in either the
vacancy rate for office and retail space or in
rental prices in 2017. The vacancy rate for the
highest quality, A class office space in Tallinn was
5.2% at the end of 2017, while the vacancy rate for
below-average, B2 class office space was around
10%10. The vacancy rate for retail space rose a little,
but it still remains very low at around 1%.
Active development is expected to continue
in the office and commercial property market. More construction permits for new commercial and office buildings were issued in 2017
than in several earlier years (see Figure 16 and 17).
There has also been a rise in recent years in the
amount of construction permits issued for conversion of office and commercial buildings.
The banks issued more in loans to fund office
properties in the second half of 2017 than in
the second half of 2016 (see Figure 18), and
the amount issued for development of office
properties was the largest of recent years.
There was no major change in the amount given in
loans to fund commercial property, while less was
lent for storage and production space.
The risk remains in the commercial property market that there may not be sufficient
demand for the increasing amount of commercial space available. As rental clients prefer
new and modern properties, the increased supply of new high-quality office and retail buildings
reduces the demand for commercial properties
that are of lesser quality and are less well located.
This can raise the vacancy rate in such buildings,
10 Colliers International. Real Estate Market Overview, 2018.
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Figure 17. Building permits for ofﬁce premises
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Figure 18. New bank loans for ﬁnancing
commercial real estate
storage and production buildings
retail buildings
ofﬁce buildings
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Figure 19. Interest rates on ten-year government
bonds of the USA and Germany
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International financial markets were affected
in the second half of 2017 and the start of
2018 by the improvement in the global economic climate and the tightening of the loose
monetary policy of central banks or signs of
tightening in the future.
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Advanced and emerging economies grew rapidly
and the International Monetary Fund forecast that
global economic growth would pick up to 3.9% in
2018. The improvement in the economic climate
raised expectations for inflation, though it has
remained low so far in advanced economies. The
Federal Reserve in the US started to reduce its
balance sheet in October 2017 and it raised interest rates in December 2017 and again in March
2018. The European Central Bank has announced
its asset purchases will continue until the end of
September 2018, though in smaller amounts than
previously, and has stated its readiness to keep
monetary policy accommodative.

-0.5%

Interest rates on sovereign bonds were
mostly moving upwards at the end of 2017
and start of 2018 (see Figure 19). The interest
rates on sovereign bonds reflect good economic
indicators, rising expectations for inflation, and the
gradual tightening of the monetary policy of central banks. Interest rates rose on the bonds of the
largest countries in the euro area, and the interest spread over the bonds of Southern European
countries narrowed. The risk premiums on corporate bonds remained very low.
With the economic indicators good, global
stock market indexes mostly rose in the
second half of 2017 and January 2018 (see
Figure 20). Stock markets in the euro area were
mainly held back in the second half of 2017 by
the appreciation of the euro against the dollar.
Markets fell briefly in February after wage data in
the US proved better than expected, and investors thought inflation might pick up by more than
expected, in which case monetary policy would
tighten and interest rates rise faster than they had
predicted.
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Figure 20. Main stock indexes
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Figure 21. Volatility indexes of main stock and
bond markets
VIX (S&P 500, left scale)
V2X (Euro Stoxx 50, left scale)
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making their owners cut rental prices and harming
their ability to service their loans. This risk is eased
by the increase in economic activity, which boosts
demand in the commercial property market.
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This increased volatility in stock markets,
which had been at record low levels, and
this passed over into commodities and bond
markets (see Figure 21). Transaction volumes
and price fluctuations were increased further by
the closure of securities positions that had bet
on volatility remaining low, and trading models
that automatically and rapidly exchange positions
when volatility rises. The volatility in financial markets later fell back to practically the same level as
before and in the end the rise in volatility was average in size in historical comparison.
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The European Central Bank and the European
Systemic Risk Board (ESRB), which are
responsible for financial stability in the euro
area and the European Union respectively,
consider that the risks to the functioning of
the financial sector remain high. Risk taking
in financial markets has increased and signs are
appearing that some asset classes are overvalued, though the risks are being kept in check by
the increase in economic activity. The Composite
Indicator of Systemic Stress compiled by the
European Central Bank, which reflects tensions in
the financial system in Europe, rose a little at the
start of 2018, though it is still at quite a low level relative to other years (see Figure 22). However, there
are still several factors that threaten the operation
of the financial sector, the two main ones being
the rise in risk premiums on bonds in international
financial markets, and the relatively weak financial
position of banks and insurers and pension funds.
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The rise in risk premiums on bonds in international financial markets has led to losses
for banks and other financial institutions.
Interest rates have been low for so long that
the prices of assets have risen high on international stock and bond markets. Although
this is mainly a reflection of market expectations
of stability in economic figures, it also indicates
the assumption that monetary policy will start to
change only gradually and very carefully. If the
expectations of markets for economic indicators
should change however, perhaps because of
monetary policy decisions or an increase in political uncertainty, this may lead to a sharp rise in risk
premiums and to large losses for investors, including financial institutions.
The banking sector in the European Union
remains vulnerable, though the financial
position of the banks has improved a little.
Although economic growth picked up in the euro

Figure 22. Composite indicator of systemic
stress (CISS) in the ﬁnancial sector of the euro
area
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area and so the banks were more able to earn
income, the profitability of the banks remains low.
Low interest rates make it hard to earn income
and cost efficiency is low. Banks in some countries have a large stock of problem assets, which
is being reduced very slowly. The differences
between countries in the profitability of the banks
have shrunk however, and profitability has started
to improve slowly even in countries with large
amounts of problem assets. The capitalisation of
the banking sector increased, and the ratio of core
equity tier 1 capital to risk weighted assets at the
biggest banks in the European Union was 15%
in the third quarter of 2017. Capitalisation mainly
increased through risk assets being reduced,
although the own funds of banks increased in
some countries. As the rise in profitability was
partly due to unrealised gains from rises in prices
of financial assets, the risks noted earlier could
lead to a decline in profits and capitalisation.
The European Central Bank and the European
Systemic Risk Board consider that one possible danger for the financial sector is the
large debt burden of the general government
and private sector in several European Union
countries, while the rapidly increasing risks
of investment funds could be transmitted to
the whole of the financial sector. Although the
economy improved in the euro area as a whole,
the situation varies widely between countries.
Should there be a sharp rise in the risk premiums
on bonds, it could make refinancing debt notably
more expensive and increase the probability of
the general government or the private sector of
some country having difficulty servicing its debts.

The economic climate in the Nordic countries, where the biggest banking groups
operating in Estonia originate from, has
remained favourable and the financial
results of the banks have been good, though
the risks have not substantially decreased.
Growth in the economy in Sweden accelerated
in 2017 and confidence remains high for companies and households, with household confidence
supported by growth in employment and wages.
Inflation was at 1.7% in January and February and
the central bank kept its repo rate unchanged at
-0.5% in February, though the chances of a rise
in base interest rates in the future have increased.
Despite the favourable economic climate,
real estate prices started to fall in Sweden
and Norway in 2017 (see Figure 23). Prices
have fallen most for apartments in the largest
towns and cities. One possible cause of the fall in
Sweden is the increase in the supply of new residential space, though it may also be partly due to
stricter lending policies11.
Real estate prices have not led to a reduction in demand for loans. The yearly growth in
real estate loans in Sweden was 7% at the end of
2017 (see Figure 24). The growth in loans has been
faster than the growth in nominal GDP or disposable income. Demand for loans is supported by
consistently low base interest rates, a favourable
labour market and the resulting high levels of confidence. Stricter lending conditions increase the
monthly loan servicing costs for new clients, but
low base interest rates and loan margins having
fallen over a long time encourage borrowing.
It is expected that the fall in prices will slow
in the future. Large demand for labour supports
the confidence of households and the number of
new residential properties added is expected to

Figure 23. Housing price indexes in the Nordic
countries (2005 = 100)
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Figure 24. Loan growth and interest rates on
new lending
Sweden, mortgage loans
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decrease again. The current turnover data for the
real estate market indicate that demand has not
changed significantly. A possible rise in base interest rates would have only a minor impact on the
disposable income of households12.
The profitability of the banking groups
remained strong in 2017 (see Figure 25). It
was supported by loan losses being very small
and by strong demand for loans. To maintain their
profitability the banks have tried to increase their
cost efficiency further and again focus more on
core markets and activities.

11 Since June 2016, Swedish borrowers whose loan principal 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, while clients whose loan is 50-70% of the value of the collateral must pay at
least 1%. Since March 2018, new borrowers taking loans that are 4.5 times their pre-tax income or more should pay off a further 1%
of their loan.
12 See the December 2017 monetary policy review by the Swedish central bank https://www.riksbank.se/globalassets/media/
rapporter/ppr/engelska/2017/171220/how-are-households-affected-by-rising-interest-rates-article-in-monetary-policy-reportdecember-2017.
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Investment funds have increased the share of
long-term bonds in their investments, though their
liquidity buffers have shrunk. If asset prices were
to fall sharply, requests to buy back fund units
would probably increase steeply and funds would
have to put a large amount of bonds on the market, pushing prices down further.
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The parent banks of the banks operating in
Estonia continue to fund themselves to a
large extent through financial markets, leaving them vulnerable to unfavourable changes
in those financial markets. The loan-to-deposit
ratio of most of the banking groups is above 170%.
This ratio has fallen for some of the banks in the
past five years, but it still remains relatively high.
The fall in the ratio has been due to growth in
deposits, which has been higher than the growth
in loans.
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The cost of market-based funding has
remained relatively favourable. The dip in the
Swedish real estate market has not had a significant impact on market interest rates for covered bonds. The market interest rates on covered bonds with maturity of less than one year
have been negative for almost three years now,
and have not changed particularly in the past 12
months (see Figure 26). The interest rate on longer-term covered bonds has fluctuated more over
the past three years, though at the end of 2017 it
was also at about the same level as it was three
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The core equity tier 1 (CET 1) ratio of the Swedbank
group was 24%13 at the end of 2017, and that of
SEB group was 19%. The total own funds ratio
of 30% was high against an international figure
of 24%. The good quality of the loans has so far
allowed the banks to reduce their forward-looking
risk assessments. The supervisory authorities
have introduced additional buffer requirements
for the banks to reduce risks14. The indicators
for financial leverage for the SEB and Swedbank
groups were higher than 5% at the end of 2017,
exceeding the minimum recommended by the
Basel committee of 3% for the leverage ratio.

Figure 25. Return on Equity (ROE)
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A rise in base interest rates would increase
the profitability of the banking groups. The
share of bank loans with floating interest rates or
interest rates fixed for the short-term is steadily
increasing. This means that the funding costs of
the banks would increase, but interest income
would increase even further. A larger interest burden would raise the cost to clients of servicing
their loans, but a modest rise would not significantly affect their ability to repay their loans.

Source: Bloomberg

Figure 26. Average covered bond yields of
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years earlier. The rise in the meantime in market
interest rates on longer-term covered bonds was
largely connected to the general rise in long-term
interest rates, which has occurred in response to
market expectations for the future path of interest
rates.
The liquidity of the parent banks has
remained good. The liquidity coverage ratio for
the banks as a whole exceeded the 100% limit
by a long way at the end of 2017, and for some
banks this figure improved further over the year
(see Figure 27). However, for some parent banking groups based in Sweden the liquidity coverage
ratio for the Swedish krona was still on average

13 The figure includes profits earned during 2017.
14 The four biggest banking groups in Sweden have to hold an additional 5% of core equity on top of the usual requirements as a
systemic risk buffer in Sweden, and 2% as a countercyclical buffer. A minimum risk weight of 25% has to be used for real estate
loans in Sweden and Norway, and of 15% in Finland.

below 100%. The liquidity of the Swedish krona
has successfully been managed so far using currency swaps, but the swap market may not necessarily function so well if there is a market shock
and so banks could face liquidity management
problems. The Swedish central bank has also
pointed this out.

Figure 27. Liquidity coverage ratio of parent
banking groups
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Overall there has been no change in the
risks to the largest banking groups operating in Estonia. A fall in prices in the Swedish real
estate market has slowed the build-up of risks,
but demand from private individuals for loans has
remained strong and the debt burden of households has only increased. There remain risks from
the market based funding structure of the banks
and from the interconnections between the banks.
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Box 2: Crypto assets as an unregulated form of investment

Virtual currencies are based on the blockchain and distributed ledger technology, in
which the security of exchange of data and information is ensured by a chain of confirmed blocks of data being held and managed simultaneously on multiple servers. It is
not possible to tamper with the blockchain by making unilateral changes to it, as the confirmed
data cannot be retrospectively changed, and the confirmation of any addition of new data is done
by consensus by all parties using mathematical algorithms. Virtual currencies are held in digital
wallets that can be used to make transfers without the owner of the wallet being identified.
Eesti Pank is of the view that the terms currency or money should not be used when
referring to bitcoin and the like, as they are not able to fulfil all of the economic functions of money. Practical use suggests it would be more accurate to call them crypto
assets. As the value of crypto assets fluctuates a great deal, they cannot be used as a stable
unit of account, a store of value or an efficient means of payment. Crypto assets do not have the
legal status of money or currency, meaning they do not represent a claim on a central issuer such
as a central bank, and come with no guarantee that a crypto asset once bought can in future be
converted back into fiat money. The legal acts that apply to means of payment do not cover crypto
assets and there is no protection for consumers in the event of any fraud.
As the price of bitcoin and other crypto assets depends purely on demand and supply,
it could fall sharply if a lot of investors want to sell the asset all at the same time. The
rapid rise in their prices over the past couple of years has meant the crypto assets have become
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There is a lot of talk right now about virtual or crypto currencies or crypto money, by
which is understood digital assets that in certain cases and circumstances could be
used as a means of payment if the parties involved agree to do so, and could also have
the characteristics of securities. The best-known virtual currencies are bitcoin and ether.
There has been a sharp rise in the past couple of years in the number of such virtual currencies.
The website coinmarketcap.com put the number of different virtual currencies in use in April 2018
at over 1500, with a total value of some 220 billion euros. Although the market value of virtual
currencies has risen rapidly, it is still very small compared to the total value of ordinary money in
circulation and bank accounts, which exceeds 7.7 trillion euros.
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popular particularly as a speculative form of investment. The recent major fall in price, when the
price of bitcoin dropped from around 20,000 dollars in December 2017 to some 7000 dollars
today, has probably helped draw wider attention to the riskiness of crypto assets as an investment. Risk-savvy investors can invest not only in the crypto assets that already exist, they can
also speculate on the possible success of newly created assets by participating in new initial coin
offerings or ICOs.
It is important to understand when investing in new crypto assets through an ICO just
what the virtual unit or token is offering exactly and what the actual value of the particular crypto asset is based on. There are crypto assets that promise investors a share in the
future profit of a project for example, while others can only be used as a means of payment within
a particular closed network. Unlike traditional initial public offerings, or IPOs, ICOs are not subject
to requirements specifying the content or quality of information given to investors, and it is entirely
up to investors themselves to assess the business or legal risks of each separate project. In consequence the marketplace for ICOs is extremely mixed and alongside some reliable projects are
many projects that are unable to raise financing through traditional channels. What is more, it must
be remembered that most of the crypto assets being created in ICOs are not liquid and investors
may not be able to use an exchange platform to change their crypto assets back into fiat money.
The Financial Supervision Authority has explained how ICOs and the trading of crypto assets
should be treated under Estonian law, but in general the institutions regulating financial markets
in many countries are only deciding on their positions and there are not yet any legal rules giving
protection to investors or consumers. In summary, crypto assets and ICOs can create some very
good opportunities for very well informed investors or for those starting new projects, while at the
same time posing great risks to everybody else.
The risks related to crypto assets come in three categories:
a.
b.
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c.
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money laundering and terrorism financing risks that arise because crypto assets allow value
to be transferred without the parties being identified;
risks to consumers and investors from the lack of clear rules and the resulting danger of
fraud;
risks to the overall financial system that could come from connections between banks and
traders in crypto assets or the related trading platforms for example.

New anti-money laundering requirements will come into force in Europe in the second half of 2018 that will also start to apply to trading platforms for crypto assets and
providers of digital wallet services for crypto assets. The aim is to identify more effectively
investors who want to exchange their crypto assets into scriptural or fiat money. In reality it is very
hard to stop the anonymous trading and transferring of crypto assets. For this reason the banks
have to analyse very thoroughly the risks that arise if their customers trade in crypto
assets or from serving exchange platforms for crypto assets.
The ability to transfer crypto assets anonymously is an incentive for fraudsters.
Consumers and investors using crypto assets have none of the legal guarantees and
backup that come with regulated financial services and investments. This means that if
for example a digital wallet provider ceases activities for whatever reason, be it a cyber-attack, an
inability to meet the rules, or some other possible business problem, its clients will not necessarily
be able to use the crypto assets any more or to exchange them for money.
Although trading in crypto assets faces all of these risks, the possibilities offered by
the underlying technology should not be underestimated. The blockchain and digital ledger
technology can be used for transferring information securely between identified parties and for
improving cyber resilience in the financial sector and more broadly. Financial institutions, including

new start-ups, are considering more and more whether and how they could use the blockchain
technology to provide their own services better. Market participants and payments and settlements infrastructure providers are analysing and testing the use of the blockchain for global multicurrency payments for instance, and for securities settlements and post-trading services.

Box 3. Proposed adjustments to the capital framework - Basel III
The Basel Committee on Banking Supervision agreed in December 2017 on adjustments to the principles for calculating capital requirements for banks15. The aim of the
changes is to increase banking sector soundness and to reduce unreasonable differences in the
risk assessments of banks with similar risk profiles.
Current framework
The framework of rules that was agreed upon in 2004 and came into force in 2007 as
Basel II gave banks more freedom than before in assessing and forecasting their risk
levels. The banks were allowed to replace the prescribed standardised methods for measuring risk with internal models that allowed for more detailed risk assessment. Banks using the
Advanced Internal Ratings Based approach have more freedom in forecasting risk parameters,
while the Foundation IRB only allows them to estimate the probability of customers defaulting.
The advantage of using internal models is that they allow circumstances that increase
or reduce risks to be taken into account in more detail. Analysis of the use of the models
has shown though that the assessments based on the models do not necessarily guarantee sufficient capitalisation for a bank to cope with threats in the future.

•

The option of using A-IRB would be removed for calculating the credit risk of mid-sized and
large companies and banks and other financial institutions. The assessment principles for
risks for other clients have been adjusted and minimum requirements set for risk parameters.
At the same time the standard methodology would allow risks to be differentiated more than
previously. The risk level of mortgage loans would depend on the loan-to-value (LTV) ratio for
example. The risk weights would also be different depending on whether the loan has been
issued for the purchase of a primary residence or a property that is intended to earn income.

•

Internal models would no longer be allowed to be used for calculating credit value adjustment
(CVA) risk. CVA risk mainly reflects changes in the credit risk of counterparties for derivatives.

•

The new standardised approach for operational risk has two main components, which are
the bank’s income and historical losses. Advanced methodologies currently in use would be
abandoned. It is assumed that operating risk increases as the bank’s revenues grow and
that the loss rates from earlier operational risks allow the losses to be estimated in the future.

•

To the minimum leverage ratio rate requirement of own funds of 3% of unweighted assets that
started to apply for globally systemically important banks (G-SIB) from 2018 is added a buffer
requirement of 50% of the risk-weighted requirement of the G-SIB.

•

The risk calculation of the banks will also be made more conservative by the change that
banks using internal models can not consider for the calculation of minimum requirements

15 “Basel III: Finalising post-crisis reforms”: https://www.bis.org/bcbs/publ/d424.pdf
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The proposed adjustments
After the introduction of the Basel II principles, the rulebook for risk assessment and
the calculation of own funds has been gradually amended. In autumn 2017 the following
was proposed:
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for own funds outcomes that are lower than the output floor of 72.5% of the risk assets found
using the standardised approaches.
The recommended deadline for implementation of these principles is 1 January 2022. A five-year
transition period up to 2027 is suggested for the adoption of the output floor.
The standards of the Basel Committee are not directly applicable regulations, and so the new
principles do not apply to banks immediately, but once they have been transposed into national
legislation. The principles in the Basel Committee standards will be implemented in the European
Union through regulations of the European Council and the Parliament, which will apply directly to
all the credit institutions operating in the European Union, and directives, the principles of which
member states will transpose into their domestic legislation.
The European Banking Authority (EBA) published an impact assessment in December 2017 where
it was found that the average level of CET1 own funds of banks in the sample would be reduced by
the implementation of the planned changes by approximately 0.6 percentage point16. The banks
would need to hold additional own funds of around 39 billion euros. Larger banks currently using
internal models would be affected the most.
16 The assessment is based on data from 88 banks in 17 member states at the end of 2015: https://www.eba.europa.eu/
documents/10180/1720738/Cumulative+impact+assessment+of+the+Basel+reform+package.pdf
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Increased borrowing activity by households
reflects the currently favourable economic
climate. The improved confidence, rising wages
and low interest rates that are behind the growth
in the economy have increased the desire and the
ability of households to borrow. This led the yearly
growth in the stock of loans and leases to households to accelerate to 7.8% in February 2018 (see
Figure 29).

Figure 28. Loan porfolio of banks by customer
groups and annual growth in it
ﬁnancial institutions (left scale)
non-ﬁnancial companies (left scale)
households (left scale)
general government (left scale)
annual growth (right scale)
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Demand for loans remains strong. The loan
portfolio of the banks grew by only 3% in 201717
(see Figure 28), but the modest growth was due
to the structural changes made by one bank in the
autumn when it transferred a part of its corporate
loans to the portfolio of its foreign parent. Without
this the loan portfolio of the banks would have
grown by 6-7% over the year. The fastest growth
of around 9% was in loans to financial institutions. As some 80% of loans to financial institutions by volume is loans to leasing companies, this
showed the rapid growth in car leases had led to
an additional need for funding. In this sense the
heavy lending from banks to financial institutions
indicates the strong demand from households for
loans.
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The biggest contribution to the growth
in the household loan portfolio has come
from housing loans. The portfolio of housing
loans was 6.9% larger in February 2018 than
a year earlier, indicating that growth in housing loans has sped up gradually. The growth in
housing loans has been driven especially by the
addition of new loan clients at a faster rate than
previously.

17 The loan portfolio covers loans to financial institutions, and loans, leases and factoring to the non-financial sector and the general
government.

Companies have also been quite active in
borrowing. In the fourth quarter of 2017, 12%
more was issued to companies in new long-term
loans than in the same quarter of the previous year
(see Figure 30). Companies in almost all sectors
took more in new long-term loans than a year previously. Structural changes meant that the total
volume of corporate loans was smaller than a year
earlier though.
Borrowing activity in real estate and construction, where the risks of overheating are
greater than in other parts of the economy,
has been a little stronger than in other sectors. The value of loans to real estate and construction grew by 2.5% from the third quarter of
2017 to the fourth quarter, giving the most support
of any sector to the growth in the corporate loans
portfolio of the banks as a whole. The risk exposure of the banking sector to real estate and construction companies fell over the year, but such
loans remain a substantial part of the loan portfolios of most banks even so. Consequently the
credit risk of the banks depends largely on developments in the real estate market. The increase
in the supply of real estate means there is a risk
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Figure 30. New long-term loans and leases to
businesses
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of demand proving insufficient in the market. This
could affect the cash flows of real estate companies that have taken bank loans, and so affect their
ability to repay those loans. Rapidly rising construction prices could eat into the profit margins
on new development projects at the same time,
and in this way increase their riskiness.
Competitive pressures have affected the
assessments of loans issued to large companies. The average interest margin on large
loans has fluctuated substantially over the months.
In the final months of 2017 it fell below 2%, which
is a sign of intense competition in that market (see
Figure 31). The banks have agreed to finance certain large projects at very favourable prices that
do not necessarily adequately reflect the risks of

18 The yearly growth in other consumption loans was affected by the addition of the branch of TF Bank AB to the list of credit
institutions.
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Yearly growth in consumption loans has
increased alongside the growth in car
leases, and it reached almost 10% in
January 18 . The main cause of the growth in
consumption loans has been the activity of
smaller banks. Smaller banks have seen an
opportunity to increase their market share in
this segment and it is probable that competition will increase there in the future too. It is
important for financial stability that increased
competition not lead to excessive risk-taking,
through major changes in pricing policy or
elsewhere.

Figure 29. Annual growth rates of loans and
leases to households from banks

EUR million

The total value of bank loans is increasing
solidly in other segments of household loans
too, with car leases growing particularly.
Double-digit growth figures in the past three years
point to very fast growth in car leases. The yearly
growth in car leases was 19% in February. Despite
a substantial increase in the value of car leases,
the credit risk of the Estonian banking sector is
still primarily related to the ability of households to
service their housing loans. Housing loans make
up 40% of the loan portfolio of the banks, while car
leases make up only 3%.
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Figure 32. Share of overdue loans and
provisions in the loan stock
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Figure 33. Structure of funding and the
loan-to-deposit ratio
securities issued and other liabilities (left scale)
non-resident deposits (left scale)
resident deposits (left scale)
funds from banks (left scale)
loan-to-deposit ratio (right scale)
loan-to-deposit ratio of resident customers (right scale)
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Non-resident deposits supply one tenth of
the funding of the banking sector. The sharp
reduction in non-resident deposits that had continued for the past couple of years ended in 2018.
This was mainly because of one bank that started
to provide international payment intermediation
services more actively. There has been a substantial decline in the Estonian banking sector in nonresident deposits from low tax regions. In February
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The consequence of a reduction in the loan
portfolio was that the loan-to-deposit ratio
of the Estonian banking sector fell a little
(see Figure 33). It was 106% in February 2018,
though it varied widely across the banks. As the
deposits of Estonian households, and to a lesser
extent of companies, can be considered a stable
source of funds, a high loan-to-deposit ratio indicates increased liquidity risk. The large liquidity
buffers mean that the risks to the Estonian banking sector as a whole from sources of funds other
than deposits are relatively small. Equally, the
concentration of liquidity buffers and the strong
connection with intragroup liquidity management
weightings imply exposure to the risks of parent
banks.
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Alongside the strong growth in loans has
been the rapid growth in the deposits of
domestic companies and households. The
deposits of Estonian companies and households
were up some 10% in February 2018 over a year
earlier. At the same time the amount of funding
taken from parent banks was around 16% less
than a year earlier. The dependence on funding
from parent banks was reduced by structural
changes in the Estonian banking market that saw
one bank transfer a part of its loans to the loan
portfolio of its foreign parent bank.

average
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loans below 0.25 MEUR

2008

In a favourable economic environment the
quality of loans remains good. Low interest rates, increased corporate profits and rising
household incomes have benefited the ability of
borrowers to service loans. It is natural with the
economy growing that the share of overdue loans
in the portfolio has fallen. In February 2018 such
loans made up less than 1% of the total portfolio,
which is 0.3 percentage point less than a year earlier (see Figure 31). This reflects not only a decline
in overdue loans, but also the effect of write-offs.

Figure 31. Average interest margins on
long-term corporate loans

EUR million

the project. The statistics for interest rates do not
show any general easing of lending conditions to
companies.
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Income was boosted by a rise in net interest
income. The net interest income of the banks was
up almost 6% over the year because of growth in
the loan portfolio and a rise in the average interest
margin earned on the loan portfolio. Total net fee
income did not change substantially in 2017. Net
fee income as a ratio to assets has been reduced
in the past three years by competition pressures
however.
The operating costs of the banks increased
in 2017. Administration costs were up 5% in total,
with staff costs up 5% and other administration
costs up 4%. The profit of the banks was affected
by the cancellation of write-downs of loans, which
increased the profit of the banks by 30 million
euros.
The profitability of the banking sector
very likely to remain stable in future. It will
maintained by growth in the loan portfolio and
increase in loan margins. Upwards pressure
the expenses of the banks will also continue.
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Figure 35. Banking sector proﬁtability in relation
to total assets
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future by changes to tax policy that will encourage the banks to pay out more in dividends than
previously.19
The capitalisation of the banks operating
in Estonia is mainly strong. The ratio of own
funds of the banks to risk assets averaged 30%
at the end of 2017 (see Figure 36). The creation
of Luminor Bank from the merger of DNB Pank
and the Estonian branch of Nordea gave it a larger
share in the total aggregate indicator.
The capitalisation was mainly reduced by the
growth in risk assets at smaller banks that
expanded their activities. The lowest figure for
capitalisation at the end of 2017 was 17.6%, and
the lowest figure for core equity tier 1 (CET 1) was
12%.

19 An amendment to the income tax act came into force from 2018 applying an income tax rate of 14% on advance quarterly payments of the banks.
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The profitability of the banks was a little
lower in 2017 than a year before, but was
still relatively good. The return on assets of the
banks fell by the end of 2017 to 1.4%. The return
was affected most by dividend income and income
tax expenses. Banks in Estonia between them
earned more than 335 million euros in net profit
in 2017 in total, which is 6% less than a year earlier. The net profit of the banks has been affected
greatly in recent years by the dividends received
from subsidiaries and the cost of income tax paid
(see Figure 35). Without this the profit of the banks
would have been 5% higher in 2017 than in the
previous year.

Figure 34. Non-resident deposits by region

EUR million

2018 these were 76% smaller than a year previously (see Figure 34). The liquidity risk that arises
from the volatile nature of non-resident deposits is
partly reduced by the large liquidity buffers held
against them. This means the resilience of the
banks operating in Estonia to short-term liquidity
shocks remains good. This is confirmed by their
liquidity coverage ratios, which show that at the
end of 2017 all the banks licensed in Estonia had
more than enough liquid assets to cover the net
outflow of funds during a 30-day stress period.
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All banks in Estonia have to hold CET1 capital of at least 8% of risk assets. On top of the
mandatory minimum of 4.5% come the capital
conservation buffer of 2.5% and the systemic risk
buffer of 1%. The two largest banks in the market, Swedbank and SEB, are subject to a further
buffer requirement of 2% because of their systemic importance. From 2018 an additional buffer
requirement of 0.5% was also applied to LHV Pank
(see the section on macroprudential policy).

Figure 36. Capital and leverage ratios
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The level of own funds of the banks is also
high as a ratio to unweighted assets. The
lowest leverage ratio20 of the banks was 5.8% in
December. Two banking groups in Estonia, SEB
Pank and Swedbank, have been given the right
to use internal models for assessing risks, while
the other banks use standardised approaches.
Using internal models makes it possible to assess
the banks activities as less risky if the economic
climate remains favourable than is possible with
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the standardised method. The high level of own
funds means that the banks that use internal models also have high figures for their leverage ratios.

20 Tier one own funds as a ratio to assets unweighted for risk.

Box 4: The leverage ratio
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The leverage ratio is the ratio of own funds
of the banks to unweighted exposures. This
gives a simplified picture of how much the bank
has in own funds in comparison to the amount
of assets it has lent out. The calculation of the
leverage ratio takes no account of the riskiness
of the assets.
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Figure B4.1. Leverage ratios of European
O-SIIs (2016) and Estonian banking groups
(2017)
leverage ratio
Estonian banks
20%

The use of the leverage ratio was agreed
10%
by the Basel Committee on Banking
Supervision in 2010. Earlier models were
shown to be procyclical during difficult times in
3%
financial markets, meaning that capitalisation
requirements fall during good times and rise
0%
Sources: European Central Bank,
when problems appear. This does not help in
Financial Supervision Authority
building up buffers at a time when it is possible
to do so, and backwards-looking models are not able to foresee the timing or scope of risks that
may materialise in future. The reason for starting to use the leverage ratio is to make sure that all
banks, regardless of their specific risk profile, would have sufficient capital to deal with risks in the
future.
The European Union decided to start using the leverage ratio in 2013. It was decided
that the first banks would need to be ready to start publishing the figure from 2015. In 2016 the
European Commission proposed, in line with the recommendations of the Basel Committee, that
a minimum requirement for the leverage ratio should be set at 3% in the European Union. Globally
systemically important banks (G-SIB) would need to hold additionally 50% of the requirement they

are subject to as globally systemically important institutions. This requirement is calculated from
the risk weighted exposures. The minimum requirement for the leverage ratio will apply simultaneously with risk-based capital requirements. Discussion is still ongoing in the Council of the
European Union and the European Parliament on the Commission proposal for the required rate
of the leverage ratio. The requirements will come into force in the European union two years after
the agreement has been published.

Box 5: Money laundering
Money laundering, which has historically been taken to mean putting criminally
acquired cash into ordinary circulation, is an issue that in its modern sense is a little
less than 100 years old. Money laundering today is not limited to cash, as technological development has added various technical means of laundering money and there are very many different
financial schemes21.
Estonia's money laundering and terrorist financing prevention act defines money laundering as the conversion, transfer, ownership, holding or use of assets received from
criminal activity, hiding the actual origin or location of them, or assisting, inciting or
recommending such criminal activities whether in Estonia or some other country. Since
the terrorism act was passed in 2001, the fight against terrorist financing has been added to that
against money laundering. This is why the act on money laundering also covers terrorist financing, which means funding or supporting acts of terrorism or activities intended to abet such acts.

Suspicions about money laundering have touched banks operating in Estonia and
Latvia in recent years. The Financial Supervision Authority uncovered shortcomings at Danske
Bank A/S Estonia branch in 2014 and issued an injunction in 2015 requiring them to be repaired22.
An additional independent enquiry has now been opened at the Danske Bank Group looking at
banking transactions in the whole period from 2007 to 201523. The third largest bank in Latvia,
ABLV Bank, also came under suspicion of money laundering recently and the liquidation of the
bank was initiated on 24 February 201824. The Financial Supervision Authority in Estonia uncovered money laundering related breaches and shortcomings in the activities of Versobank AS in
2015-2017, and withdrew the operating licence of the bank on 26 March 201825.
The source of problems at these banks was their focus on serving non-resident clients,
and their failure to implement the legally required anti-money laundering controls. The
danger of money laundering arises particularly with international transfers of funds by non-resident unidentified individuals and shell companies, and bank transactions of non-residents with
no economic content. As the Baltic states are considered as a single economic area, reputational
21 See the annual report of the Financial Intelligence Unit 2016
22 http://www.fi.ee/index.php?id=22493&year=2018
23 https://danskebank.com/news-and-insights/news-archive/news/2018/13032018
24 https://www.bankingsupervision.europa.eu/press/pr/date/2018/html/ssm.pr180224.en.html
25 http://www.fi.ee/index.php?id=22632&year=2018
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Despite the multiplication of technical means for moving criminally acquired money
there is always one key point in common, which is that the money moves through the
international banking system. This means that banks are of critical importance for breaking
the chain of criminal activity and for creating security against it. In an international world of finance,
the fight against money laundering must be conducted jointly, because otherwise the reputations
and the business of the banks will suffer, and so will the general investment and economic climate
of countries and their political and financial stability.
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damage to one country can hurt the banks in
neighbouring countries26.

Figure B5.1. The share of non-resident
deposits
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ing is the share of non-resident deposits
60%
in bank deposits. Comparison of the Baltic
states shows that the banks in Latvia had the
50%
most non-resident non-financial sector clients,
40%
and their deposits peaked in 2014 at 56.1% of
27
total deposits (see Figure B5.1) . By last year the
30%
share had fallen to 40.6%, though this is still very
high. The share of non-resident deposits in bank
20%
deposits in Lithuania is low at only 2.8%. The
10%
share of non-resident corporate and household
deposits in Estonia has been declining steadily,
0%
2010 2011 2012 2013 2014 2015 2016
having peaked at 21.4% in 2012 and fallen to
Sources: Bank of Latvia, Bank of Lithuania,
Eesti
Pank
calculations
8.5% by 2017. The sharp decline reflects the
supervisory work of the Financial Supervision
Authority and the Financial Intelligence Unit of
the police and their efforts in the fight against money laundering and terrorist financing.

2017

26 The case of Deutsche Bank AG also had a cross-border impact in the Baltic region. The bank was fined in 2016 in the USA
for insufficient anti-money laundering measures, and after further risk analysis the bank broke off its correspondent banking
relations with banks in Latvia and Estonia in 2017. See the annual report of the Financial Intelligence Unit 2016.
27 Data: Eesti Pank.

OTHER FINANCIAL INTERMEDIARIES
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Securities markets
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The Estonian securities market is relatively
small in size and in its number of issuers and
it has only a limited impact on financial stability in Estonia. The capitalisation of the stock
exchange and the bond market stood at 3.5 billion euros or 15% of GDP at the end of January
2018. The capitalisation of the securities market
increased by 19% over the year. At the end of
January the capitalisation of the stock market was
2.7 billion euros and that of the bond market was
810 million euros.

Figure 37. OMXT and other indexes, change
from the beginning of 2013
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There was a price correction in foreign markets in February that affected sentiment
among investors but had no greater impact
on the Estonian stock market (see Figure 37).
Uncertainty in foreign markets pulled the OMXT
index down by only 2.5% at the start of February,
while larger indexes in Europe and the USA fell by
much more. In the past 12 months though, the
OMXT has grown strongly and it posted yearly
growth of almost 20% at the end of February.
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The volume of new bonds issued increased
this year mainly because of individual issues
by real estate companies and credit companies. An average of five new bond emissions were
made each month during the past 12 months, and
in January 2018 the average value of new bonds
issued was 27 million euros, which is two and a
half times what it was a year earlier.

A large part of the assets of Estonian investment and pension funds are invested abroad,
meaning that the returns of the funds are
largely affected by developments in securities markets outside Estonia. By the end
of 2017 the share of assets of investment funds
abroad was 80% and for pension funds it was 86%.
The year 2017 was quite a good one for Estonian
funds, and rising securities prices increased the
returns of the funds. The average annual return on
units in equity funds was 12% in 2017, and the EPI
index, which shows the general return of pension
funds, was up 5% (see Figure 38).
The assets of the funds grew strongly in the
past 12 months. At the end of January 2018,
pension funds had assets of 3.9 million euros and
other investment funds had 921 million euros of
assets. The assets of pension funds increased
over the year by 16%, mainly on the back of contributions paid in, while the assets of other investment funds grew by one fifth over the year. The
growth was due to the rise over the year of around
26% in equity funds and 21% in real estate funds.
More than half of the growth in the assets of equity
funds came from rising prices for securities, and
the rest came from increased inflows of money.
The growth in real estate funds was driven by
inflows of cash into the funds. At the end of 2017
the last local interest fund ceased operations in
Estonia and the investment fund market in Estonia
is now dominated by real estate funds and equity
funds, whose assets together account for almost
95% of the total assets of the sector.
Insurance companies
Growth in the insurance market has remained
relatively fast for the past six years. During
this time the total value of insurance premiums
paid in increased by more than half and the value
of premiums received in 2017 was one tenth more
than in the previous year. Despite this the insurance market in Estonia remains one of the smallest in the European Union28. For this reason the
continuing strong growth in the market is to be
expected given the growth in the economy.
Growth has picked up in the past two years
in the sales revenues of non-life insurers and

Figure 38. 12-month changes in NAV of funds
and the EPI index
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it reached 11% at the end of last year (see
Figure 39). Sales of all non-life products have
increased, with growth particularly fast in payments for mandatory motor liability insurance. The
main reason for this is that motor insurance has
become more expensive, but the number of insurance contracts has also slowly risen. Insurance
companies have probably had to raise the price
for motor insurance because there has been a
notable rise in recent years in the number of claims
incidents involving vehicles. The sale of non-life
insurance is also encouraged by the large amount
of housing loans and car leases being taken. Even
if there is no further growth in the number of motor
insurance claims, rapid growth of 8-9% may still
be expected in sales of other non-life insurance
products in the years ahead if the economic climate remains favourable.
The financial results of the non-life insurance
sector as a whole have been stably good in
recent years. All the major insurance companies
operating in the market have shared in the growth
in the sector. At the same time, the division of market share between the companies has become a
little more even, indicating that the competition
in the market is quite intense. Despite this the
companies have managed to operate efficiently.
Recent years have seen a marked improvement
in the expense ratio29, indicating that the operating costs of insurers have risen by less than the
premiums they have received, while the loss ratio30
has remained relatively stable. The combined ratio
of these sums is around the international average.

28 See Financial Sector Structural Review. June 2017.
29 The ratio of operating costs to insurance premiums received.
30 The ratio of insurance claims paid out to insurance premiums received.
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Investment and pension funds
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Although the insurance sector would be
weakened if this risk were to realise, the
small size of the sector limits the transmission of the impact into the financial sector
more broadly. The exposure of the sector to risks
is reduced by the strong capitalisation of both nonlife and life insurance companies. There is also a
lot of space for insurance activities to grow further, allowing insurers to adapt to changes in the
financial environment. Insurance companies have
not made their business models any more risky,
31 Data from EIOPA.
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Figure 40. Investments of insurance companies
debt securities and other ﬁxed-income securities
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The main risk to both the non-life and life
insurance sectors comes from the lack
of diversity in the investment portfolio.
Companies in both sectors have more than three
quarters of their investment in bonds (see Figure
40). Non-life insurers have mainly invested in corporate bonds, while sovereign bonds dominate
among the investments by life insurers. Such an
investment structure is different from that of the
European Union insurance sector, where the
investments of insurers are on average more
diversified and bond investments make up only
around half of all investment31. Although the risk
level of investment in bonds is mainly low, the large
proportion of them means there is a risk that any
negative impact of a rise in interest rates on the
prices of bonds would largely be passed through
into the return on the investment portfolio. This risk
is more significant for life insurers who have sold
large amounts of products with guaranteed yield,
as these constitute a long-term liability on the
balance sheet of the insurance companies. Life
insurance companies have in recent years steadily
increased the share of unit linked life insurance
products, and this has reduced the risk a little.

Figure 39. Premiums and proﬁts of insurance
companies, four quarters

EUR million

In 2017, 6.5% more was received in insurance premiums in the life sector than in the
previous year. (see Figure 39) There has been
a steady fall in recent years in the average interest rate on fixed yield products, and the share of
such products within sales has also declined. At
the same time there has been growth in sales of
unit linked products whose profitability depends
on the return on investment of the insurer. The
strong growth in demand for housing loans has
boosted the growth in endowment insurance. In
the years ahead growth in the market will be driven
ever more by payouts of second pillar pensions
and a rise in the number of people qualifying for
income tax relief on third pillar pensions.

life insurance

Source: Financial Supervision Authority

even though interest rates remaining very low for
a long time have reduced the expected return on
investment. They have also refrained from risky
non-core activities. As a result, the relatively fast
growth in the insurance market in recent years has
been of benefit for financial stability given the small
size of the market. It has helped companies and
households to protect themselves against financial risks, and has supported their ability to repay
their loans.
PAYMENT AND SETTLEMENT SYSTEMS
Eesti Pank works in the oversight of payment
and settlement systems to hold down the
risks to such systems, as they affect financial stability and the circulation of cash.
Eesti Pank oversees three systems, which are
TARGET2-Eesti, the securities settlement sys-

The risks to the real-time gross settlement system TARGET2 and its component system TA RGET2-Eesti are well mitigated. There were no major incidents in
the system in the second half of 2017 and
its availability was 100%.
The banks had sufficient liquidity buffers for
making settlements without any disruptions.
The banks did not need overnight credit, and the
intra-day lending facility, which is a credit line
opened against pooled collateral, was not used.
The commercial banks hold substantially more
in funds at the central bank than is required (see
Figure 41).
The operation of the Estonian securities
settlement system managed by Nasdaq CSD
was interrupted on one occasion in the second half of 2017. Securities settlement has
been carried out since September 2017 in
the TARGET2-Securities (T2S) platform managed by the Eurosystem, and any interruptions in that had no notable impact on the
smooth operation of securities settlement in
Estonia.
There was one IT interruption during the half year
in the Estonian securities settlement system. On
11 December account managers at banks were
unable to submit transfer orders to the system for
one hour and 15 minutes. The operation of the
system was initially restored using a temporary
solution and the cause of the interruption was eliminated on the evening of the same day. All of the
orders submitted on that value day were settled.
The supplier of the system is still analysing the root
cause of the incident.
In September, Nasdaq CSD, which manages the
securities settlement systems of Estonia, Latvia
and Lithuania, successfully joined the pan-European settlement platform T2S, which offers new
opportunities and more efficient services, though
problems in it could affect the fulfilment of securities orders from account-managing banks in
Estonia. There were seven incidents in T2S in the
fourth quarter (see Figure 42). They were caused
by software errors, which meant that some services in the settlement platform were interrupted

Figure 41. Value of interbank payments,
reserve requirements, and balances held at
the central bank
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Figure 42. Availability of interbank
payment systems
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for a total of 21 hours and 45 minutes. Software
errors cause interruptions in the acceptance or
settlement of transaction orders during the value
day, but all incidents were resolved before the
start of the next settlement day.
There were five incidents during the half
year in the card payment system managed
by Nets Estonia, which resulted in card payments being interrupted for three hours and
two minutes. The availability of the system
remained acceptable and within the target
limits (see Figure 43).
On 20 September there was a technical interruption in the IT system because one important application supporting authorisation services stopped working. This module allows connection with
international card scheme networks and it was
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tem, and the card payment system, and it is also
involved in oversight of the pan-European retail
settlement systems STEP2 and the securities settlement platform TARGET2-Securities.
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above all the use of cards abroad that was affected, not the use of them within Estonia. The same
problem caused three more interruptions. To
prevent the incidents being repeated, the source
code of the software was analysed, the source of
the fault identified and a software update installed.
Changes made in October rendered the module
even more robust and effective.
Complications appeared during planned maintenance work on servers on the night of 21
September, with the result that the planned shortterm maintenance work became recovery work for
the server which lasted one hour and 19 minutes.
Late in the evening on 4 October there was a database problem, which Nets Estonia resolved within
56 minutes.

Figure 43. Availability of the card
payment system 2017
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Box 6: How the new payment services directive will affect banks and other
providers of payment services
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The new payment services directive, PSD2, started to apply in Europe from this year
and it is designed to improve customer protection by making payment services more
secure, to encourage innovation including open banking, and to ensure a level playing field for providers of payment services. The legal framework needed updating because
unregulated third parties were operating in the market using screen scraping technology to enter
the online banking environments of customers without the banks knowing. This allowed them to
provide payment solutions that simplified presentment of account information and payments for
online purchases directly from a payment account. Such practices increased security risks and
sparked a debate about the lack of a level playing field between banks and third parties.
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PSD2 lays the foundations for open banking, as it obliges banks to open third party
access to the bank accounts of their clients. This is done by adding two new services to the
list of regulated payment services. These are a payment initiation service and an account information service that allow clients to give access to their bank accounts to third party providers such
as payment institutions and other banks so they can provide new services. Service providers that
have been providing unregulated payment initiation services and account information services so
far will have to apply for an operating licence.
When payment initiation services are used funds will continue to be transmitted
between bank accounts as securely as they have been so far and the banks will be
responsible for processing the payments within the bank and between banks. The third
party service provider is like an intermediator of the payment services of the account servicing
bank. Although the third party providers will have to authenticate themselves when entering the
bank’s systems, the bank will still have to check whether it is really a service provider with a valid
operating licence. Banks will bear the primary financial risk in cases of fraud and unauthorised
payments, for which the third party will pay compensation later. It should be remembered though
that the monetary loss will still occur on the bank account of the payer, which could ultimately
impact the payer’s confidence in the bank.

The account information service does not just allow the current balance and recent
payment transactions to be viewed, but it will also help reduce risks and facilitate the
provision of financial services that suit the needs of the customer. With the customer’s
consent, the account information service can aggregate account statement information from all
the banks so that a holistic solution can be provided for financial planning and investment. Such
a complete dataset of financial affairs and payment behaviour could be combined with big data
analysis to provide additional options for assessing the needs, creditworthiness and potential risks
of customers so that appropriate financial services could be provided at the right time. The customer is the owner of the original data and neither the bank nor the third party service provider is
allowed to use the data without clear consent from the customer. If a customer has given access
to their account information to a third party, the account servicing bank is not responsible for how
the third party service provider uses the data.
To increase security, strong customer authentication solutions were made compulsory
for the banks and technical requirements were introduced for allowing access by third
parties to bank accounts. So that new services could be provided, standardised application
programming interfaces (API) and supporting solutions are being developed that should let the
systems of banks and third-party service providers communicate securely with identification by
September 2019 at the latest. To prevent third parties from being able to continue to provide services using screen scraping, even with identification, through the online banking interfaces of the
banks, the banks will have to apply to the Financial Supervision Authority for an exemption that
allows them to provide access only through the API connections. As strong customer authentication solutions will become compulsory, the banks will have to migrate the 300,000 customers that
use code or token cards to use ID cards, Mobile ID or Smart-ID solutions.
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Open banking will encourage competition in the provision of payment and financial
services, and will allow more cooperation in providing added value to customers. Open
banking will allow an environment to be created where customers can use a single mobile app
to manage their bank accounts and financial services in different banks securely. PSD2 offers a
way for people to organise their financial affairs more conveniently. In future there will probably be
more cooperation between banks and other service providers, and it may be possible to use API
connections to compare the loan, insurance or investment services of different service providers
so that customers can choose the solution that suits them best. In addition, such API connections
mean open banking could allow banks and payment institutions to enter new markets with less
financial risk and provide their services outside Estonia.
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MACROPRUDENTIAL POLICY
CURRENT MACROPRUDENTIAL MEASURES
The macroprudential measures that apply
for credit institutions operating in Estonia
are the capital buffer requirements and the
requirements for housing loans (see Table
1). The current measures are mainly preventative
and are intended to strengthen the resilience of
credit institutions to threats to the financial sector
and to limit any possible increase in the risks. Eesti
Pank assesses how appropriate the measures
are in each case to a regularly planned schedule,
with the countercyclical capital buffer requirement
assessed once a quarter, the systemically important institutions buffer requirement assessed once
a year, and the systemic risk buffer requirement
assessed once every two years. If there are significant changes in the risk assessment, the requirements may be adjusted more frequently.
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The macroprudential measures that are
applied help to reduce the main risks that
there currently are to financial stability. The
systemic risk buffer and the additional buffer for
systemically important institutions help reduce
the impact of any unexpected deterioration in the
economic climate, by providing constant protection against systemic risks of a long-term and
non-cyclical nature. The dynamics of the credit
cycle mean the countercyclical capital buffer rate
remains at zero as the growth in the total debt of
Estonian companies and households has in recent
years been slower than the growth in nominal
GDP, and the Eesti Pank forecast does not expect
that in future debt will grow notably faster than the
economy (see the section on assessing the need
for the countercyclical buffer rate).

36

It is possible that in future strong growth in
housing loans and consumption loans could
make it necessary to introduce further measures. Eesti Pank monitors developments in
the loan market for households and if the rate of
growth in loans to households remains fast compared to the growth in incomes, it stands ready
to tighten the requirements on loans if necessary,
notably the limits on the loan-to-value ratio, the
debt service-to-income ratio and the maximum
maturity of loans.
Eesti Pank assessed the level of the systemic risk buffer in spring 2018 and decided
to keep the buffer rate at 1%. The buffer
requirement applies to all banks and only to risk
exposures located in Estonia. So that the requirement can in future be similarly applied to exposures granted by branches of foreign credit institutions and directly across borders as well, Eesti
Pank decided to repeat its request that the measure be reciprocated in other member states of the
European Union (see the section on assessment
of the need to maintain the systemic risk buffer
requirement).
Luminor Bank AS was added to the list of
systemically important institutions and an
additional buffer requirement of 2% was set
for it. At the end of 2017 four credit institutions in
Estonia were considered to be systemically important, and these were Swedbank AS, AS SEB Pank,
AS Luminor Bank and AS LHV Pank. The maximum buffer rate of 2% of total risk exposures is
applied to the three largest banks. As the market
share of AS LHV Pank has increased substantially
over the year, the estimate of systemic importance

Table 1. The macroprudential measures of Eesti Pank
Instrument
Systemic risk buffer

Rate
1%

From
1 August 2016

Other systemically important institutions buffer
Swedbank AS, AS SEB Pank

2%

1 August 2016

Luminor Bank AS

2%

1 July 2018

AS LHV Pank*
Countercyclical capital buffer

1%

1 January 2019

0%

1 January 2016

Housing loan requirements**

1 March 2015

loan-to-value (LTV) limit

85%***

debt service-to-income (DSTI) limit

50%

maximum loan maturity

30 years

* Until 31.12.2018 the O-SII buffer rate for AS LHV bank is at 0.5%
** 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

led to its buffer rate being raised from 1 January
2019 from 0.5% to 1.0% of total risk exposures
(see the section on defining systemically important
credit institutions in Estonia and setting the buffer
rate for 2018).
Overall the banks have to hold additional own
funds of 1-3% of risk exposures for macroprudential purposes. Adding the current minimum capital requirements of the European Union
to the buffer requirements introduced in Estonia
means that banks in Estonia have to have own
funds of at least 11.5% of risk exposures, of which
eight percentage points must be common equity
tier one capital (see Table 2). The requirements for
systemically important banks are higher by the
amount of the additional buffer requirements.
Banks in Estonia have to comply with the
countercyclical capital buffer requirements
of the macroprudential authorities in other
countries. If a bank operating in Estonia has
credit risk exposures in a country that has set a
countercyclical capital buffer requirement above
0%, the bank has to hold additional own funds
against those positions. As at 31 March 2018
eight countries in the European Economic Area
(EEA) had decided to apply rates above zero, and
among those eight countries, the Czech Republic,

the United Kingdom, Lithuania and Denmark have
raised their buffer rates in the past six months.
Outside the EEA a higher buffer rate has been set
in Hong Kong (see Table 3). Exposures in Estonia
accounted for the vast majority of the total credit
risk exposures of the Estonian banks at 94% at
the end of 2017, with 5% of exposures in other
EEA countries and less than 1% in other countries. The credit risk exposures of Estonian banks
in the countries that have a buffer rate above zero
totalled 207 million euros, or 1.8% of the total
credit risk exposures.
ASSESSMENT OF THE NEED TO
MAINTAIN THE SYSTEMIC RISK BUFFER
REQUIREMENT
The systemic risk buffer is a macroprudential
measure that is set out in the capital requirements directive of the European Union and
that member states can apply to increase the
resilience of credit institutions to long-term
non-cyclical systemic risks. The systemic risk
buffer requirement helps ensure capital so that
banks are able to cope with financial difficulties
arising from unexpected shocks in the economy
or the financial system. Once the buffer requirement has been set, the macroprudential authorities must reassess whether it is appropriate and
sufficient at least once every two years.

Macroprudential buffers

Systemically important
credit institutions

Other
banks

countercyclical capital buffer (Estonian exposures)

0%

0%

systemic risk buffer (Estonian exposures)

1%

1%

other systemically important institutions buffer
Capital conservation buffer

0.5-2%

-

2.5%

2.5%

Minimum own funds requirement

8%

8%

Total capital and buffer requirements

12-13.5%

11.5%

of which, Common Equity Tier 1 (CET 1) requirement

8.5-10%

8.0%

Table 3. Countries with a countercyclical capital buffer rate above 0%
current rate

from (month/year)

Sweden

Country

2.00%

03/2017

Norway

2.00%

12/2017

Iceland

1.25%

11/2017

Slovakia

0.50%

Czech Republic

0.50%

United Kingdom
Lithuania

0.00%

rate applicable in future

from (month/year)

08/2017

1.25%

08/2018

01/2017

1.00%

07/2018

1.25%

01/2019

0.50%

06/2018

03/2015

1.00%

11/2018

0.00%

06/2015

0.50%

12/2018

Denmark

0.00%

01/2016

0.50%

03/2019

Hong Kong

1.875%

01/2017

2.50%

01/2019

Sources: ESRB, BIS
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Table 2. Capital and buffer requirements in Estonia (as of 01.01.2018)
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Table 4. Setting and review of the systemic risk buffer requirement
2014

2016

2018

2%

1%

1%

all banks and banking groups on
an individual and consolidated
basis

all banks and banking groups on an
individual and consolidated basis

all banks and banking groups on an
individual and consolidated basis

Risk exposure

total risk exposure amount

risk exposures located in Estonia

risk exposures located in Estonia

Entry into force

01.08.2014

01.08.2016

01.07.2018

ESRB Recommendation (published in
10.08.2016)

request for continuation of
reciprocity (insitution-specific de
minimis threshold 250 million euros)

Scope

Reciprocity

voluntary reciprocity without the
ESRB Recommendation

The systemic risk buffer requirement in
Estonia remains at 1%. Eesti Pank first introduced a systemic risk buffer requirement in 2014
with a buffer rate of 2% of total risk exposures
that applied for all banks (see Table 4). With the
introduction of the additional requirements for systemically important institutions in 2016, the systemic risk buffer rate was cut to 1% and it applied
only to risk exposures in Estonia, meaning the
two buffer requirements became cumulative. The
assessment in spring 2018 found that Eesti Pank
should keep the systemic risk buffer requirement
unchanged.
The reasons for the systemic risk buffer
in Estonia
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The main reason for setting the systemic
risk buffer is to protect the banking sector against any possible deterioration in
the external economic environment. The
Estonian economy is particularly vulnerable
because of its small size and openness. In consequence the real growth in Estonian GDP has
been much more volatile than that in the euro
area as a whole, or than in other rapidly growing
transition countries.
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The openness of the Estonian economy is
shown by the large role played by exports
and the concentration of them. The total
value of Estonian exports and imports averaged over 160% of GDP over the past five years,
which is around twice the average figure for the
countries of the European Union (see Figure 44).
Almost 40% of total Estonian exports in 2017
went to three countries, with Finland taking 16%,
Sweden 14%, and Latvia 9%. The economies of
Estonia's neighbours are tightly linked among
themselves, and so the impact of any deterioration in the external climate can quickly pass

Figure 44. Trade openness measured as the
ratio of exports plus imports to GDP
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throughout the whole region, making it harder to
recover from problems. It should also be remembered that the lion’s share of the Estonian banking sector is owned by large Nordic banking
groups, whose main areas of operations coincide
with Estonia's main export markets. Difficulties
in one or more countries in this region could in
consequence reduce the supply of credit, exacerbating problems even further.
Risks to financial stability are made worse
by the lack of diversity in the credit portfolios of the banks and the relatively small
financial assets held by households.
The credit risk for banks is largely related
to the market for commercial real estate.
Loans and leases to real estate companies and
construction companies made up more than one
third of all the corporate loans issued by banks
operating in Estonia at the end of 2017, and this
share is fairly similar to that in other countries in
the euro area 32. However, the share of the loan
portfolio to real estate companies and construc-

32 One major difference from the average in the euro area is that the loan portfolio to the non-financial sector in Estonia accounts for
a relatively large share of the assets of the banking sector, while bonds are only a very small share.

tion companies is around 13% of the total assets
of the banks, which is about double the average
for the euro area. Although problems may first
appear in some other sector, the large share of
loans issued to the real estate sector increases
the sensitivity of the banks to changes in the
economic climate, including indirectly through
second round effects.

Figure 45. Liquid assets of households to GDP
at the end of 2016
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Estonian households have significantly less
in financial assets than the average in the
European Union (see Figure 45). Smaller
financial buffers reduce the ability of households
to soften the blow from any shocks in the external environment and to keep consumption at
the same level if incomes were to fall. It should
also be noted that the Estonian labour market is
more flexible than those in most other European
Union countries. In one sense this flexibility in
the labour market allows companies to reorganise their operations quickly if needed, but at the
same time it makes the changes in consumption
and ability to service loans of households harder
to predict, especially when savings are small.

Source: Eurostat

Figure 46. Share of overdue loans in the loan
portfolio of banks in risk scenarios
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Figure 47. Ratio of additional loan losses to
credit risk exposure
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The Eesti Pank macro model shows that
a fall of 20% in foreign demand, which is
similar to that which took place during the
global economic crisis of 2009, would under
current circumstances lead the economy to
shrink by around 11%. The credit risk model
for banks shows that a consequence would be
an increase in the share of overdue loans to 3.7%
of the loan portfolio (see Figure 46) and a rise in
loan losses of around 200 million euros, or some
2.5% of the credit exposures of the banks (see
Figure 47). In this scenario the value of loans
overdue and of loan losses would peak by the
end of the first year after the drop in foreign
demand. A systemic risk buffer of 1% would help
to cover the additional loan losses arising from a
fall of 11% in foreign demand and a consequent
contraction of around 6% in the economy.

3.0%

II

Sensitivity analysis for the banking sector
shows that a fall in external demand would
harm the loan quality of the banks very
quickly. If foreign demand falls, the first victims
will be the export revenues and profits of companies, and after that economic activity will drop off
because of low investment and rising unemployment. The ability of companies and households
to pay their loans will deteriorate and there will
be a rise in overdue loans and loan losses.
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Buffer requirements help to ensure that
banks have sufficient capital to cover
systemic risks. All the banks had more than
enough own funds to fulfil the capital and buffer
requirements at the end of 2017 (see the section on capitalisation of the banks). However,
buffers that are held only voluntarily can easily
be reduced in response to developments in the
economy or the financial environment, changes
to the business plans of a bank, or the decision
of the owner to reduce own funds. For this reason regulatory buffer requirements are needed,
including a systemic risk buffer requirement, to
help ensure that banks maintain sufficient capital
to cover any possible negative development in
the economy.
Reciprocation of the systemic risk buffer
requirement by other countries
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The impact of macroprudential measures
depends on international cooperation in
mutual recognition of the measures. A large
part of the macroprudential toolkit, including capital buffer requirements, can be applied only to
domestic banks and subsidiaries of foreign banking groups. To ensure a level playing field for all
participants in the market, to make the measures
more effective, and to reduce the risk of regulatory arbitrage, requirements should also apply to
foreign banks providing banking services through
branches or directly across borders. The European
Systemic Risk Board (ESRB) has issued a recommendation on the assessment of the cross-border
effects of macroprudential policy measures and
on reciprocity for them33.
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The need for reciprocity of the Estonian systemic risk buffer requirement arises from the
relatively large share of loans that come from
branches of foreign banks or directly from
other countries. There were 17 banks operating
in Estonia at the end of 2017, of which six were
domestic banks, three were subsidiaries of foreign
banks, and eight were branches of foreign banks.
The market share of the branches fell from 26% a
year earlier to 10% of the total assets of the banking
sector when DNB Pank and the branch of Nordea
merged to form Luminor on 1 October 2017. At

the end of the year branches of credit institutions
with the largest market share were from Denmark
with 6% of the total assets of the banking sector,
and from Finland with 3%, but banking services
are also provided in Estonia by branches of credit
institutions from Sweden, Latvia and Norway.
Direct borrowing from foreign credit institutions
by households and companies at the end of the
third quarter of 2017 made up 18% of the amount
taken in loans from the Estonian banking sector 34,
and this share increased last year when one bank
transferred some of its loans to the portfolio of its
foreign parent.
Eesti Pank finds it necessary that other
member states continue to recognise the
systemic risk buffer requirement in future.
When Eesti Pank assessed whether the buffer requirement introduced two years earlier was
appropriate in 2016 and decided to set the systemic risk buffer requirement at 1% of domestic
exposures, it requested again that this be reciprocated by other member states. The ESRB issued
a recommendation on this point35, following which
the Estonian systemic risk buffer requirement was
reciprocated in more than half of the European
Union member states by the end of March 2018.
In line with the principles agreed at the ESRB, the
member states can exempt individual banks from
applying a reciprocating measure if these banks
have insignificant exposures to the risks the measure is aimed to mitigate. Eesti Pank set the materiality threshold for reciprocity at 250 million euros,
which corresponds to 1% of the total assets of
the banks operating in Estonia at the end of 2017.
This recommended institution-specific threshold
is now 50 million euros higher than it was in the
assessment two years ago, as the assets of the
banking sector have increased.
Assessment of the need for a
countercyclical capital buffer
A countercyclical buffer has to be created
for the banks at a time when the financial
cycle is on the upswing and the systemic risk
from rapid credit growth is increasing. Banks
can use the additional buffers they have built up
during the growth phase of the financial cycle to

33 The European Systemic Risk Board recommendation of 15 December 2015 on the assessment of cross-border effects of and
reciprocity for macroprudential policy measures (ESRB/2015/2).
34 The calculation uses data on the international investment position, covering not only loans from foreign banks but also loans from
other companies (excluding intra-company lending), international institutions and development banks.
35 The European Systemic Risk Board recommendation of 24 June 2015 amending recommendation (ESRB/2015/2) on the assessment of cross-border effects of and reciprocity for macroprudential policy measures (ESRB/2016/4).
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The rate of yearly growth in the debt of the
non-financial sector increased by the end of
the third quarter of 2017 to 2.8%. The growth
in the debt of the non-financial sector has so far
been driven mainly by households, whose debt
was growing by almost 7% a year in the third quar-
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The indebtedness of the non-financial sector in Estonia continued to decline in 2017.
The debt-to-GDP ratio was reduced because of
the relatively fast growth in the economy and the
slower growth of debt. The ratio fell to 121% by the
end of the third quarter, which is its lowest level of
the past five years (see Figure 49). The Eesti Pank
December forecast expects that the debt-to-GDP
ratio will continue to fall in the next year and a half
too.

30
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One of the main indicators for the countercyclical buffer is the credit-to-GDP gap,
which is the difference between the debt-toGDP ratio and its long-term trend. The standardised credit-to-GDP gap calculated using the
methodology of the Basel Committee on Banking
Supervision was -16 percentage points at the
end of 2017 and the additional gap, which is also
used by Eesti Pank, was -24 percentage points
(see Figure 48), and so the buffer guide was 0%.
The gap will remain negative in the years of the
forecast, 2018-2019, and so the assessment of
the need for the countercyclical buffer should be
based on additional indicators.

standardised*
additional**

2011

Growth in credit volumes could be a danger
to the stability of the financial system if it is
faster than growth in the economy, which
is seen in a rise in the indicator for indebtedness showing the ratio of debt to GDP. A
moderate increase in indebtedness could reflect
the normal process of financial deepening, where
borrowing helps 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 in future. For this reason the development of debt and the factors affecting it need to
be assessed and forecast when the capital buffer
requirement is set.

Figure 48. Credit-to-GDP gap

percentage points

cover losses that may arise when the cycle turns
down and to continue supplying credit to companies and households. 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.
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ter of 2017 (see Figure 50). The debt of households
has been increased primarily by strong demand for
housing loans. The yearly growth in the portfolio of
housing loans was around 7% at the start of 2018.
The debt level of companies has not changed
much in the past two years and the yearly rate of
growth in it was 1% in the third quarter of 2017.
The Eesti Pank forecast expects that the debt of
the non-financial sector will grow faster during the
next two years, but not at a rate that exceeds that
forecast for nominal GDP in the years ahead.
Within the structure of corporate debt liabilities, foreign debt liabilities continued to be
reduced in 2017. The reduction in foreign debt
liabilities has been affected by the different investment needs of different sectors, and the preferences of companies for sources of funds. The
increase in foreign debt liabilities in the third quarter of 2017 came about because in the autumn one
bank transferred a part of its loans to the portfolio
of its foreign parent bank. Companies continued
to borrow actively from the Estonian banking sector, and if the transfer abroad of a share of loans
from one bank is disregarded, the corporate loan
portfolio of the banks was 6% larger in January
2018 than a year earlier.
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Demand for corporate loans has remained
moderate. Investment has increased but continues to be at a low level. On top of this, the ability
of companies to finance their activities and investments using more of their own funds than in the
past has improved, reducing their demand for
loans overall.
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The demand from households for loans
remained strong in 2017. Households showed a
lot of interest in housing loans in 2017 and activity
in the housing market remained strong. There was
yearly growth of 8% in transactions with apartments and in the average square metre price of
apartments in the fourth quarter of 2017, which is
similar to the average rate of growth of the past
three years and about as fast as the rise in average gross wages (see Figure 51). There was no
major change in the share of housing transactions
financed by loans. Households were using borrowed funds somewhat more than previously to
finance consumption though.
The loan supply did not change significantly
in 2017, and nor was there any major change
in the lending standards or lending conditions of the banks in 2017. The average interest

Figure 51. Annual growth of housing prices,
number of transactions and average gross
wage
gross wages
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Figure 52. Interest margin on new housing
loans and the 6m EURIBOR*
long-term corporate loans
housing loans
6%
5%
4%
3%
2%
1%
0%

2003
2005
2007
2009
2011
2013
*Negative Euribor rates are replaced by 0%
Sources: Eesti Pank, European Central Bank

2015

2017

margin on new long-term loans issued to companies was at almost the same level as a year earlier. The average interest margin on new housing
loans was a little higher than in the previous year
though (see Figure 52). Lending by banks to the
non-financial sector has been supported by strong
growth in household deposits and there has been
little need to raise additional funding. The loan-todeposit ratio of the banking sector fell a little in
2017 and the ratio of resident loans to deposits
stood at 117% at the end of 2017.
In summary, Eesti Pank does not currently
consider it necessary to raise the countercyclical buffer rate above 0%. The main argument
for this is that the indebtedness of the non-financial sector as shown by the credit-to-GDP ratio

has fallen in the past three years and is predicted
by the Eesti Pank December forecast to continue
to fall for the next year and a half. Furthermore,
the banks have not loosened their lending standards and conditions and have not increased their
leverage.
The risk remains though that growth in
household borrowing could accelerate as
wages have risen fast and confidence has
increased, and this could lead indebtedness to increase faster than forecast, and
so could increase the cyclical risks. For this
reason Eesti Pank monitors the factors that could
indicate a possible build-up of risks and can, if
necessary, raise the countercyclical buffer rate
above 0%.
IDENTIFYING
THE
SYSTEMICALLY
IMPORTANT CREDIT INSTITUTIONS IN
ESTONIA AND BUFFER REQUIREMENTS
The Systemically Important Institutions buffer is applied to banks if it is important for
the financial system and the non-financial
economy that they function without interruption. This additional buffer helps increase the
resilience of the financial system and reduces the
costs to the economy of any financial problems
that could occur at Other Systemically Important
Institutions or O-SIIs. Eesti Pank assesses the systemic importance of credit institutions each year
and uses the results to update its list of systemi-

cally important credit institutions and adjust the
additional buffer requirements if necessary.
Systemically important institutions in
Estonia are defined following the methodology in the guidelines of the European
Banking Association (EBA)36, which has been
adapted to reflect specific features of the
local financial system. The methodology had to
be adapted to account for features of the funding
structure that arise from the large share of foreign
banks in the Estonian banking sector. The funding model of the banks operating in Estonia has
so far been based largely on deposits and funds
received from parent banks. The larger banks can
access market-based financing through their parents, and so the total value of bonds issued by
banks operating in Estonia has been very small.
Although the group of banks that issue bonds
increased in 2017 and in consequence the total
value of bonds issued by the banking sector more
than doubled, it was still only 119 million euros, or
0.5% of the assets of the banking sector. In consequence the systemic importance of banks that
have issued bonds, even to only a small extent,
is overestimated in the EBA methodology. This
makes it reasonable to use an adapted methodology in defining O-SIIs, where the distorting component is left out of the results for the points score
of systemic importance.

Table 5. Scores of the banks operating in Estonia (basis points)

Institution

Base*

Criteria

Adjusted**

Size

Importance (including Complexity/
substitutability/
crossfinancial system
border
infrastructure)
activity

Interconnectedness
Base*

Adjusted**

Swedbank AS

2900

3013

3919

4388

2297

998

1450

AS SEB Pank

2042

2208

2388

2411

2044

1326

1989

Luminor Bank AS

1934

1639

1404

1378

1842

3114

1933

AS LHV Pank

859

718

691

625

631

1490

925

Bigbank AS

312

283

179

157

733

181

62

Versobank AS

211

216

115

73

191

465

487

Tallinna Äripanga AS

130

153

90

92

149

186

278

AS Coop Pank

161

137

145

151

119

231

135

86

45

49

40

40

215

50

AS Inbank

* The automatic score is calculated using the EBA methodology
** The adjusted score takes account of the specific features of the Estonian financial system and excludes one indicator (debt
securities outstanding) from the calculation of the score.

36 Guidelines issued on 16 December 2014 by the EBA on the criteria to determine the conditions of application of Article 131(3) of
Directive 2013/36/EU (CRD) in relation to the assessment of other systemically important institutions (O-SIIs).
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Overall score
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Data from the end of 2017 show the systemically important credit institutions in
Estonia to be Swedbank AS, AS SEB Pank,
AS Luminor Bank and AS LHV Pank. These
four banks exceeded the threshold for defining
systemic importance set in the methodology at
350 basis points37 (see Table 5). The addition of AS
Luminor Bank to the list of systemically important
institutions reflects the structural changes in the
Estonian banking market in the fourth quarter of
2017 when AS DNB Pank and the Estonian branch
of Nordea Bank AB merged. All the credit institutions defined as systemically important in Estonia
must hold additional capital buffers, and the size
of the buffers is determined by the points score
for systemic importance38. The more systemically
important the institution, the larger the buffer must
be.
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When the buffer rate for systemically
important institutions was set in 2018, two
changes were shown to be needed. The first
is that the combined points score for systemic
importance indicates an O-SII buffer rate of 2%
will need to be set for AS Luminor Bank. Luminor
was founded in 2017 and a lack of data during the
O-SII assessment process last year meant it could
not be assessed. Thus Eesti Pank considers it
appropriate to set an O-SII buffer rate requirement
for the bank extraordinarily from 1 July 2018. The
second change is that AS LHV Pank has reached
a point score for systemic importance where Eesti
Pank considers it necessary to raise the additional buffer requirement for it from 0.5% to 1%.
The points score for LHV Pank has risen because
of the bank's new business lines that are linked
to serving international payment institutions. The
importance of the bank has also increased in serving local companies and households, which is why
the buffer rate needs to be raised. It is planned
that the buffer rate of 1% will apply to LHV from 1
January 2019.

37 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.
38 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 assessment of systemic importance. 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. 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.

