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			FINANCIAL STABILITY ASSESSMENT

			The international financial environment

			As inflation has been very low due to the weakness in the economic environment and the fall in commodities prices, many central banks maintained their accommodative monetary policy stances in the second half of last year and at  the start of this. Because growth has been slow and interest rates have been low, investors are searching for yield. The prices of a lot of financial assets have risen in consequence to their highest ever levels, and the chances of a sharp fall in them have increased.

			However, the riskiest financial assets could prove less liquid in a downturn in the market than is perhaps expected and this could amplify falls in prices if there is a loss of appetite for risk and a reallocation of investment. The appetite for risk could be reduced by a change in the outlook for the economy or by a widening of geopolitical tensions. A fall in the prices of financial assets would lead to a fall in the value of the assets held by companies, households and financial institutions and this could impact consumption, investment and economic growth.

			Growth picked up slightly in several countries in the euro area at the end of last year, mainly because of an increase in private consumption. Further growth in the euro-area economy is getting encouragement from low commodities prices, monetary policy measures taken by the European Central Bank, and a depreciation of the euro. The recovery is fragile since many countries still need to deal with their high levels of debt and long-term problems of unemployment. Growth is also being restrained by continuing uncertainty surrounding the sustainability of Greek government finances and geopolitical tensions.

			Banking in the euro area has been affected by uncertainty among investors about the capacity of banks to bear loan losses, because overdue loans have been running at a high rate. The profitability of euro-area banks is coming under pressure not only from loan losses but also from slow economic growth and low interest rates. The comprehensive assessment by the European Central Bank increased the transparency of the banks and showed that the majority of banks in the euro area are able to cope with negative developments.

			The Estonian financial environment

			The Estonian economy continued to grow steadily in the second half of 2014. Growth is still mainly supported by domestic demand, but exports started to increase in the second half of the year. The impact of the Russian sanctions and of the slowdown in growth on the Estonian economy has so far remained small. Exports to Russia have shrunk notably, but a large part of those exports was produced in other countries, and so the impact on the Estonian economy has been minor. Estonian companies have also succeeded in increasing their exports of goods and services to other countries.

			Although corporate revenues were the same size last year as a year earlier, labour costs have increased and so profits have shrunk. The decline in profits meant that corporate deposits grew more slowly. The reduction in the internal funds available to companies has increased their need for external funding, and the indebtedness of companies increased slightly to 93% of GDP by the end of the third quarter of 2014. The financial standing of companies was slightly worse than it was in the preceding year and the share of companies facing payment difficulties and tax arrears has increased. The ability of companies to repay their debts can still be considered quite good, as their financial leverage remains low in comparison to their levels in the past decade or to those in other euro-area countries, and their liquidity is high.

			Household incomes were raised by the favourable conditions in the labour market and by rapid wage growth. Low inflation boosted the purchasing power of consumers, and their confidence remained high. Rising incomes led deposits to grow quickly too, while household debts increased slowly at the same time. However, debt liabilities did not increase faster than incomes and so indebtedness did not increase in 2014 and was at the same level of 70% of household disposable income at the end of the third quarter of 2014 as at the end of 2013. The ability of households to service their loans remained good.

			After real estate prices rose rapidly at the end of 2013 and in early 2014, the real estate market stabilised to some degree. The average transaction price rose more slowly, and part of the rise in prices was due to a change in the structure of transactions, as the share of transactions that were for new and more expensive residential space increased. As the rise in real estate prices has made development projects more profitable, real estate developers have started to focus more on developing residential property. There are markedly fewer plans to build new residences than there were when the economy was growing rapidly. On top of residential development there has been an increase in the development of retail space and particularly of office buildings.

			The activities of the banks are affected by low interest rates and by uncertainty about the outlook for the economy. The loan and lease portfolio has grown steadily in value and in February it was 2.9% larger than a year before. Profitability was down a little in 2014, but it was still good against the levels seen in other euro-area countries. Profitability is supported by the good quality of assets, the low price of funds because the share of demand deposits in liabilities is large, and relatively good cost efficiency. As the fall in base interest rates has a negative effect on interest income, banks are actively looking for other ways to maintain their profitability.

			The strong financial position of Estonian companies and households means that loan quality for the banks is good and it continued to improve in 2014, albeit at a slower pace than before. The baseline scenario of the forecast sees that the quality of the loan portfolio will continue to improve further. In the risk scenario, which posits an increase in problem loans for Estonian companies in connection with trade with Russia or with changes in economic activity, the banks earn less profit than in the baseline scenario, but their capitalisation remains strong. The ability of the banks to bear losses is good, because of their levels of profitability and capital.

			The Eesti Pank report on the Financing of the Economy 2015 found that the use of non-bank consumer credit has increased in recent years. Non-bank lending, or shadow banking, has grown in many countries around the globe as the requirements for banks have tightened and the liquidity in financial markets has been high. The volume of assets of Estonian shadow banking is not known exactly, but indirect estimates suggest that it is small.

			The Estonian insurance market was supported in 2014 by steady economic growth and higher household incomes. Like banks, life insurers are finding their profitability restricted by low interest rates and if these circumstances endure, insurance companies may invest more in riskier assets, which could make their financial results more volatile.

			Payment and settlement systems

			The Eesti Pank gross transfers system TARGET2-Eesti worked without incident last year, while banks had sufficient liquidity buffers for making settlements without any disturbances. Intra-day liquidity loans were only needed occasionally and overnight credit was not required.

			Eesti Pank assessed how the securities settlement system met the oversight requirements in 2014 and continues to monitor now how the recommendations of the Estonian Central Securities Depository are implemented. Eesti Pank also monitors the success of the Central Securities Depository following changes in the market. Compliance with regulations on securities settlement and central securities depositories are monitored, together with the introduction of the X-stream settlement platform that will cover all of the Baltic states, the harmonisation of the work of the depositories to improve the efficiency of their work, and the accession to T2S. These changes have an impact on the settlement of securities and so they are becoming ever more relevant.

			Risks to financial stability

			The risks to Estonian financial stability in the next half year are small at present, in spring 2015. Risks are being reduced by the recovery of the economy in the euro area, by the strong financial position of Estonian companies and households, and by the high capitalisation of the banking sector. A lack of confidence remains around the continuation of the conflict between Russia and Ukraine and around the decline in the Russian economy, so uncertainty about the external environment remains high. A prolongation of an expansive monetary policy in the euro area will support the investments that are needed for long-term economic growth. However, low interest rates could change the financial behaviour of banks, companies and households, and this could increase the risks to financial stability in the financial sector and the real estate market.

			The Eesti Pank assessment of financial stability in spring 2015 sees three main risks.

			1. A deterioration in the external environment could lead to an economic downturn in Estonia and worsen the loan quality of banks.

			The economies of Estonia’s main trading partners are developing in very different ways, but mostly worse than was expected. Although growth accelerated at the end of last year in Sweden, Estonia’s biggest trading partner, rapidly rising real estate prices and high household debt levels are threatening the economy there. Estonia’s other main trading partners are being affected by the slow recovery in the euro area and by the Russian economy, meaning that no rapid recovery in external demand is foreseen.

			The effect of Russian sanctions on the Estonian economy and banks has been modest so far and although some sectors have been affected by the sanctions, companies have generally managed to cope despite the reduction in income. The quality of the loan portfolio of the banks has not deteriorated. At the same time, both Estonia and our main trading partners remain exposed to the volatility in trade with Russia.

			Although the increase in the speed of wage growth due to the shortage of qualified labour is having a positive impact on household incomes and confidence, the rapid rise in labour costs has started to affect the profitability of companies more and more. However, a small and open economy largely bases its long-term growth on exports, and so rapid wage growth at a time of constantly weak or falling external demand may start to restrict competitiveness and long-term economic growth and may also negatively affect  the ability to repay loans. 

			2. A reassessment of the risks to the Nordic economies and banks by financial markets will increase the financing and liquidity risks of the banks.

			Swedish real estate prices climbed continuously both last year and at the start of this, and real estate price rises in Norway and Denmark started to accelerate last year. Although price rises in the Nordic countries are being driven by rising incomes, low interest rates, restricted supply, and the popularity of interest-only loans, the strong growth in prices and debt levels is raising the risks to financial stability.

			The Nordic banks are made more vulnerable because they are largely financing the growth in their loan portfolios with funds from the financial markets. Investor confidence in the banks has remained high so far. If real estate prices should fall for some reason, confidence in the banks may drop sharply, making it more expensive and more complicated for the banks to obtain funding. On top of this, a fall in real estate prices could lead to lower economic activity levels because of a reduction in private consumption and investment, and this could worsen loan quality.

			As subsidiaries and branches of the Nordic bank groups have over 90% of the Estonian banking sector, and Swedish banks have over 80%, then there would also be a significant impact on Estonian financial stability if this risk were to be realised. The big Estonian banks have reduced the share of funding that they get from their parent banks in recent years, but it remains significant. The share of liquid assets related to the parent banks has increased at the same time, making the banks more vulnerable to any liquidity shocks originating with the parent banks. Changes in the funding conditions and liquidity of the parent banks could in this way have a perceptible effect on the funding and liquidity of the biggest banks operating in Estonia.

			The Nordic central banks and supervisory authorities have taken various measures to reduce the build-up of risks and to increase the resilience of the banks, but their impact on credit growth and real estate prices has been limited so far.

			3. Rising incomes and low interest rates will accelerate the rise in Estonian real estate prices, which will increase the risks to the financial system.

			Real estate prices rose rapidly in early 2014, but have since stabilised. The rise in prices for residential property has so far been in line with rising incomes and the growth in housing loans has remained moderate. However, continuing rises in incomes and low interest rates will raise the readiness of households to buy real estate and take on additional debt. Rapidly rising wages could lead households to expect that future rises will be as high, and so they may overestimate their capacity to borrow. As a result, both lenders and borrowers should consider the risks of investments in real estate and of credit carefully.

			The rise in real estate prices has allowed developers to increase construction of residential property, retail space and office buildings, though there is still less being built than there was when the economy was growing rapidly. If a large amount of real estate comes onto the market all at once, the cash flows of real estate companies might come under pressure, as it may not be possible to sell all of the completed projects fast enough and start them earning income. This may increase the credit risk of real estate developers. Although the banks issued new loans last year to real estate development companies, their share of the total loan portfolio has not increased significantly.
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			Measures to reduce the risks to financial stability

			As the macroprudential supervisor, Eesti Pank monitors and analyses the risks to the stability of the financial system and where necessary takes measures to reduce the build-up of such risks.

			Eesti Pank introduced a 2% systemic risk buffer from 1 August 2014 for banks and banking groups licensed in Estonia, in order to increase the resilience of the banks to non-cyclical risks. Introducing the requirement for a systemic rick buffer returned the capital requirements to where they had been before 2014.

			Eesti Pank may introduce a countercyclical capital buffer requirement to reduce the risks from loan growth. This would increase the resilience of the banking sector if it were faced with losses caused by risks building up because of the credit cycle. As the debt levels of Estonian companies and households have not increased significantly and credit growth is currently forecast to be lower than nominal economic growth this year, and considering other indicators of the credit cycle, Eesti Pank does not find it necessary to set a countercyclical buffer for banks in the second or third quarters of 2015. Eesti Pank will publish a framework for assessing and calculating the countercyclical buffer this autumn.

			A macroprudential instrument introduced by Eesti Pank from 1 March this year is the requirements for mortgage loans issued by credit institutions. These requirements set limits on the loan-to-value (LTV) ratio of new housing loans, a limit on the debt service-to-income (DSTI) ratio, and a limit on the maximum maturity of loans. As the requirements were set at a levels where the lending conditions of the banks for mortgages already were, they should not have any notable impact on the credit supply at present. The purpose of the requirements is to ensure that the conditions on mortgages from the banks continue to take sufficient account of possible risks in the future. If the risks around mortgages increase, Eesti Pank will be able to tighten the requirements to reduce those risks.

			
				
					
						
							
							
							
						
						
							
									
									The instruments used by Eesti Pank for macroprudential supervision
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									Systemic risk buffer

								
									
									2%

								
									
									01/08/14

								
							

							
									
									Countercyclical buffer

								
									
									–*

								
									
									2016

								
							

							
									
									Limits for mortgages**

								
									
									
									1 March 2015

								
							

							
									
									      loan-to-value (LTV) 

								
									
									85%***

								
							

							
									
									      debt service-to-income (DSTI)

								
									
									50%

								
							

							
									
									      maximum maturity

								
									
									30 years

								
							

							
									
									* Eesti Pank will apply the framework for assessing and calculating of the countercyclical buffer and take 
a decision on the rate for it in autumn 2015.

									** The limits may be breached by 15% of the volume of mortgages issued each quarter.

									*** Up to 90% for loans guaranteed by KredEx.

								
							

						
					

				

			

			1. FINANCIAL MARKETS

			1.1. THE INTERNATIONAL FINANCIAL ENVIRONMENT1

			The main factor affecting international financial markets in the second half of last year and the start of this was the continuation of accommodative monetary policy. Slow economic growth and very low inflation meant that many central banks even eased their monetary policy further. The European Central Bank started a new programme of bond purchases and the central banks of Norway, Sweden, Switzerland and Denmark cut their base interest rates. Although the economy in the USA has grown faster than those in other advanced economies, the Federal Reserve has kept interest rates close to zero so far, though it is expected that they will be raised this year.

			Despite the continuing geopolitical tensions and the doubts about the sustainability of the public finances of Greece, the combination of an accommodative monetary policy, very low inflation and low commodities prices has lifted the price of riskier financial assets (see Figure 1.1.1). Interest rates on sovereign bonds have fallen at the same time, reaching their lowest ever levels in several countries (see Figure 1.1.2). As a result, short-term sovereign bonds from some euro-area 
countries are trading at negative interest rates.
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			The negotiations between the Greek government and creditors after the elections in Greece raised the interest rates on Greek bonds. Unlike during the sovereign crisis in 2011–2012, this did not cause the interest rates to rise on the sovereign bonds of any of the other euro-area countries that have had problems, as their national economic indicators have improved and investors are looking to buy bonds with higher returns (see Figure 1.1.3).

			
				
					[image: ]
				

			

			The financial condition of European Union banks has generally improved, though differences are discernible between different countries. Greek banks have been subject to a large outflow of deposits, which has sharply increased liquidity and funding risk for them. The biggest challenge for European Union banks remains asset quality. The banks have continued to write assets down and reduce risks. The level of overdue loans has stabilised, though it remains high at a total 6% for the largest banks in the European Union2. The proportion of loans that are overdue varies a lot from country to country, and in countries with difficulties it has tended more to increase. Although there has been a significant increase in provisions, the coverage of overdue loans by provisions did not particularly increase in 2014.

			The profitability of the large European Union banks was slightly lower in 2014 than a year earlier, mainly because of the large provisions. On top of this, profitability is being affected by weak economic growth and low interest rates, which are preventing any rise in interest income. It is not only cyclical factors but also structural 
factors like increased competition and poor 
cost-effectiveness that are affecting profitability. These same factors will continue to affect the profitability of banks in the future, which could reduce profits even further.

			Despite their low profitability and the weakness of growth in the economy, the European banks have managed to raise additional capital because of favourable conditions in the market, even the banks in countries with problems. The comprehensive assessment of banks found that the banks in the euro area are generally able to cope with negative events. For more on the results of the comprehensive assessment by the European Central Bank, see Box 1.

			The largest risks for global financial markets in the next half year come from slow economic growth and low interest rates. These could lead to excessive risk-taking in financial markets and a build-up of risks in the financial system. If investors’ appetite for risk should decline and the risk premium for financial assets should rise sharply, it could lead to a sudden drop in prices. The most vulnerable to a rise in interest rates are low-quality bonds and stock markets. The liquidity of such bonds may dry up noticeably if the markets turn downwards more than investors may anticipate, and this could worsen the fall in prices even further. The appetite for risk could be reduced by various factors, including a change in expectations towards the outlook for the economy, or a deepening of geopolitical tensions.

			Box 1: The Results of the European Central Bank’s Comprehensive Assessment 

			On 4 November 2014 Europe’s Single Supervisory Mechanism (SSM) for banks started up, and the European Central Bank took over direct supervision of the most significant banks in the euro area. Before it assumed its direct supervisory role, the European Central Bank carried out a comprehensive assessment of the banks together with the national supervisors, and the results of the assessment were published on 26 October 2014. The assessment was done partly to get an accurate picture of the financial standing of the commercial banks before the banking union started to operate, and partly to enhance the transparency of the balance sheets of the banks and restore investor confidence in European banks. The result of this would revitalise interbank lending and also lending to companies and households. The assessment covered 128 of Europe’s significant banks, which between them account for approximately 85% of the total assets of the euro-area banking system.

			The main findings3

			The assessment analysed the capacity of banks to bear a shock during periods of stress. The stress test had two scenarios, where the baseline scenario had a benchmark capital threshold of 8% of Common Equity Tier 1 and the adverse scenario had 5.5%. The adverse scenario assumed that real GDP in the euro area would fall cumulatively by an average of 6.6% against the baseline scenario. Differences between countries were considered when the stress tests were run4. The assessment concluded that most of the euro-area banks would be resilient under the adverse scenario despite a significant depletion of their capital. If this scenario were to be realised, the capital of the banks would be reduced by 263 billion euros and the CET1 median capital ratio would fall by four percentage points from 12.4% to 8.3% as CET1 declined by 216 billion euros. An increase in risk-weighted assets of around 860 billion euros would increase minimum capital reserve requirements by 47 billion euros.

			It was found that 25 euro area banks did not have sufficient capital, with a total capital shortfall amounting to 25 billion euros. The banks with shortfalls in capital were mainly in southern Europe, but there were also some in Germany and Austria. A further 136 billion euros of non-performing exposures were identified under the harmonised definitions. The banks being assessed started to strengthen their balance sheets and issued additional capital during the assessment and in anticipation of the results. As a result, twelve banks had already covered their shortfalls prior to the end of the assessment. The remaining thirteen banks, which needed an additional 9.5 billion euros in capital, submitted capital plans to the ECB within two weeks of the results being published, describing in detail how they plan to cover those shortfalls. These banks have nine months to increase their capital, until July of this year.

			The Estonian banks covered by the comprehensive assessment were Swedbank, SEB Pank and DNB Pank5, and they did not see any adverse effects for capital adequacy. While the CET1 median capital ratio of the other participating banks fell in the adverse scenario, it actually increased for the Estonian banks by two percentage points. The Estonian banks would be able to cover potential additional credit losses from interest income or from their existing capital buffers.

			Market reaction to the results of the assessment

			The results of the comprehensive assessment were somewhat better than expected, and investors reacted calmly to them. The markets had expected that some larger banks would fail the test and that the overall capital shortfall would be higher than it actually turned out to be. Although the share index of European banks fell after the results were published, they rose again in March 2015 to close to their average level of 2014 (see Figure B1.1).
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			The comprehensive assessment pushed banks to take action to strengthen their capital position and increased transparency about the quality of their assets. It can be concluded from the results that the majority of the significant euro-area banks are able to withstand a period of stress without breaching the regulatory capital requirements.

			The ECB Bank Lending Survey published in January gives some idea of whether banks have changed their behaviour. Banks eased their credit standards for loans granted to non-financial corporations and to households in the fourth quarter of 2014. Interbank lending has increased, though it remains lower than before the crisis and the trends vary between countries. The comprehensive assessment supported confidence in the banks and also a recovery in lending.

			1.2. ESTONIAN FINANCIAL MARKETS

			Bond and stock markets

			The volumes and trading activity levels in Estonia’s securities markets are small. The total capitalisation of bonds issued and stocks quoted on the exchange stood at 2.5 billion euros at the end of February 2015, or 13% of GDP. The small size of the market means that the risks to Estonian financial stability from the local securities markets are small.

			The local bond market has been very passive in the past five years. As no new bonds have been listed on the regulated market since 2010, there was no secondary market for bonds in Estonia in 2014. There was a sharp rise in the volume of bonds issued outside the regulated market in the third quarter of last year (see Figure 1.2.1), but this was caused by an individual non-resident issuer who registered issues of bonds in Estonia aimed at non-residents, so there was no real revival in the bond market in 2014. Bonds issued by local governments accounted for 59% of the bond emissions by residents last year and the remainder were issued by individual non-financial corporations. The total capitalisation of the bond market at the end of February 2015 was 664 million euros or 3.2% of GDP.
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			The total capitalisation of the local stock market at the end of February 2015 was 1.9 billion euros or 9.7% of GDP, which is more or less the same as a year earlier. Share prices mainly fell on the Tallinn exchange in 2014, but they started to rise rapidly in 2015 (see Figure 1.2.2). Prices climbed partly because corporate financial results were better than had been expected, and also because investor sentiment was positive throughout Europe due to expectations for the bond purchasing programme of the Eurosystem. The OMXT index of the Tallinn stock exchange rose 13.4% in the first two months of 2015 and the rapid growth was accompanied by a rise in the level of trading activity. There were around one third more transactions in January and February 2015 than in those months of 2014.
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			There was no significant change in the share of foreign investors on the Tallinn stock exchange in the first two months of the year, as it dropped by 0.2 percentage point to 40%. The majority of the foreign investors were residents of Luxembourg and the Cayman Islands, who held 11% and 7% respectively of the corporate shares listed on the Tallinn exchange at the end of February.

			Investment and Pension Funds

			The fund market in Estonia is dominated by pension funds, which had 2.5 billion euros of assets at the end of February 2015 (see Figure 1.2.3). Other investment funds had assets of 622 million euros at the same point.
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			The assets of the pension funds grew by 446 million euros last year, with almost three quarters of the growth coming from new contributions. The assets of other investment funds declined by 38 million euros last year in contrast, mainly because of outflows of money to share funds, though the payments into the funds for new units still exceeded payouts.

			The accommodative monetary policy in 2014 helped keep returns positive on both pension and other investment funds (see Figure 1.2.4). The EPI index, which reflects the general returns of the second-pillar pension funds, advanced by 9.2% in the year to February 2015. The average returns of share funds and interest funds were uneven, and the results of funds that had invested in Russian securities were particularly affected 
downwards by the tensions between Ukraine and Russia. The average annual return of units in share funds was 8.9% at the end of February, and the average for interest funds was 3.3%.
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			The small size and low liquidity of the local securities market mean that investment funds and pension funds again invested predominantly in foreign assets, and more than three quarters of the total assets of funds at the end of February consisted of securities registered abroad. The share of external assets has not changed much over the past three years. The majority of the foreign assets are securities registered in other European countries, which provided 60% of the total in February 2015. The share of total fund assets that were invested in registered securities in Russia and Ukraine at the end of January was 0.7%, meaning the direct impact of geopolitical tensions on the value of assets of Estonian pension and investment funds was vanishingly small.

			1.3. MARKET-BASED FINANCING OF BANKING GROUPS

			Financial strength of the groups of parent banks

			Economic growth and client confidence varied between the Nordic countries to some extent in 2014, but there were low interest rates throughout the region. The interest rate on the standing deposit facility at the Danish central bank has been negative since 2013 and the Swedish central bank introduced a negative repo rate at the start of this year6 and announced a 30-billion-krona purchase programme for sovereign bonds (see Figure 1.3.1).
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			Steps by the central banks to revitalise economies have already had results, as the low price of funds has encouraged investments and swelled the balance sheets of the banks. However, the measures that have been taken may increase the vulnerability of the banks, as the danger arises that the expansionary climate may lead to risks being taken that are larger than usual and that are not correctly assessed.

			Other problems may also worsen. As the credit supply has increased, so have house prices by even more, and so in consequence has household indebtedness, which is seen as one of the biggest threats that has arisen in the region (see Figure 1.3.2).
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			Although the capacity of households to service their debt is generally seen as satisfactory in the Nordic countries, a systemic risk could be posed by the behaviour of households if the economic climate changes. A drop in disposable income or in confidence would be likely to lead to a drop in demand, and the effect of this could then be passed through lower incomes and rising 
unemployment back to households. As the main cause of a fall in confidence is likely to be unfavourable headwinds in the external environment, banks would be exposed to problems because of falls in the quality of their assets and the value of their collateral, and probably because of a higher price for funding.

			The operating security of the banks depends on their business model and their capacity to bear losses. Swedbank has core equity tier 1 capital (CET1) of 21%, and the SEB, Nordea and Danske Bank groups have around 15–16%. Although those figures look quite strong in international comparison, the financial leverage ratio of those bank groups, or their equity to total assets, has remained at 4–5%. This is fairly low for European countries (for more details, see Box 2 The specific features of the Nordic 
banking sector)

			The largest banking groups in the Nordic countries have coped with the difficult environment satisfactorily so far (see Figure 1.3.3). The return on the equity of the parent groups is more than 10% and profitability has been aided by growth in assets and income earned from trading portfolios and asset management.
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			The quality of the banks’ loan portfolios has remained good, but at the same time there appears to have been a slight change of direction in the banks’ operating strategies. Greater focus is planned for retail customers in home markets that are well known and the provision of services to companies is seen as an important source of income in the short term.

			Macroprudential measures

			As low interest rates are encouraging growth in loan portfolios, requirements and limits are being introduced for the banking sector in order to 
reduce the build-up of risks and to strengthen the capitalisation of the banks. Funds have so far been sufficient for meeting requirements and the measures taken have helped to ensure that the share of own funds has not fallen.

			Sweden introduced an additional systemic risk buffer of 5% from 1 January 2015 for systemically important banking groups (see Figure 1.3.4). A 2.5% capital conservation buffer was also introduced with immediate effect in Sweden. From September 2015, banks will have to hold common equity tier 1 funds of 1% of loans issued in Sweden to meet the countercyclical buffer requirement. As the 1% countercyclical buffer has also been introduced in Norway, the banks will have to hold additional own funds of 1% of the loans issued in Norway on top of the positions in Sweden.
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			Both Sweden and Norway have found in their efforts to reduce the risks stemming from real estate loans that retrospective risk assessment models are not necessarily able to estimate the current risks accurately. As a result, the Swedish financial supervisory authorities set a 25% risk weight floor on mortgages and Norway has introduced a minimum rate for loss given default (LGD) of 20%.

			Growth in household debt levels and rises in real estate prices have also been encouraged by extended maturities for loans, which has led to some loans being issued where the client pays only the interest back to the bank on a regular basis. In response the Swedish supervisory authorities have announced plans to introduce a requirement in 2015 for borrowers whose loan principal exceeds 70% of the value of their collateral to pay back at least 2% of the principal each year as well as the interest, while borrowers whose outstanding loan is for 50–70% of the value of the collateral must reduce the loan principal by at least 1% each year.

			As well as strengthening the capitalisation requirements, Sweden has focused on reducing liquidity risks for the banks. The eight largest banks in Sweden have been subject to a minimum liquidity coverage ratio (LCR)7 of 100% since 2013, both in overall terms and for the euro and the dollar separately.

			The CET1 requirement for banks in Norway is being raised to 11% by the middle of 2015, with a basic requirement of 4.5%, a capital conservation buffer requirement of 2.5%, a systemic risk buffer requirement of 3%, and a countercyclical buffer requirement of 1%. It is planned that the requirements for systemically important banks will be raised by a further 1% in 2015 and again in 2016. Calculation of the capital requirements for domestic real estate loans must cover at least 20% of the loss given default of the loans.

			The systemic importance of banks in Denmark has been assessed and the requirements for systemically important banks will rise gradually by 1-3% by 2019, depending on the risk category of each individual bank. It is planned that requirements for both capital conservation and countercyclical buffers will be raised gradually to 2.5% by 2019.

			Financing and liquidity of parent banks

			The funding of the Nordic banks is based largely on funds from the financial markets, which supply almost half of all the funds needed. Almost half of this market-based financing is in the form of covered bonds and so the price and availability of market-based financing is important for the Nordic banking groups. Such a funding model implies that the banking groups are vulnerable to any possible shocks to the financial markets (for more details, see Box 2 The specific features of the Nordic banking sector).

			Low interest rates and the good profitability of parent banks have allowed the banks to benefit from favourable borrowing conditions for their market-based financing. Interest rates on covered bonds, their main finance instrument, continued to decline throughout the year (see Figure 1.3.5) and market interest rates fell for bonds with a range of maturities.
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			Reports from the banks show that investors continue to be interested in the bonds issued by the banks. The positive attitude of investors is also reflected in the premiums in the credit default swaps (CDS) of the parent banks, which were at their lowest for six years at the start of 2015 (see Figure 1.3.6).
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			Overall the short-term liquidity of the banking groups was good in 2014 because of their strong financial buffers. All the largest banks in Sweden had a liquidity coverage ratio (LCR) above the required 100%, both in overall terms and for the euro and the dollar separately.

			The Swedish bank groups use quite a lot of foreign currency in their funding and their volumes of liquid assets in Swedish krona are relatively small. This means that one possible short-term liquidity risk for the Swedish banking groups still comes from the liquidity risk of the Swedish krona. This is reflected in the liquidity coverage ratio for the Swedish krona, which is lower than that for other currencies (see Figure 1.3.7). Although there is currently no requirement for the LCR for krona, the Swedish central bank has drawn attention to this risk and has advised the financial supervisory authority to set a requirement of 60% for the liquidity coverage ratio in krona8.
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			The Swedish parent banking groups kept the same structure as earlier for their long-term liquidity risk in 2014, which was shown in a large difference between the maturities for assets and liabilities. The difference comes about because the banking groups finance the mortgages on their balance sheets, which generally have maturities of 30–50 years9, by issuing much shorter-term covered bonds. The most recent Financial Stability Report issued by the central bank10 said that the average maturity of the covered bonds issued in Sweden was three years. This suggests that if pressures in the financial or real estate markets led investor sentiment to worsen, it may become more difficult and more expensive for the banks to refinance the covered bonds they have already issued.

			Box 2: The specific features of the Nordic banking sector

			The Nordic banking sector is one of the largest in the European Union in relative terms. The total assets of the banking sector in Denmark are more than three times as large as GDP, while those in Sweden are almost four times as large (see Figure B2.1). Sweden and Denmark have particularly notable domestic banking sectors11 in comparison to other European Union countries, as almost 90% of the total sector is domestic. Domestic banks have a more modest share of the sector in Finland in contrast, as they account for less than one third of the total sector.
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			There are several reasons why the Nordic banking sector is relatively large. The first is that the financing of the economy in the Nordic countries, as in other European Union countries, is bank-centred. A second is that the debt levels of the Nordic non-financial sector are relatively high, with household indebtedness in Denmark and Sweden high in international comparison and financed mainly by the banking sector. A third reason is that the largest Nordic bank groups, especially the largest Swedish and Danish groups, are quite active in foreign markets (see Table B2.1), so a part of the assets of the banking sector are outside the home country of the groups.

			
				
					
						
							
							
							
							
							
							
							
						
						
							
									
									Table B2.1. Loan portfolio of Nordic banks across countries

								
							

							
									
									
									Danske

								
									
									Nordea

								
									
									SEB

								
									
									Swedbank

								
									
									Handelsbanken

								
									
									DNB

								
							

							
									
									Sweden

								
									
									14%

								
									
									28%

								
									
									74%

								
									
									87%

								
									
									66%

								
									
							

							
									
									Norway

								
									
									17%

								
									
									18%

								
									
									2%

								
									
									3%

								
									
									11%

								
									
									81%

								
							

							
									
									Denmark

								
									
									47%

								
									
									27%

								
									
									1%

								
									
									
									4%

								
									
							

							
									
									Finland

								
									
									18%

								
									
									22%

								
									
									1%

								
									
									
									6%

								
									
							

							
									
									the Baltic States

								
									
									
									3%

								
									
									9%

								
									
									9%

								
									
									
							

							
									
									Germany

								
									
									
									
									11%

								
									
									
									
							

							
									
									Russia

								
									
									
									2%

								
									
									
									
									
							

							
									
									other *

								
									
									5%

								
									
									
									3%

								
									
									1%

								
									
									12%

								
									
									19%

								
							

							
									
									* Banks allocate their loan portfolios in different ways in their reports, so “other” may also include countries that are listed in the table.

									Source: Public reports of banks, Eesti Pank’s calculation

								
							

						
					

				

			

			The Nordic banking sector is very concentrated as there are quite a lot of banks, but a large majority of them are small. Most banking comes from a few large bank groups, with the four or five largest groups accounting for more than 80% of the assets of the total sector in almost all the Nordic countries. Banking is particularly concentrated in Finland, where the three largest bank groups hold almost 92% of the total assets of the sector12.

			The Nordic banks are relatively closely interconnected and their main operations outside their home countries are in other Nordic countries. The behaviour of these banks and their risks depend in consequence on the economic climate in other countries in the region and on the risks prevailing there.

			The total assets of the Nordic banking sector are relatively large and clients have historically preferred to invest their money elsewhere rather than in bank deposits. This has meant that the Nordic banks fund themselves from financial markets notably more than is the case in other European Union countries. The biggest Nordic banking groups have largely funded their mortgage lending by issuing covered bonds. A large part of the funding from the financial markets comes from bonds issued in foreign currencies because the domestic bond markets are relatively small and the banks have cheap and easy access to the money and capital markets of the euro area and the USA. The Nordic bank groups also use bonds issued in foreign currencies to finance assets in foreign currencies.

			The financial leverage of the Nordic banking sector is relatively high, and although the capitalisation of the Nordic bank groups is relatively high in comparison to other European banks, their ratio of equity to total assets is below average (see Figure B2.2). This has been possible because the Nordic banks have gone over to internal risk assessment models in their capital adequacy calculation with the result that risk weights have been reduced for risk assets and capital requirements have been reduced.
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			The impact of the specific features of the Nordic Banking Sector on regional financial stability

			As the assets of the Nordic banking sector are relatively large against GDP and the sector is highly concentrated, the banks play an important role in the Nordic economies. This makes the banking sector vulnerable to any possible economic shocks, while the large share of funding from the financial markets makes the Nordic banks vulnerable to any financial shocks. The close ties between the Nordic banks and the economies mean that investors tend to look at the region as a whole, so that problems in one country could lead to a less favourable assessment of risks in other neighbouring countries.

			2. THE REAL ECONOMY

			2.1. THE LOAN REPAYMENT ABILITY OF COMPANIES

			Indicators of the financial standing of companies and their ability to repay their loans worsened a little in the second half of 2014. This was mainly because corporate profits have been declining constantly for over a year now. The financial standing of companies and their capacity to repay loans can still be rated as quite good, as balance sheets have been repaired since the crisis and buffers built up. If profits were to slide further however, the difficulties in the financial standing of companies would probably show up more clearly in a corresponding deterioration in the capacity to repay loans.

			The general economic environment and corporate financial results

			Developments in the external environment have remained uncertain. Having almost come to a stop in the middle of last year, economic growth in the euro area picked up in the fourth quarter to 0.3% over the quarter and 0.9% over the year. At the same time, the financing challenges in Greece and the conflict between Russia and Ukraine increased uncertainty. While growth has continued to stall in Finland, it has remained at around 2-3% in Sweden, Latvia and Lithuania, with support from domestic demand. The Russian economy stopped growing at the end of last year, and in the first months of this year its growth was negative.

			The Estonian economy continued to grow steadily in the second half of 2014 as quarterly economic growth reached 1.2% and annual growth 3% in the fourth quarter, while the economy grew by 2.1% over the whole year. Growth is still mainly supported by domestic demand, but exports started to increase in the second half of 2014.

			The financial results of Estonian companies deteriorated to an extent in 2014. Corporate sales turnover was about the same in the second half of the year as it was a year earlier. Although the labour market has started to adjust gradually to moderate economic growth, wages grew faster than value added, even though they grew at a slower rate than before. Corporate profits fell further as a result and they have fallen in most major sectors, including manufacturing, wholesale, construction and real estate, and energy. They started to rise again in transport and storage in the fourth quarter of 2014 though, having fallen for two years before that (see Figure 2.1.1).
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			Payment behaviour of companies and bankruptcies

			The financial behaviour of companies worsened a little in the second half of 2014. The shares of companies with payment defaults and with tax arrears increased slightly in all the main sectors and in all size categories of company except those with over 250 employees (see Figure 2.1.2). The sectors where the largest shares of companies have payment defaults or tax arrears are accommodation and catering, and construction. The shares of such companies increased most in agriculture and manufacturing however, possibly partly because of the notable drop in exports to Russia. There remain very few corporate bankruptcies and the number is about the same as during the economic boom.
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			Payment capacity and financial standing of companies

			Corporate indebtedness and leverage started to edge upwards in 2014, while corporate deposits and other liquid financial assets grew again, but more slowly than before. As short-term debt liabilities grew slightly faster at the same time, the coverage of them by liquid financial assets declined (see Figures 2.1.3 and 2.1.4).
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			In consequence, the financial standing of Estonian companies and their capacity to repay loans deteriorated slightly in 2014. The general situation can still be considered quite good, as the very rapid recovery after the economic crisis and the improvement of balance sheets mean that the financial leverage of Estonian companies remains low and liquidity high in comparison to their levels in the past decade or to those in other euro-area countries13. The corporate interest burden is being held down to an extent by very low base interest rates, as it was earlier.
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			2.2 LOAN REPAYMENT ABILITY OF HOUSEHOLDS

			Developments in the labour market in 2014 favoured households as employment increased and so did household incomes. The unemployment rate was 6.3% in the last quarter of the year, which was similar to the level of 2008. The number of people in employment did not change a great deal last year, but the employment rate was higher in the second half of the year than it had been during the boom and it climbed to 63.6% in the last quarter.

			Rising incomes have been accompanied by very low inflation in raising the purchasing power of households. The average gross monthly wage was 5.4% higher in the fourth quarter of 2014 than it was a year earlier (see Figure 2.2.1), while the fall in consumer prices meant that real wages had risen by an even faster 5.8%. Eesti Pank forecasts that gross monthly wages will continue rising in 2015 at a similar rate. The rise in disposable income will have been boosted further by the cut in the income tax rate at the start of the year and by increased social transfers, mainly pensions and child benefit.
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			Consumer confidence was volatile in the second half of last year and the early months of this, but it remained above its long-term average for Estonia (see Figure 2.2.2). Consumer confidence in the euro area was similarly volatile. The confidence of Estonian households has been shaken most by fear of unemployment and somewhat by continuing geopolitical tensions around the globe, but the attitude towards the future is still optimistic.
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			Rapid wage growth led household deposits to rise too, and they were up 8.3% during the year (see Figure 2.2.3). As the return from interest on term deposits is very small, most of the funds have been put in overnight and demand deposits.
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			Household loan liabilities continued to increase gradually last year, with housing loans accounting for the majority of such liabilities and increasing by 2.6%. Rising incomes meant that indebtedness did not increase and household debt stood at 70% of disposable income and 40% of GDP in the second half of 2014 (see Figure 2.2.4). As deposits grew at a similar rate to loan liabilities, the ratio of deposits and cash to debt for households remained relatively high and stood at 78.6% in the last quarter (see Figure 2.2.5).
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			The household interest burden was affected by the mild growth in loan liabilities and the fall in base interest rates, and remained at 2% throughout the year. The 6-month EURIBOR, which is the base interest rate for the majority of housing loans, fell in response to the monetary policy measures of the Eurosystem to 0.09% by the end of March 2015.

			The financial standing of households and their ability to repay their loans remain good in 2015 due to the rise in incomes and low interest rates, and so the risks to financial stability arising from households are small.

			2.3. THE REAL ESTATE MARKET

			The housing market

			The Estonian real estate market stabilised to an extent in 2014. Prices rose less quickly in the apartment market, which is the largest share of the total real estate market, and rose by less than those of residential land with buildings and land without buildings (see Figure 2.3.1). Prices rose most in the first half of the year, but the difference between prices in large towns and those in small towns remains substantial. The median price for a square metre of an apartment in Tartu was 1151 euros in the fourth quarter of 2014, which is close to the peak price seen in 2007. Prices of apartments in other large population centres remain some way off the peaks they reached in the boom and the prices of apartments in smaller centres even fell slightly in the second half of the year (see Figure 2.3.2).
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			Following the rapid rise in apartment prices at the end of 2013 and in early 2014, the supply of real estate in Tallinn increased, which was seen in the rise in the number of offers on real estate websites (see Figure 2.3.3). The increase in supply was driven not only by the increase in market activity in response to the rise in prices, but also by the number of construction permits issued, which hit a post-boom record at the start of the year (see Figure 2.3.4). The prices of newly built apartments affect the average transaction price. There has been some change in the structure of the market, which can be seen in the average price rising faster than the median price, as the average price in January 2015 was 12.7% higher than a year earlier, while the median was up by 9.8%.
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			Although real estate prices are gradually rising and those in Tartu and Tallinn are around the peaks they reached in 2007, the situation in the real estate market is quite different from what it was during the economic boom. This is best reflected by the figures for real estate affordability, which compares the median square metre price of apartments to gross monthly wages. The affordability indicator reached 1.8 at the peak of the price boom in 2007 and then fell to 0.8 during the market correction in 2009. It stood at 0.95 in the last quarter of 2014, which means that real estate prices are now mainly rising together with gross monthly wages (see Figure 2.3.5).
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			The commercial property market

			There remains high demand in the commercial property market for class A office buildings, and real estate agencies estimate 5-10% of such buildings are vacant. To meet the demand, large numbers of new top-class office buildings are being built, some in districts where there were earlier mainly class B buildings. Interest in class B and class C buildings has waned a little, and 10-30% of them stand vacant, depending on their location, and the client base for them is more variable.

			Demand continues to be high for new retail space and the construction of retail premises picked up in 2014, as the usable retail space with construction permits was around half as large again as in 2013. It is large individual projects that are behind this extraordinarily fast growth however (see Figure 2.3.6)14.
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			3. THE STRENGTH OF FINANCIAL INSTITUTIONS

			3.1. BANKS

			Quality of assets and the loan portfolio

			The total volume of loans and leases given by banks to the non-financial sector stood at 
15.5 billion euros at the end of 2014, an increase of 2.9% over the year. The loan portfolio continued to grow at the same rate at the start of 2015 (see Figure 3.1.1).
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			The loan portfolio grew mainly because of increased borrowing by companies in the first half of 2014. By the end of the year the volume of loans issued to them was 3.5% larger than a year earlier at 8 billion euros. The sectors that contributed most to the growth of the corporate loan stock were principally real estate, trade, and the primary sector (see Figure 3.1.2), while the largest reduction in borrowing last year was the 12.5% fall in the logistics sector. The corporate loan portfolio was noticeably affected by reclassification15, which caused the loan stock in logistics and manufacturing in particular to decline. The loan portfolio of logistics was 2.5% smaller at the time of the reclassification than it was at the start of the year, and the manufacturing loan portfolio was 12.6% larger.
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			The household loan portfolio continued to grow steadily, increasing by 2.3% over the year to around 7.5 billion euros. The growth is again being led by the steady take up of mortgages in the relatively active real estate market. Around one fifth more mortgages were granted in 2014 than in 2013, and the total mortgage portfolio grew by 2.6% over the year. The total volume of other household loans was almost the same at the end of last year as it was at the start of the year, but the structure of the portfolio changed continuously. The volume of car leases grew by around 8% last year, while consumption loans were down 2.4% and overdrafts and credit cards did not change.

			The quality of the loan portfolio continued to improve gradually and at the end of 2014, 
225 million euros of loans were overdue by more than 60 days, accounting for 1.7% of the loan portfolio (see Figure 3.1.3). The volume of overdue loans fell by 28 million euros during the year, largely because 62 million euros of loans were written down. Although the volume of overdue loans fell over the whole year, it ticked up slightly in the third quarter, primarily because of companies in trade, real estate and construction that had problems servicing their loans. There were also fewer write downs in 2014.
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			The reduction in overdue loans should continue in future, though somewhat more slowly and mainly because of write-downs. The stock of overdue loans was down in all client sectors and corporate sectors (see Figure 3.1.4) except trade, which had the most overdue loans at the end of 2014. As the trade sector only accounts for less than 5% of the whole loan portfolio and less than 12% of all overdue loans, some growth in the volume of overdue loans to the sector is not likely to cause problems for financial stability (see Figure 3.1.5).

			
				
					[image: ]
				

			

			
				
					[image: ]
				

			

			The banks had made provisions of 170 million euros to cover loan losses at the end of 2014, which was equal to 1.25% of the loan portfolio, or 76% of overdue loans by volume. The volume of provisions was down by 36 million euros over the year, which is generally in line with the improvement in the quality of the loan portfolio and sufficient consideration has been given to possible loan losses.

			The securities portfolios of the banks operating in Estonia grew by 14% in 2014 to 1.5 billion euros, and accounted for 7% of assets. One of the largest banks has started to reduce its securities portfolio, and so by the end of February the portfolio of the banks was around 7% smaller than at the beginning of the year. The banks have significantly reduced the share of central government bonds in their holdings (see Figure 3.1.6). Central and local government bonds made up around 37% of the portfolio at the end of 2013, but by the end of February 2015 this had been cut to below 25%. The share of securities of credit and financial institutions has in contrast grown at the same time by about 10 percentage points to 59%. This increase was largely due to investments by one branch in the bonds of its parent. Investments in bonds issued in France and Luxembourg shrank, while those in Denmark, Estonia, Belgium and the USA increased.
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			The conflict between Ukraine and Russia has increased the risk of securities from those countries, but this does not have a major impact on banks operating in Estonia as there were no holdings of Ukrainian securities at the end of February and Russian securities accounted for about one thousandth of the total securities portfolio of the banks operating in Estonia.

			Assessment of the need for a counter-cyclical buffer

			Countercyclical capital buffers are applied to increase the resilience of the banking sector and to reduce the impact of the economic cycle on the lending behaviour of banks. Countercyclical capital buffers need to be imposed if excessively fast credit growth is leading to risks building up and systemic risks increasing.

			The starting point for assessing the need for a countercyclical capital buffer requirement is the credit-to-GDP ratio and its deviation from the long-term trend, the credit-to-GDP gap. The credit-to-GDP gap in Estonia has remained at about -30 percentage points since 2012, and is calculated to remain negative for several years more (see Figure 3.1.7). 
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			However, a negative credit-to-GDP gap does not make it impossible that increases in debt could start to create systemic risks sooner, and so other indicators also need to be considered in the assessment of the need for buffers. It is most important to observe changes in credit growth and how it differs from economic growth. Growth in the loan and lease portfolio to the non-financial sector has been relatively moderate this year and has remained slower than nominal economic growth (see Figure 3.1.8). The Eesti Pank December forecast expects that credit growth in the non-financial sector will be slower than nominal GDP growth in 2015 and 2016, and so Eesti Pank does not consider it necessary to impose countercyclical capital buffers in the second or third quarters of 2015.
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			Liquidity and funding

			Liquid assets increased both in 2014 and in early 2015. The liquid assets of the banks operating in Estonia were at their highest ever levels at the end of February at 5.7 billion euros, having increased by 13% over the year (see Figure 3.1.9). 
As the balance sheet increased by less than liquid assets did over the year, the share of liquid assets in total assets also increased, to around 27% at the end of February. This means the ability of banks to withstand short-term liquidity shocks has increased slightly.
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			All the banks operating in Estonia met the requirements for the liquidity coverage ratio (LCR), which indicates that the banks here should be able to survive short-term liquidity stress episodes in the funding markets. Under the LCR requirement, the highly liquid assets of the banks operating in Estonia should be able to cover from 1 January 2015 the net liquidity outflows during a 30 calendar day stress periods (see Box 3 The new liquidity requirements for banks for more details). The individual figures for the banks at the end of January ranged from 113% to 511%.

			After the European Central Bank made the interest rate on its standing deposit facility negative in June last year, there has been little change in the structure of liquid assets. To avoid the negative interest rates, the banks are mainly holding only the compulsory minimum reserve at the central bank. This means that the portfolios of liquid securities and claims against other banks have increased at the expense of the assets previously held at the central bank. Claims on the central bank provided an average of 20% of liquid assets in the first five months of 2014, but since June the proportion has generally been 5–7%16. At the end of February, claims on the central bank increased as a share of liquid assets by 3 percentage points from their January level to 10%, mainly because of temporary growth in the current accounts of the banks.

			The funding structure of the Estonian banking sector can generally be seen as favourable from the point of view of financial stability. Over 80% of the funds used come from deposits, which are considered a stable source of funds (see Figure 3.1.10). Client deposits have continued to grow, and they were 8% larger in February 2015 than a year earlier. The amount of funds taken from banks did not particularly change in contrast, and was the same in February as a year earlier at 3.2 billion euros. Primarily because of the increase in liquid assets, the market-based funding ratio improved at the end of February17, moving from –9% to –12%.
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			The rapid growth in client deposits has mainly been in demand deposits, as low deposit interest rates do not encourage money to be put in time deposits. The growth in demand deposits has led to a change in the maturities structure of the liabilities of the banks (see Figure 3.1.11). The share of demand deposits in total resources was 7 percentage points higher in February than a year earlier at 60% and it has mainly increased at the expense of term deposits of up to one year. The share of long-term funds with a maturity of over one year increased slightly and was 
1.8 percentage points higher at the end of February than a year earlier at 8.7%.
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			Non-resident deposits grew at the end of last year, mainly through an increase in demand deposits. The annual growth in non-resident deposits stood at 16% at the end of February. The growth in non-resident deposits is generally more volatile than that in resident deposits, and so the risk of outflows of such deposits is larger. The majority of non-resident deposits come from tax-free or low-tax regions, and these accounted for 45% of all non-resident deposits in February 2015. The share of deposits from these areas was around 5 percentage points higher than at the same time last year (see Figure 3.1.12). Deposits from the United Kingdom provided 16% of all non-resident deposits at the end of February, while 9% came from Russia and 8% from Cyprus.
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			Around one fifth of the deposits in the Estonian banking sector are non-resident deposits and that share has changed little for years now. Banks that have a higher share of non-resident deposits hold more in liquid assets than the average, which alleviates the liquidity risks that arise from non-resident deposits.

			The loan-to-deposit ratio has improved consistently since 2009 and at the end of February it was down to 100% (see Figure 3.1.13). Without non-resident loans and deposits, the loan-to-deposit ratio is higher at 120%. Although this is around 2 percentage points better than a year ago, it still shows that resident deposits alone are not sufficient to fund loans to residents.
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			Box 3: New liquidity requirements for banks

			The main priority for banking supervision until the recent financial crisis was capitalisation. The Basel Committee on Banking Supervision did not have a standard for liquidity risk and there was no harmonised method in the European Union for assessing it either. However, a lot of the problems that financial institutions faced during the crisis arose from the liquidity risks they had taken on and not from shortages of capital at first. Harsh lessons were learned from the tendency to finance long-term assets with short-term funds, and it illustrated the clear need to improve the liquidity and funding management of the banks. To strengthen the resilience of the banks to liquidity risk, two liquidity standards have been introduced, the liquidity coverage ratio (LCR) and the net stable funding ratio (NSFR). The LCR is intended to improve the short-term liquidity of the banks, while the NSFR should restrict the risks from an excessive mismatch in maturities over the longer term.

			The liquidity coverage ratio

			The LCR requirement obliges banks to hold sufficient liquid assets that they would be able to cover the net liquidity outflows over a 30 calendar day stress period. This requirement does not prevent them taking on liquidity risk, but it says that in doing so, banks must have sufficient buffers to insure themselves against a short-term liquidity crisis. The LCR was introduced to increase the resilience of the banks to liquidity shocks and to strengthen their short-term liquidity by creating an additional incentive for them to fund their activities from more stable sources of funds.

			The liquidity coverage ratio is calculated from two components:

			
					the value of liquid assets with a high credit rating after deductions for the likely drop in price in a liquidity stress period;

					the net outflow of cash, which is calculated as the difference between the forecast outflow of funds and the estimated inflow during a 30 day period of stress when a part of deposits flows out and it is difficult to roll wholesale financing over. The more stable the funds used are, the smaller the outflow of funds is estimated to be. Several indicators are used in the assessment of stability, among them the length of each depositor’s relationship with the bank and the presence of a state guarantee for deposits.

			

			Banks can adapt their activities to meet the requirements of the liquidity coverage ratio in several ways. One way is to increase their stock of liquid assets or use deposits more as a source of funds. Highly liquid assets include all assets that will not lose their value even at times of stress, or will lose only very little of it. In October 2014 the European Commission published a delegated act18 on the application of the LCR in the European Union. This regulation divides all high-quality liquid assets into three groups and it sets conditions defining the maximum share that assets with different levels of liquidity may provide in the liquidity buffer, and the typical deductions in value that different types of assets should be subject to. Liquid assets, the deductions and the limits within the liquidity buffer are shown in more detail in Table B3.1. The structural features of the European Union financial sector were taken into account when the regulation for the LCR was being drafted for the European Union, which has led the European Union standards to differ somewhat from the Basel standards. An example of this is that a wider range of asset-backed securities are accepted as liquid assets and certain covered bonds are given more extensive recognition in the LCR than under the Basel standard.

			
				
					
						
							
							
							
							
							
						
						
							
									
									Table B3.1. Haircuts, caps and floors for different liquid assets

								
							

							
									
									
									Examples of liquid assets

								
									
									Haircut

								
									
									Percentage of liquidity buffer

								
							

							
									
									Level 1 liquid assets

								
									
									cash, deposits at central bank, Member State government bonds, third country government bonds with at least AA- rating, covered bonds that meet certain specific conditions*

								
									
									0% (covered bonds: 7%)

								
									
									60-100%

								
							

							
									
									Level 2A  liquid assets

								
									
									Third country government bonds and bonds issued by public entities with a 20% risk weight, corporate debt securities (issue size of min. EUR 250m, at least AA- rating),   covered bonds that meet certain conditions*

								
									
									15%

								
									
									
									Maximum 40%

								
							

							
									
									Level 2B  liquid assets

								
									
									Asset-backed securities (underlying assets: mortgages, auto loans, SME loans, consumer loans),  equities that form part of a major stock index, covered bonds that meet certain conditions*, restricted committed liquidity facilities, corporate debt securties (issue size of min. EUR 250m, at least BBB- rating)

								
									
									25%-50% 

								
									
									Maximum 15%

								
							

							
									
									* Covered bonds are subject to a 70% cap in the liquidity buffer

									Source: Commission Delegated Act (EU) 2015/61

								
							

						
					

				

			

			The net stable funding ratio

			The net stable funding ratio requirement supplements the LCR requirement and requires banks to maintain a stable funding structure that matches the structure of their assets and off-balance-sheet activities. This standard limits dependence on short-term sources of funds and helps in assessing the risks of financing. The net stable funding ratio is calculated as the ratio of the available amount of stable funding to the required amount of stable funding and it must be at least 100% to meet the requirement.

			The net stable funding ratio is calculated from two components:

			
					the available amount of stable funding, such as deposits, bonds with long maturities and equity, which is found by applying different weights of between 100% and 0% to sources of funds of different types. The more stable a source of funds is considered to be, the more weight it is given. Long-term sources of funds are assumed to be more stable than short-term sources. The deposits of households and small and medium-sized enterprises are also considered more stable than sources like wholesale funding;

					the required amount of stable funding, to cover loans for example, which is weighted for factors that reflect the market liquidity and maturity of the required stable funding. The more liquid an asset is considered to be, the less weight it is given. This means that short-term high-quality assets need less in stable funds than assets with long maturities such as housing loans.

			

			Implementation of the liquidity requirements

			The LCR requirement is being introduced gradually in the European Union, and will apply fully by 2018, though member states are able to shorten this transition period. The requirement applies 100% in Estonia from 1 January this year. Implementation of the net stable funding ratio has not yet been programmed in Estonia, but it should come into force in the European Union in 2018.

			Box 4: The relations between Estonia's biggest banks and their parents

			A majority of the banks operating in Estonia are subsidiaries or branches of large Nordic bank groups and so their operations are directly connected to their parent groups and to the 
developments in the parent bank’s home markets. Risks from rapidly rising real estate prices and high debt levels have increased in recent years in Sweden in particular, though also in Norway and Finland. Any loss of confidence by international financial markets in the parent banks or in the economies in the home markets could in consequence pose a major risk to financial stability in Estonia. This makes it important to assess how far the operations of the biggest banks operating in Estonia are affected by their parents and whether the relationships have changed over time.

			The large Nordic bank groups mainly entered the Estonian banking market in the late 1990s and early 2000s after the Russian crisis. There was not enough in domestic savings to fund the economy and being part of the Nordic bank groups enabled banks to access international financial markets. Funds from parent banks allowed market share to be increased rapidly, and the funding of the banks relied ever more on obligations to the parent companies. The debt liabilities originating from the parent banks of the four biggest banks peaked in May 2008, just before the global financial crisis hit, at 7.8 billion euros, or 43% of the total liabilities of the banks (see Figure B4.1).
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			During the crisis the bank groups changed their lending policies and the price of funds rose, risk assessments tightened and the credit supply shrank. In the years that followed, the banks preferred to pay back the funds they had taken from their parents and the stock of assets of the banks diminished. During the recovery of the economy and as incomes rose, the growth in deposits from the non-financial sector accelerated and this 
allowed the banks to finance their lending 
more from domestic deposits. The bank groups have not wanted to increase their loan supply substantially in Estonia, even under current economic conditions, and so the role of parent banks in funding the local banks has declined since the crisis.

			Funds from parent banks have been running at less than 20% of the liabilities of the banks since the end of 2012 and the maturities of these funds have dropped significantly in recent years together with their share. Around 70% of the liabilities to the parent banks were held on demand or with a contractual maturity of less than one month.

			The banks operating in Estonia are also related to their parent banks through liquidity management. The liquidity of the banks in the Nordic bank groups is managed at group level and a large part of their liquid assets are in the form of short-term claims on the parent banks. Before Estonia adopted the euro in 2011, the share of assets related to the parent banks was small, but after that the presence of the liquid assets of those banks increased notably (see Figure B4.2). Claims on the parent banks increased again after the European Union decided in June 2014 to introduce negative interest rates on the standing deposit facility at the central bank. The claims of the four largest banks on their parent banks accounted for 90% of the most liquid assets at the end of February 2015, while the value of other liquid assets was quite small at below 2% of all assets.
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			Comparing the claims and liabilities to parent banks reveals that during the time of rapid growth in the economy and during the crisis, all banks had a net position with their parent bank that was deeply negative (see Figure B4.3). This indicator has improved since the financial crisis and has been close to zero since the second half of 2014. The net positions towards the parent banks have varied quite a lot between banks since the crisis, as they have used funds from their parents in different ways.
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			The dependency of the Estonian banking sector as a whole on funding from parent banks has been reduced a long way since the time of rapid economic growth. A larger share of the funds taken from the parents is in short-term funds than was earlier the case. The reduction in funding dependency has been accompanied by closer connections with the parent banks through liquidity management and liquid assets.

			Profitability

			The profitability of banks remained strong in 2014 despite low base interest rates and moderate loan growth (see Figure 3.1.14).
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			The operating profit of the banks was a combined 306 million euros without one-off dividend income. This was around 8% less than in the previous year, but it was still high by the standards of other European countries (see Figure 3.1.15). Low base interest rates have reduced the income of the banks in other European Union countries too, but the accommodative atmosphere for growth has improved the quality of the loan portfolio. The drop in interest income has also been offset in some cases by income earned from service fees and trading portfolios (see Figure 3.1.16). The profit of the banks in Estonia has also been boosted in recent years by the return to performance of loans that had previously been written down, though in 2014 this swelled the consolidated income of the banks by only 2%.
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			The loan portfolio represents a large part of the funding sources for the banks operating in Estonia. The ability to lower the price of funds has become quite limited and a majority of loans are issued with floating interest rates, which means that client interest payments depend largely on changes in base interest rates. The local banks saw their interest income increase by around 0.8% last year, while interest expenses fell by around three times that amount.

			The growth in interest income has mainly been driven by income from bonds, while the income from the loan portfolio has changed little. Interest income was boosted in the first half of the year as new loans were granted with higher margins, but in the second half of the year the continuing decline in EURIBOR came to dominate (see Figure 3.1.17).
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			While banks are able to increase their interest income by investing in riskier activities or assets, the options for reducing interest expenses are rather more limited because the share of very cheap funds is already large. This means that falling prices for funds will have little effect on the profitability of banks in the short term, as a large part of their funds already comes from deposits that they pay little for.

			The challenging environment has led banks to increase their securities portfolios, which could make the profitability of riskier positions more volatile. Even so, the securities portfolios and riskier positions have so far grown only moderately. The strong capitalisation of the banks also means they have sufficient resources to allow them to take on additional risk.

			Fee income increased slightly for the banks in 2014, though mainly through transaction charges and contract fees. The local banks are not as involved in asset management as the Nordic banks and the overall share of fee income has not changed significantly recently.

			As profits have recovered, the wages and bonuses of staff have also risen. The one-off costs of branch closures and staff reductions have also raised costs. The Danske Bank group announced that it is planning to close six of its twelve branch offices19 and guide clients to using electronic channels and payment machines more. This change is however at least partially offset by the increased cost of information technology development and management.

			The trend of shrinking branch office networks and leaving clients to manage their cash and everyday payment orders for themselves is in evidence not only in Estonia, as the banks have acted similarly in other countries in the region, including the Nordic countries. To save costs, cash handling in branch offices is usually stopped first, and clients are directed to use machines for paying in or withdrawing cash as branch offices focus more on providing consultation services.

			In future the profitability of the banks will come under pressure from the continuing low level of key interest rates. The book profitability of the banks will also be affected less in future by one-off income from the return to performance of previously written-down loans. As the local banks are very profitable and very strongly capitalised by international standards, a slight drop in profitability will not pose any threat to financial stability. The biggest risks still mainly stem from potential slow economic growth or unexpected developments in the main export markets of bank clients.

			Capitalisation

			New capital requirements apply for banks in the European Union from 2014, under which their capital must equal at least 8% of risk-weighted assets, and their high-quality core equity tier 1 (CET1) capital must equal at least 4.5% of risk-weighted assets. Additional buffers were subsequently introduced in Estonia with a 2.5% capital conservation buffer from 19 May 2014 and a 2% systemic risk buffer from 1 August 2014. This means that all of the banks licensed in Estonia now need to hold total own funds equal to 12.5% of risk-weighted assets and CET1 equal to 9%.

			The ratio of total own funds in the banking sector rose to 42% by the end of 2014. Around 99% of total capital was core equity tier 1 capital, which increased to 41% of risk-weighted assets (see Figure 3.1.18). The ratio of total own funds climbed by 17 percentage points last year and it leapt up at the start of the year as own funds increased and the reporting methodology was changed. The changes affected how minimum reserves of own funds are presented during the transition period of the Basel I method of calculating capital. The ratio of total own funds rose by around 5 percentage points in the fourth quarter of the year, mainly because one large bank reduced the credit risk requirement in its internal rating methodology20.
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			The financial leverage ratio of the bank groups rose last year by around 1 percentage point to 18% (see Figure 3.1.19). Although the capital ratios rose substantially, the leverage ratio has not changed much since its rise in the first quarter in response to the increase in own funds. In consequence, the capital ratio has risen largely because of the change in methodology and the calculation of risk-weighted assets. Despite this, the capital indicators and the leverage ratio show that the Estonian banking sector is well capitalised. Bank groups prefer to hold as much equity as possible in Estonia because Estonia has the most favourable tax system. The strong capitalisation has led banking groups to start paying dividends to their parent banks out of the income earned in Estonia.
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			Box 5: Forecast and stress test of overdue loans in the banking sector

			Requirements from the macro economy

			The forecast and stress test for overdue loans21 is based on the forecast published by Eesti Pank in December 2014, which expects economic growth to pick up gradually to 2.1% in 2015 and 3.3% in 2016. The revival of growth will draw on returning external demand alongside demand from households. In the baseline scenario the loan portfolio will increase by 3.8% in 2015 and by 4.4% in 2016, mainly through increased lending to companies and moderate growth in housing loans following the stabilisation of the real estate market.

			Three risk scenarios were modelled alongside the baseline scenario as usual, assuming sharply slower growth than in the baseline scenario by 15, 10 and 5 percentage points over one quarter. An additional macro model is then used to connect these shocks to other economic indicators so that their impacts on each other can be considered. From this, three complete risk scenarios of differing severity are produced (see Figure B5.1). The credit risk model is then finally used for assessing the possible impact of the baseline and risk scenarios on the Estonian banking sector.
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			Forecast for overdue loans

			The baseline scenario foresees that the share of overdue loans in the loan portfolio will continue to decline (see Figure B5.2), and the quality of corporate loans and consumption loans in particular will improve over the forecast horizon. Although the share of housing loans overdue is already very small, it will fall further during the period covered by the forecast, by around one fifth in total. Overdue loans will diminish most during the first part of the forecast horizon and they will account for less than 1.5% by the end of 2015 and be close to the natural level that may be considered unavoidable in normal lending activity. It is forecast that the share of overdue loans in the loan portfolio will decline by 0.35 percentage point this year and 0.13 percentage point in 2016. This will be helped by low interest rates and accelerating economic growth, and for households also by low unemployment and steady wage growth. As overdue loans are mostly reduced by write-offs, the actual share of overdue loans may not be as forecast.
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			In the risk scenarios reflecting very unfavourable changes in the real economy, the economic circumstances of borrowers and their ability to repay loans deteriorate sharply, which in turn has a negative impact on the banking sector. Depending on the risk scenario used, the share of overdue loans increases to 1.8–3.3%, and it is consumption loans and corporate loans that see the worst deterioration in quality. The retreat of the shock and the recovery of the real economy then start to reduce the volume of overdue corporate and housing loans, but the quality of the portfolio of consumption loans does not improve during the forecast horizon. Larger banks are less vulnerable to the risk scenario and the share of overdue loans reaches 1.6–2.8% for them, depending on the size of the shock. Smaller banks are more susceptible to the risk scenario and the share of overdue loans reaches 4.4–8.3% for them, depending on the size of the shock. The smaller banks are more susceptible because corporate and consumption loans make up a larger share of their loan portfolios. The vulnerabilities to overdue loans in the risk scenarios have not changed significantly from the last Financial Stability Review and they remain notably less than during the recession of 2008, when the cumulative decline in the economy was close to that in the most negative risk scenario.

			The ability of the banks operating in Estonia to earn profits is good. Even when interest income and service fee income fall in the negative scenarios, profit before loan losses is little lower than in the baseline scenario. Profit exceeds the growth in overdue loans even in the most negative scenario (see Figure B5.3). This means that current profits are sufficient to cover loan losses even in the negative scenarios, and the equity of banks would not decrease.

			
				
					[image: ]
				

			

			Risks related to Russia22

			The banks operating in Estonia are indirectly exposed to risks related to Russia through loan clients whose activity depends partly on trade with Russia. However, the share of such clients in the loan portfolios of the banks is very small, and they account for around 1% of the loan stock of the banking sector. Only a few small banks have granted a significant share of loans to such clients.

			There are however more sectors in Estonia that are indirectly dependent on Russia or affected by risks coming from there, and these include transport and agriculture, which are among the most vulnerable in this context. These sectors account for around 14% of the loans issued to companies in the non-financial sector. The banks consider that the turnover of around one tenth of the companies in the vulnerable sectors largely depends directly or indirectly on the Russian market. If those companies were to have problems repaying loans, it could increase the share of overdue loans in the corporate loan portfolio by around 1 percentage point to 3.1%, and the share in the total loan portfolio to 2.2%. Assuming that all other developments remain the same as in the baseline scenario, the share of overdue loans would then fall to the same level by the end of the period covered by the forecast as it was at the start of it.

			3.2. INSURANCE COMPANIES

			Steady economic growth and higher household incomes aided growth in the Estonian insurance market, as 8% more was taken in insurance contributions than in the previous year. The low interest rates however had a dampening effect on the operating results of life insurers. The net profits of insurance companies registered in Estonia were substantially larger than in 2013, rising by around 13 million euros or 43%. The rise in net profits was driven to a large extent by the results of non-life insurers, as their profit had been low in 2013, and the net profit earned in 2014 was still below the average of the past five years.

			The accommodative monetary policy is likely to leave interest rates at their current low levels for a long time yet and so it remains important for life insurers to adapt their business models to the changed circumstances. In regard to the legal framework, insurance companies are making preparations for the transition to the Solvency II capital requirements. The results of the Europe-wide stress tests run by European Insurance and Occupational Pensions Authority (EIOPA) in 2014 showed that the readiness of Estonian insurers for the transition to the Solvency II requirements is assessed to be average. The factor most affecting the Estonian life insurers that did the tests was interest rates remaining low for a long time23.

			Life insurance

			Like in 2013, the operating results of Estonian life insurance companies were largely dictated in 2014 by low interest rates. Nevertheless, this did not harm the popularity of life insurance products, as the Estonian life insurance market grew by 9% over the year (see Figure 3.2.1). The low interest rates did make the liabilities of the life insurers more expensive though. Above all, an increase in technical provisions has left the insurance technical result smaller in the past couple of years and it was 26% down on 2013.
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			Despite the low interest rates the net income from investments in 2014 was almost triple what it was a year earlier (see Figure 3.2.2). The average return on the investment portfolio increased from 2.1% in the previous year to 5.9%, which is almost double the average rate of return guaranteed to insurance clients of 3% (see Figure 3.2.3). As the return on investment was mainly driven by the rise in asset prices in financial markets, such a rise was probably temporary in nature. Looking only at the return on the investment portfolio may give an excessively positive impression of the profitability and prospects of life insurers. If interest rates stay low, insurance companies will probably not be able to increase their profitability over the medium term by repricing the value of their assets. If the average annual return on investment is adjusted for the extraordinary one-off income from repricing assets, the return on the investment portfolio comes out at 4%.
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			In macroprudential terms it is important to observe whether the search for higher returns has led to increased risks in investments. Although the structure of investments by life insurers has changed to some extent, the investment strategy of Estonian life insurance companies can still be considered conservative. The financial investment portfolio is mainly made up of bonds, and their share increased to 72% in 2014 (see Figure 3.2.4). As it was in the first half of 2014, the share of central government bonds in the bond portfolio was again reduced in the second half of the year, and it fell from 74% to 55% over the year as a whole. The share of bonds from financial institutions increased by 18 percentage points at the same time, and that of corporate bonds increased by 1 percentage point (see Figure 3.2.5). The risk level of the bond portfolio has improved slightly though, as the share of high-quality bonds rated AA- or higher increased from 35% in 2013 to 41% in 201424. The quality of the bond portfolio was also raised by a reduction in the share of non-investment grade bonds.
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			Non-life insurance

			The Estonian non-life insurance market continued to grow in 2014 as contributions to the non-life insurance sector increased by 7% over the year to 261 million euros. Branches of foreign non-life insurers operating in Estonia had 24% of the market.

			Unlike life insurers, the non-life insurers registered in Estonia managed to improve their operating results in 2014. They are less exposed to the risks from low interest rates than life insurers are and their profitability depends principally on the successful management of insurance risks. The technical result from the insurance operations of non-life insurers increased by 7 million euros last year, or 26%. The net loss ratio fell from 65% in 2013 to 58%. Estonian non-life insurance companies collect enough insurance payments at that level to cover the claim payments and operation costs, and also to earn profits.

			Developments in the financial markets in 2014 aided the growth in the profitability of the investments of the non-life insurance companies. Although net interest income was down 12% on the previous year, net investment income tripled to 9.7 million euros due to the repricing of assets. The structure of risk assets has not changed a great deal. The shares of bonds and shares in the financial investment portfolio increased in the first half of 2014 and the share of deposits fell, but the structure hardly changed in the second half of the year.


			4. SYSTEMICALLY IMPORTANT PAYMENT AND SETTLEMENT SYSTEMS

			4.1. INTERBANK SETTLEMENT SYSTEMS

			An average of 759 payments per day were made through the TARGET2-Eesti settlement system for large-value payments in the second half of 2014, with a total value of 956 million euros (see Figure 4.1.1). The number of payments was almost double that of a year earlier, but the total value was 6% smaller. The biggest increase was in the number of cross-border customer payments. Domestic payments were affected by the closure of the ESTA retail payment system in February 2014 while the factor that most affected the value of TARGET2-Eesti was that Estonian banks no longer made any payments in connection with the monetary policy transactions of the Eurosystem. More than 90% of the total value of the system in the second half of 2014 came from cross-border interbank payments, most of which were made within the largest banking groups.
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			Retail payments are settled in the EBA Clearing STEP2 system, which handled an average of around 105,000 domestic payments a day in the second half of 2014, with a total value of 
142 million euros. There were 1% fewer payments than in the ESTA retail payments system a year before, and the total value was 4% smaller. The average size of domestic retail payments made through STEP2 in the second half of 2014 was 1352 euros, and in the past four years it has not changed much and has remained in the region of 1300 euros. The total value of interbank retail payments reflects the general level of economic activity (see Figure 4.1.2).
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			4.2. RISKS TO THE PAYMENT AND SETTLEMENT SYSTEMS AND THE OVERSIGHT ASSESSMENT

			The aim of oversight is to help ensure the safety and efficiency of payment and settlement 
systems. This is done by identifying risks in the systems, analysing them, and giving  recommendations to operators of payment and settlement systems on how to reduce those risks and improve the efficiency and security of the systems.

			Eesti Pank oversaw two systemically important systems in 2014, which were the TARGET2-Eesti real-time gross settlement system operated by Eesti Pank and the securities settlement system operated by the Estonian Central Securities Depository. The card payment system was also brought under oversight at the start of 2015, as it affects the circulation of currency because the volume of card payments in the system is so large.

			TARGET2-Eesti functioned without any major incidents in the second half of 2014, and the availability of the system was 100%. Two incidents in the single shared TARGET2 platform had some effect on the system and on the banks operating in Estonia. The service provider caused a 25-minute interruption to the connection on 15 October, and on 9 December there was an incident where system participants were without information on the functioning of the system at the end of the day, though no payment was left unmade. This incident extended the working time of the system by one hour. These incidents did not impact the availability of the system (see Figure 4.2.1).
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			The liquidity buffers of the banks were sufficient for making settlements without any disturbances and the demand for intra-day liquidity from Eesti Pank was minimal. Only three banks out of six that had set up the intra-day lending facility used the credit line, which is opened against pooled collateral. Overnight credit was not required by any of the banks. The average balance held by the banks at Eesti Pank in the second half of 2014 was 212 million euros. These account balances were reduced following the decision of the ECB on 11 June 2014 to introduce negative interest rates on its deposit facility (see Figure 4.2.2).
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			Banks operating in Estonia use two systems besides TARGET2-Eesti, both of them systemically important Eurosystem payment systems operated by EBA Clearing. These are the STEP2 settlement system for retail payments and the EURO1 net settlement payment system for large-value euro payments, and these cross-border systems also operated without major incident in the second half of 2014.

			The securities settlement system managed by the Estonian Central Securities Depository saw one incident in the second half of 2014, which lowered its average availability rate for the second half of the year to 99.92%. There was an interruption of 48 minutes on 
30 September in the connection of account operators to the securities settlement system because of a network connection problem. Account operators were given due notice of the problem.

			The Central Securities Depository is implementing the recommendations resulting from the assessment of the securities settlement system and it is also implementing important development projects like the preparations for joining T2S and the development of the X-stream settlement platform.

			APPENDIX 1. SHADOW BANKING IN ESTONIA

			The term shadow banking came into use in the USA at the time of the global financial crisis to denote financial institutions other than banks that were involved in securitising bank loans. As these institutions did not fall under financial supervision, there was no control over the assessment and capitalisation of the risks that were distributed during the securitisation process. When the crisis broke, doubts arose about the actual value of the financial assets that had been created, and this played a significant role in triggering the financial crisis. As a result, international organisations, led by the Financial Stability Board (FSB) representing the G20 countries, have put work into monitoring shadow banking by estimating the size of it and assessing the risks it poses to financial stability and how they can be reduced.

			Shadow banking is difficult to define as its nature and its structure can vary widely between countries. It is a rapidly growing and developing area of finance that operates beyond the normal regulatory environment, and so there is a shortage of data on how it operates. The FSB has defined shadow banking as credit intermediation involving entities and activities outside the regular banking system25.

			Credit intermediation using non-bank financial intermediaries or channels can be good for economic development as it offers companies and households an alternative to banks as a source of funding. However it can also bring with it risks to the functioning of the financial system. If non-bank credit intermediaries are left to manage their assets and liabilities like banks, the risks may stem directly from shadow banking in itself, but the functioning of the system could also be threatened by the connections between shadow banking and the regular banking system. Banks may make use of shadow banking to help them circumvent regulation and this could lead risks to build up in the banking system.

			The International Monetary Fund (IMF)26 notes that shadow banking tends to grow faster when requirements for banks are tightening and there is ample liquidity in financial markets. There has been a decline in securitisation in the major economies since the financial crisis, but investment funds, which come under the heading of shadow banking, have grown quickly in size. Shadow banking has rapidly increased a lot further in developing countries after the crisis too, and its growth has even surpassed that of the regular banks. The growth in shadow banking in those countries is still partly related to the natural deepening of the financial system. As strict requirements and high liquidity are likely to endure in the near future, the environment will favour the development of shadow banking in future too.

			Identifying shadow banking

			The FSB recommends that shadow banking be investigated in two stages. First shadow banking as a whole should be identified and defined, then the focus should move to the systemic risks that it creates.

			It is important for the first stage to cover all entities involved in providing credit outside the banking system and all the activities that involve credit outside the banking system. Non-bank entities and non-bank operations are to be found in an environment that does not apply prudential regulation or financial supervision, or that applies them much less than is the case for banks carrying out similar operations.

			The second stage identifies entities or operations that may pose a systemic risk. Such entities operate like banks in that they transform the maturities and liquidity of assets and liabilities, transfer credit risk and use financial leverage, all of which can create significant risks. Transformation of maturities or liquidity by financing long-term assets with short-term liabilities could lead to a process similar to a run on a bank, which could cause systemic risks if it were large enough. The use of leverage can increase pro-cyclicality and this can then lead to sharp falls in financial leverage and to a rapid sell-off of assets.

			Systemic risks can also be caused by the connections between shadow banking and the regular banking system. These connections can arise if banks make shadow banking transactions or if they invest in financial instruments issued outside the banking system. Banks may also be connected to shadow banking if they have taken similar positions to the shadow banking entities and are exposed to similar risks.

			The European Commission published a green paper on shadow banking in 201227, which based its definition of shadow banking on that of the FSB. The Commission identified possible entities and operations that could come under shadow banking, but emphasised that its list was not exhaustive.

			Entities:

			
					Special purpose entities which perform liquidity and/or maturity transformation; for example, securitisation vehicles such as ABCP conduits, Special Investment Vehicles (SIV) and other Special Purpose Vehicles (SPV);

					Money Market Funds (MMFs) and other types of investment funds or products with 
deposit-like characteristics, which make them vulnerable to massive redemptions (“runs”);

					Investment funds, including Exchange Traded Funds (ETFs), that provide credit or are leveraged;

					Finance companies and securities entities providing credit or credit guarantees, or 
performing liquidity and/or maturity transformation without being regulated like a bank; 

					Insurance and reinsurance undertakings which issue or guarantee credit products.

			

			Activities:

			
					Securitisation; 

					Securities lending and repo.

			

			Both the European Central Bank28 and the European Systemic Risk Board29 agreed with the general outline proposed by the Commission. Both of them emphasised however that the definitions should remain flexible as shadow banking is not a static concept and can vary from country to country because both legal systems and changes in the law can be different.

			The European Banking Authority (EBA) started public consultation in March this year30 about the introduction of limits on the positions of banks with shadow banking entities, and within this it proposed a definition of shadow banking. The EBA proposal defines shadow banking in a similar form to that used by the FSB. In its definition, shadow banking entities are those that are engaged in credit intermediation, meaning they carry out banking activities which may include transformation of liquidity and maturities, leverage, transfer of credit risk or other similar activities, but that do not fall under consolidated or individual supervision. This definition does not include entities referred to in Article 2, paragraph 5 or Article 9, paragraph 2 of Directive 2013/36/EU (CRD IV), which are savings and loan associations, and public sector financial institutions. In this the EBA defines shadow banking partly through activities and partly through entities, which should not come under shadow banking as they are covered by financial supervision31.

			The IMF defines shadow banking as financial intermediaries or activities providing financial intermediation that are outside the regular banking system and do not have an official guarantee scheme.

			Estimating the volume of shadow banking

			It is hard to measure the volume of shadow banking because it operates outside the regulated sector and the forms it appears in can vary greatly between and within countries. The IMF has noted that shadow banking in advanced economies is largely a network of financial institutions and operations in which credit intermediation between lenders and borrowers is divided into groups of transactions through securitisation. Shadow banking in developing countries in contrast is mainly used to supply credit from lenders to borrowers32.

			The FSB recommends that the following points should be considered in estimating the volume of shadow banking.

			
					Firstly the broader definition should be considered, which classes as shadow banking all other financial intermediaries (OFIs) as defined in the financial account of the national accounts, other than insurers and pension funds or public sector financial institutions. The advantage of this is that the data are accessible and comparable between countries.

					Secondly, shadow banking can be taken more narrowly to mean non-bank financial intermediaries or transactions that could in themselves present a systemic risk to financial stability. This excludes from the broader definition those financial institutions that do not directly intermediate credit, and financial intermediaries that are part of banking groups and so are subject to financial supervision.

			

			The IMF has proposed an alternative approach whereby the volume of shadow banking is measured by the liabilities that are not related to banks or to the core activities of other financial companies. For a narrower definition this could also exclude liabilities within the financial sector that are not connected to core activities. This approach requires specific data to be available, and so the FSB solution is used more widely.

			Shadow banking in Estonia

			Applying the broadest definition of shadow banking to Estonia, including all other financial intermediaries that are not insurers or pension funds, gives a volume of 6.8 billion euros for the third quarter of 2014, equal to 32% of the financial assets of banks, or 36% of GDP (see Figure A1.1). This definition includes those investment funds that are not pension funds.
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			Savings and loan associations are listed as bank-like deposit-taking corporations in the financial account and the EBA has recommended that these associations should also be left out from the definition of shadow banking. Savings and loan associations do not fall under financial supervision though, so they currently classed under shadow banking.

			Savings and loan associations are cooperative financial institutions whose main function is to provide members with deposit and loan facilities. Their membership has grown sharply in recent years in Estonia, with around one thousand new members joining in 2014, more than half of them joining the Tartu savings and loan association. Members join savings and loan associations primarily because they offer a higher rate of interest on deposits than the commercial banks do, as their rates last year were around 5%. The demand and term deposits they held last year increased by 85% to 22.4 million euros (see Figure A1.2), and the loans they issued increased by 71% in the same period to 23.4 million euros (see Figure A1.3).
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			Shadow banking can also be defined more narrowly as those financial institutions that could present a risk to financial stability. The FSB recommends that this definition should exclude financial institutions that fall under consolidated financial supervision; financial institutions that do not engage in credit intermediation, such as some investment funds; and other financial institutions that do not pose systemic risks. The lease companies that are part of banking groups in Estonia could evidently be seen to fall into this category.

			Defining investment funds is problematic, as at least some of them should probably not be classed under shadow banking. As funds require thorough analysis, and as they are relatively small in size, the definition currently used is all investment funds that are not pension funds.

			The largest group classed under shadow banking is other financial institutions. This includes various lenders and financial companies, and also a large number of companies that have been set up to manage the investments of individual private investors in order to optimise their income tax payments. Financial institutions engaged in intermediating credit, such as instant or pay day loan companies, should be classed under shadow banking, as they could pose a systemic risk. Their activities include transformation of maturities and liquidity and the use of leverage. Shadow banking should not include financial companies that are investment companies established to manage the investments of an individual investor, as long as they do not grant loans or pose systemic risks.

			There has been a lot of public discussion of crowdfunding in Estonia in the past few years. Crowdfunding is a form of funding that uses small investments from large numbers of investors33. The parties to the transaction are mainly brought together over the internet by specialised platforms created for crowdfunding and run by companies that find projects and investors who want to invest in those projects, and provide technical solutions to allow them to do so. Although crowdfunding may seem at first glance to fall under the definition of shadow banking, it cannot really be classed as such in the form it has so far taken in Estonia. As there is generally no transformation of maturities and liquidity, no transfer of credit risk and no use of leverage, crowdfunding in its current form does not pose any systemic risks. Lenders make agreements with borrowers directly, and the company providing the technical platform in most cases does not take any position itself.

			Over five thousand economic units were reclassified by Statistics Estonia as Other Financial Intermediaries from 1 December 2014, though some of them were economically inactive. All companies operating as financial institutions had to register themselves with the Police and Border Guard Board by 1 July 2014, and at the end of March there were more than one thousand such entities registered in the Register of Economic Activities. The law on creditors and credit intermediaries states that anyone providing consumer credit needs to apply to the Financial Supervision Authority for a licence, and this makes it possible to estimate the actual asset volumes and risks of the shadow banking entities engaged in credit intermediation. The Financial Supervision Authority estimates there may be around a hundred applicants for licences.

			The narrower definition of shadow banking currently excludes financial auxiliaries, as they generally do not engage in credit intermediation.

			Under the narrower definition, the volume of shadow banking at the end of the third quarter of 2014 was estimated to be around 
3.9 billion euros, which was equal to 19% of the financial assets of banks, or 21% of GDP (see Figure A1.4). As there are a number of companies listed as other financial institutions that should probably not be classed under shadow banking, this figure can be assumed to overestimate the real amount by a wide margin, meaning the actual volume of shadow banking is probably substantially smaller.
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			Shadow banking in large economies also includes securitisation, or lending against securities, but the financial markets in Estonia are small and illiquid, so there is little securitisation or lending against securities in Estonia, and shadow banking mainly consists of credit intermediation from lenders to borrowers.

			Conclusion

			Shadow banking in Estonia can cover savings and loan associations, financial institutions outside the regular banking system that intermediate credit, and some investment funds. The volume of shadow banking assets cannot be estimated using data from the financial accounts as other financial intermediaries also include companies that do not intermediate credit directly. The law on creditors and credit intermediaries states that anyone providing consumer credit needs to apply to the Financial Supervision Authority for a licence, and this allows the asset volumes and risks to the financial system of non-bank financial intermediaries that engage in credit intermediation to be estimated more accurately.

			APPENDIX 2. ESTIMATING THE EQUILIBRIUM LEVEL FOR PRICES OF ESTONIAN REAL ESTATE

			Rises in real estate prices should generally be in line with the long-term trends in the key economic indicators. Movements in real estate prices may depart from their equilibrium level for various reasons however, and this can lead to the risk of a bubble inflating. As the real estate and credit markets are closely linked, overvaluation of real estate could cause risks to build up in the financial system. This makes it important from the point of view of risks to financial stability to estimate the equilibrium level of real estate prices and how different it is to actual prices.

			Assessing the real estate price gap

			The deviations in real estate prices from their equilibrium value can be calculated in various ways. This analysis uses the method proposed by Harding and Pagan34, which has been developed further by many other researchers35 and by central banks. This approach divides the time-series of real estate prices into their trend and cyclical components36 to calculate the real estate price gap. This gap is found as a ratio of actual real estate prices to their long-term average trend values.

			The real estate market in Estonia has seen both overheating and a subsequent sharp fall in prices. Until 2005 real estate prices37 were mainly below their long-term average level (see Figure A2.1), then in the next four years they rose to as much as 65% above that average. This may have been caused by the transfer of the banks to foreign ownership, a favourable global liquidity climate, and inflows of capital related to accession to the European Union38.
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			Prices fell during the financial crisis, but the negative peak of the gap at around -30% was smaller than the positive peak reached when the economy was growing fast. Prices have again been above their long-term average since the second half of 2013, but the size and duration of the gap do not yet indicate significant imbalance in the real estate market. Over or undervaluation of real estate prices can be identified by examination of other economic indicators as well.

			It is hard to pin down the long-term trends of Estonian real estate prices and other indicators because the time series are generally relatively short and contain periods with different structures. This makes it difficult to find the equilibrium level for real estate prices using the standard model-based methods.

			Estimating the balance in the real estate market from the price-to-rent ratio

			Another way, and one of the most commonly used, of estimating the fundamental value of real estate and its possible over or undervaluation is the price-to-rent ratio. This compares the income from owning and from renting property. In a balanced market, the income from renting real estate should be the same as the current value of future income from owning that real estate39. In this case economic agents should have equal preference for renting or buying property, and the ratio of real estate prices and rents should be close to one. If it is more than one, then potential purchasers would benefit more by renting, which should put downwards pressure on real estate prices. If the price-to-rent ratio remains above its average level for a long-time, it could indicate that real estate is overvalued and there is a risk of a bubble, because purchase prices are probably remaining higher than rent prices because of unrealistic expectations for continued price growth40.

			It is hard to say how far the ratio should deviate from its equilibrium level, and for how long, for real estate to be considered overvalued. The costs of ownership, such as property taxes, property maintenance expenses and depreciation, and changes in them, should also be considered. This means that other indicators should also be observed alongside the price-to-rent ratio.

			If the rises in Estonian real estate prices and rents over the past 15 years are put alongside each other, two distinct periods become apparent from changes in the price-to-rent ratio. The ratio climbed mainly in 2001–2006, but after that its average value barely changed (see Figure A2.2). Part of the rise in the ratio was probably due to the circumstances described above, such as capital inflows, that led to a structural shift.
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			The real estate price-to-rent ratio can be problematic for Estonia as the property ownership rate is particularly high, standing at 92% in 2012, and the rental market accounts for only a small share of property. This means that statistics on rents are not very reliable and do not necessarily give accurate results. Furthermore, the costs of changing ownership status, from renter to owner or the other way, are relatively high, and so the change is not often made in Estonia. This all means that the balance in the real estate market cannot be estimated from the price-to-rent ratio alone.

			Estimating the balance in the real estate market from the price-to-income ratio

			The third method that can be used to estimate the over or undervaluation of property prices is the price-to-income ratio, and changes in it. In contrast to the price-to-rent ratio, the price-to-income ratio compares the cost of buying real estate to average incomes, and the affordability of real estate can be calculated from this. If the ratio rises sharply or remains higher than its long-term average for a long time, it indicates that the accessibility of property has deteriorated, all else being equal, and in most cases that real estate is overvalued. As with the previous indicator the method for finding the price-to-income ratio contains some simplifications. Estimates of the affordability of real estate should also take account of loan servicing costs and changes in lending conditions41, as real estate is generally bought using largely borrowed funds.

			The price-to-income ratio in Estonia was relatively low and not very volatile in 2000–2004 (see Figure A2.3). In the following years rapidly rising prices lifted the price-to-income ratio sharply as well, as wage growth was more modest at the time, and this meant that affordability declined for households. The ratio fell quite a long way during the economic crisis, as real estate prices saw a sharp correction, and in the second half of 2009 the ratio was the same as it had been at the start of the 2000s. Both activity in the real estate market and price growth have recovered since the crisis, and the price-to-income ratio has also risen, but relatively fast wage growth has meant that the affordability of real estate has not deteriorated significantly.
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			This analysis illustrates that different estimation methods give somewhat different results for the equilibrium level of Estonian real estate prices. The least reliable indicator for Estonia is the price-to-rent ratio, because the rental market is small and the quality of statistics on rents is not high. The price-to-income ratio should be preferred to this, as it gives a better picture of developments in the market, while it is also helpful to observe the real estate price gap calculated from the long-term trend.

			**
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Figure 2.3.5. Real estate affordability

median price per square metre of apartments (ieft scale)

mm— monthly gross wages (left scale)
—— affordability indicator (right scale)
1400

1200

1000

800

auros.

600
400

200

0
2006 2007 2008 2009 2010 2011 2012 2013 2014

‘Sources: Estonian Land Board, Statistics Estonia

08

06

04

02

00





OEBPS/image/eJoonis_02-02-05.png
Figure 2.2.5. Financial position of households

financial assets (left scale)
m— ciebt lizbilties (ieft scale)
deposits and cash as a ratio to debt (right scale)

2 85%
80%
20 5%
70%
65%
60%

10
55%
3 50%
45%
o 40%

2008 2009 2010 2011 2012 2013 2014





OEBPS/image/EP_FSY_2015_1_eng_esi.png
Eesti Pank

FINANCIAL STABILITY
REVIEW

1/2015





OEBPS/image/eJoonis_0T-02-02.png
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Figure B2.1. Banking sector total assets to GDP (December 2013)
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Figure 3.1.14. Net profit and net loan

losses of banks

- et prolfit (eft scale)
Nt 08N losses (it scale)

= net profit without extraorcinary financial income (left scaie)
— return on assets (right scale)

500 10%
400
200 5%

0%
-200 ~E)
300

400 -10%

2008 2000 2010 2011 2012 2013 2014





OEBPS/image/eJoonis_0T-05-03.png
Figure B5.3. Profit before loan loss and

change in overdue loans

e profit mmm change in overcue loans

300

250

EUR milion
8
8

8

100

50

0

base 5 10 15 R
base o 5PP 3 3 ussia





OEBPS/image/eJoonis_01-03-06.png
Figure 1.3.6. CDS premiums of parent banking
groups*

basis points

0

2008 2009 2010 2011 2012 2013 2014
Source: Bloomberg

“Aritmetic average of Swedbank, SEB, Nordea and Danske Bank
CDS premiums





OEBPS/image/eJoonis_03-01-01.png
Figure 3.1.1. Annual growth rates of banking
sector loans and leases to businesses and

households

corporate loans
housing loans.

other household loans.

total non-financial sector loans.

10%

5%

0%

5%

-10%

-15%
2000 2010 2011 2012 2013 2014 2015





OEBPS/image/eJoonis_03-02-05.png
Figure 3.2.5. Debt security investment of

insurance companies by issuer

corporate bonds
bonds of credit and other financial institutions
= government bonds

80%
70%
60%
50%
0%

20%
10%
0%

life insurance. non-life insurance





OEBPS/image/eJoonis_0L-02-01.png
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Figure 1.3.7. The major Swedish banks'
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The main risks to Estonian financial stability

A deterioration in the external environment could lead to an economic downturn in
Estonia and worsen the loan quality of banks

A reassessment of the risks to the Nordic economies and banks by financial markets
will increase the financing and liquidity risks of the banks

Rising incomes and low interest rates will accelerate the rise in Estonian real estate
prices, which will increase the risks to the financial system

1 = minor risk and 8 = major risk. The arrow indiicates changes in the risk level from the assessment of October 2014
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Figure 2.3.4. Building and use permits issued
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