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1 In September 2005 one bank did not meet the mandatory reserve requirement by 0.12 percentage points (nearly 

half a million kroons in case of a claim amounting to 52 million kroons). This was, however, a single technical 

miscalculation in liquidity management and the banks have no essential problems with meeting the mandatory 

reserve requirement. 
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Liquidity Environment and Domestic Financial Markets

The euro area monetary policy interest rates have remained unchanged at the level of 

June 2003 and the Estonian interest rate environment continues to be expansive. 

Meanwhile, the liquidity situation in the Estonian fi nancial sector has remained stable. 

Upon attracting large amount of external resources the ratio of liquid assets increased up to 

22.7% in the fi rst half of 2005. Credit institutions’ kroon liquidity in the settlement system has 

remained strong and meeting the minimum reserve requirement has not created diffi culties 

for the banks1.

Developments in the Estonian money market have remained stable – kroon quotations 

in the money market were lowered several times in the fi rst and second quarter, as of mid-

August the three-month TALIBOR was at the level of 2.33% and the six-month TALIBOR at 

the level of 2.39% (see Figure 4.1). As the euro area interest rates have not dropped similarly, 

these developments have resulted in a somewhat decreased difference between the money 

market interest rates in Estonia and the euro area. 

The primary bond market was temporarily fairly active in the second quarter due 

to banks’ bond issues, while the turnover of the secondary market remained at the 

customary level of 4.1 bn kroons in the second quarter. Stock market developments 

included the sales of Hansapank’s shares in the fi rst half of 2005, but the withdrawal of 

Hansapank from the stock market at the beginning of the third quarter reduced stock market 

capitalisation by more than two thirds. Despite the addition of several new companies to the 

stock market, the market activity of the third quarter has remained low after the withdrawal of 

Hansapank. 

Figure 4.1. Money market interest rates of the Estonian kroon and the euro (%)
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Figure 4.2. Interest rates of the domestic non-fi nancial sector

Due to low money market interest rates in the euro area and tight competition in the 

Estonian banking market, loan interest rates of the non-fi nancial sector declined in 

the second quarter, which considerably boosted the debt burden growth. The average 

interest rate on long-term household loans dropped to 4.1% in the second quarter of 2005, 

remaining 0.3 percentage points below the level of the end of 2004. Meanwhile, the interest 

rates on household housing loans have continued to fall due to strong competitive pressures 

in the banking sector, reaching the level of 3.1%. 

Interest rates on long-term corporate loans remained at an average of 4.4% in the second 

quarter of 2005 (see Figure 4.2), which is comparable to the beginning of the year. During the 

fi rst months of 2005 the average interest rate on long-term loans in the non-fi nancial sector 

stayed at a level comparable to the end of 2004. The average interest rate on long-term kroon 

deposits of the non-fi nancial sector increased somewhat in the second quarter of 2005 and 

reached the level of 2.8%. 

Money Supply

Monetary growth was faster than usual in the fi rst half of 2005. Annual growth in the 

intermediate monetary aggregate (M2) stood at an average of 31.4% at the end of the second 

quarter (15.8% at the beginning of the year; see Figure 4.3). Annual growth in the narrow 

monetary aggregate (M1) was 30.3%, which was 13.8 percentage points higher than at the 

beginning of the year. 

While in previous periods the growth in M2 relied mainly on the increase in stock of demand 

deposits, in the second quarter of 2005 the growth was signifi cantly affected by the increase 

in time deposits. Partly, the growth in time deposits was infl uenced by one-off factors – at the 

beginning of the second quarter the revenues from the sales of Hansapank’s shares were 

received by residents. On the other hand, time deposit growth has also been fostered by the 

continuation of the general upward trend that began in the middle of last year. However, the 

volume of money market funds did not signifi cantly increase during the fi rst half of 2005. 

The annual growth in demand deposits amounted to 31.8% in the second quarter and the 

growth in time deposits reached 36.2%; the respective indicators of the fi rst quarter were 

20.8% and 18.3% on average. Related to the beginning of the summer vacation period the 
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Figure 4.4. Quarterly growth in residents’ deposits and domestic non-fi nancial sector 

debt burden (EEK bn)

Figure 4.3. Annual growth in money supply

amount of currency in circulation increased in the second quarter. The increase in currency 

turned out to be greater than expected, exceeding the growth of the previous year’s second 

quarter by 50%. At the end of the second quarter, the amount of currency put into circulation 

reached 9.4 bn kroons. 

In the second quarter, household deposits increased twice as much as in the fi rst quarter, 

altogether by a record 3.6 bn kroons. Corporate deposits also grew relatively well, i.e. by 2.6 

bn kroons. The increase in both, household and corporate deposits, was affected by the funds 

received from the sale of Hansapank shares also in the second quarter 2005. 

Non-Financial Sector Borrowing

The debt burden of the domestic non-fi nancial sector continued strong growth also 

in the second quarter. Compared to previous quarters the credit to the non-fi nancial sector 

increased by a record level, i.e. twice more than in previous quarters (by 11.9 bn kroons), 

which raised the annual growth in the debt burden to 40.8% (see Figure 4.4). Rapid credit 

growth also continued in the third quarter. 
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Figure 4.5. Financing of the domestic non-fi nancial sector by the fi nancial sector 

(annual growth)

The fast growth was partly caused by statistical changes, but primarily by an increase in 

corporate as well as household loan volumes. The rise in borrowing was also supported by 

continually low interest rates as well as banks’ loan campaigns. 

The growth in the household credit amounted to 5.4 bn kroons in the second quarter 

(the earlier largest increase in the fourth quarter of 2004 was nearly twice smaller). Household 

credit increased as expected mainly due to loans for acquisition of dwelling. The share of the 

loans for acquisition of dwelling in the household credit has been gradually growing, reaching 

nearly 77% in the second quarter. Meanwhile, other household loans (except study loans) 

also increased more than twice as much as real estate loans and leases (see Figure 4.5).

Corporate credit increased by 6.5 bn kroons in the second quarter, exceeding, similarly 

to household loans, the earlier largest increase (in the fi rst quarter of 2005) nearly twice. In 

the second quarter, the debt burden of the non-exporting sector grew signifi cantly, out of 

which 60% comprised the increase in real estate loans and leases (3.0 bn kroons). In the 

second quarter, construction sector loans increased over several years (by 0.2 bn kroons). As 

to the credit to the exporting sector, the faster growth achieved in the fi rst quarter continued 

(1.6 bn kroons). The credit to transport, communications and manufacturing companies also 

kept increasing. 

In previous years, household as well as corporate credit has grown faster in the second half 

of the year. In the environment of continually low interest rates the credit to the non-fi nancial 

sector is thus expected to increase rather than decrease. 

Capital Flows

Rapid infl ow of foreign capital continued in the fi rst half of 2005. The positive fi nancial 

account balance declined thrice compared to the fi rst quarter of 2005 and comprised 1.9 bn 

kroons. Just like in the previous quarter, the second quarter of 2005 witnessed exceptionally 

large capital movements between accounts on the fi nancial account, which were mainly 

related to the completion of buying up the shares of Hansapank. The changes refl ected in 

a decrease in portfolio investment and an increase in direct investment. By the end of the 

second quarter, direct investment amounted to 57.5% of the total investment (51.9% at the 

end of the fi rst quarter). The share of portfolio investment dropped from 21% to 14% and other 

investment accounted for 28%. 
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The banking sector played an important role in attracting foreign capital, particularly in the 

second quarter. External liabilities of the banks increased by 8.12 bn kroons in the fi rst half of 

2005. Banks attracted most of their external capital through time deposits and bond issues. 

The external resources were used mainly for fi nancing active demand for loans and for 

refi nancing prior liabilities. During this period banks’ external assets decreased by 5.18 bn 

kroons, which resulted in a net outfl ow of capital through banks amounting to 2.9 bn kroons. 
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