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This article is devoted to Estonian banking system. Its condition was analyzed with the financial indicators
using the methodology of the IMF and Basel III. This study has also revealed the impact of the banking
system on the condition of the national economy. It was proved, that the priority task of socio-economic
development of Estonia should be to optimize the financial system on the basis of securing optimal norms,

rules, institutional framework.
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Urgency of the research. In today’s conditions
of the world economy and the movement of capital,
the leading role is assigned to the banking sector as an
important part of the national economy. Through their
financial activities banks can provide both a positive
and a destructive impact on a number of indicators
of countries’ economic development. However, if
in many developed countries the development of
the banking system had already been taken place
over a long period of time, Estonian banking sector
in its present form is a relatively new element of
the financial landscape of Europe. That means that
before gaining independence in 1990 the country did
not have an autonomous national banking system
and it was impossible to talk about the existence of
Estonian experience in managing a banking system
that brings together private lending institutions.
That is why the assessment of financial stability of
the banking system of the country and its role in
the national economy is an urgent problem.

Actual scientific researches and issues analysis.
The renowned scholars’ sustainable research devoted
to the role of the banks in the national economy has
begun since the twentieth century. Thus, I. Fisher
studied the influence of banks on the growth of money
supply in the process of lending to the economy.
J. Schumpeter formulated a thesis about the impact
of banking on the level and growth of national
income. The Keynesian theory is represented by
the model of the macroeconomic equilibrium of IS-LM,
which allows us to find such a ratio of interest rates
and income levels, which at the same time achieves
equilibrium in the commodity and money markets
[1, p. 272]. Also the historically important and
positive role of bank capital in the development of
economic relations was repeatedly noted by K. Marx.
In the scientific work «The Capital» he described
the mechanisms for supporting the “productive
forces of the capitalist society” with a particular role
assigned to banks with their "free capital” [2].

Modern economists are also actively engaged in
studying the issues of the banking sector's impact
on economic growth. So, having got acquainted
with the works of the contemporary researchers,
such as M. Slovpov [3, p. 55-69], E. Zlyvko
[4, p. 4], I. Lomachynska [5, p. 247-252], it can
be concluded that the existing relations between the
banking system and economic growth may depend on
the development of the economies of the countries,
indicators of financial depth, financial magnitude
and others.

Experts from international economic and
financial organizations, in particular the World
Bank, the International Monetary Fund (IMF), are
also intensively conducting research on this topic.
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Uninvestigated parts of general matters
defining. All research on this topic for Estonia ends
in 2001-2004, and therefore needs further study.

The purpose of the article. The main purpose
of this work is to determine the peculiarities of
functioning of Estonian banking system, as well as
to analyze its impact on the national economy.

The statement of basic materials. Estonian banking
sector is relatively small, highly concentrated, with
a high share of foreign capital. Its assets make up
117% of the country's GDP. Eesti Pank (the Bank of
Estonia) is an independent central bank. As Estonia is
a part of the euro area, the Bank's main tasks are to
assist in defining the monetary policy of the European
Community and in implementing the monetary policy
of the European Central Bank. Eesti Pank is also
responsible for the management and administration
of official currency reserves of Estonia, as well as
for control of overall financial stability and support
of reliable and well-functioning payment systems.
Eesti Pank is responsible for the circulation of cash
in Estonia [65].

Estonian large banks work as universal banks
covering a wide range of market segments, while
smaller banks focus on a certain range of services. In
1992 there were 42 banks operating in Estonia. Over
the next few years, the number of banks had shrunk
mainly due to the mergers and acquisitions. Today
in Estonia there are 15 banks, including 6 domestic
and 9 foreign banks (branches and subsidiaries).
However, the total assets of domestic banks make
up only 8.68% of the consolidated bank assets [6].

Most of the banks controlled by foreign capital
are owned by Nordic banking groups, which makes
Estonian banking sector dependent on the economy
and banking sectors of the Nordic countries (Denmark,
Finland, Norway and, to a greater extent, Sweden).
The market is mainly distributed between Swedbank,
SEB Bank, Nordea Bank and Danske Bank. LHV
Bank is the largest bank based in local capital, it has
3.8% of the assets of the banking sector. Banks serve
2.2 million customers through 83 branch offices.
Estonian clients are served by 1.8 active current
accounts per capita and 1.25 active online accounts
per one resident. Estonian banks have issued 1.4 bank
cards per inhabitant, 80% issued cards are debit
cards and 20% are credit cards. About 60% of retail
payments were initiated by bank cards and more
than 99% of payment orders have been executed
electronically since 2009. Only 4% of the population
receives income in full or in part in cash [6].

For the analysis of the Estonian banking sector
stability, number of indicators were selected in
accordance with the methodology for assessing
the financial stability of the IMF and Basel III.
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Adequacy and availability of capital determine
the resistance of financial institutions to abrupt
changes in the state of their balance sheets.
The most common indicator of capital adequacy is
the ratio of regulatory capital to risk-weighted assets
[8, p. 67]. In Estonia this indicator exceeds
the normative value of 6% during the whole period
under review, which is much higher than in neighboring
countries (in Lithuania and Latvia) (see Figure 1).
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Fig. 1. Bank regulatory capital to risk-weighted
assets in Estonia in the period of 2005—2014, %
Source: [9]

Thus, the average of this indicator for Estonia in
2005-2016 was 17.45% with a minimum (11.5%)
in 2004 and a maximum (35.7%) in 2014. Even
during the recession, which led to significant losses
of borrowed resources in 2009-2010, the capital
adequacy of banks in Estonia was high, which was
largely a positive result of the previous anti-crisis
measures that provided high capital buffers.

The ratio of bank nonperforming loans to total
gross loans identifies the quality problems of assets
in a loan portfolio [8]. Following the dynamics
of the indicator, the significant deterioration in
the quality of the bank loan portfolio of Estonia
during the crisis period of 2008—2009 can be noted
(see Figure 2).
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Fig. 2. The ratio of bank nonperforming loans
to total gross loans in Estonia
in the period of 2005—2016, %
Source: [10]

But despite this, the indicator was the best in
the region, and starting in 2011, the ratio of bank
nonperforming loans to total gross loans began
to decline. In 2016 it reached a mark of 0.97%.
That means that the quality of the loan portfolio
remains high.

In 2011 the adoption of the operational base
of monetary policy in the euro area significantly
changed the structure of liquid assets. The volumes
of liquid assets influenced not only on changes
in deposits, but also the changes in the operating
environment. Thus, as a result of convergence
within the euro area, the requirements of minimum
reserves of banks were decreasing gradually during
the second half of 2010: from 15% to 2% in early
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2011. In January 2012 the requirement for minimum
reserves was reduced to 1% . Reducing the reserve
requirement led to the issuance of a significant
amount of mandatory reserves, which were partially
exchanged for call bids to the commercial banks
(mainly parent companies). Although some banks
reduced their total liquid assets by returning funds
to their parent banks, their total amount remained
virtually unchanged. After the European Central
Bank made a negative interest rate on its deposit
in June 2014, there was practically no change in
the structure of liquid assets. To avoid negative
interest rates, banks now have only the minimum
required central bank reserve. This means that
portfolios of liquid securities and claims to other
banks increased at the expense of assets previously
held by the central bank [11, p. 30—43].

In recent years the growth of liquidity of
banking assets (see Figure 3) can be observed.
In 2014-2015 their share increased to 21.82% and
25.24% respectively.

30

25 42524

1,82
20 9341032
m
15

2,35

2008 2009 2010 2011 2012 2013 2014 2015

Fig. 3. The ratio of liquid assets to total assets
in Estonia in the period of 2008—2015

Source: [10]

All banks operating in Estonia met the requirements
for the liquidity ratio (LCR) set out in Directive IV.
At the end of January 2015 individual figures for
banks fluctuated from 113% to 511%.

Estonian banks are considered to be the most
profitable in the Eurozone and the European Union.
According to the European Central Bank, Estonian
banks outperform other European banks in terms of
return on assets (ROA) and return on equity (ROE) [12].

In 2016 the profitability of banks was slightly
lower than a year earlier, but was still high. Estonian
banks earned more than €357 million net profit in
2016. The profitability of the assets of the banking
sector of Estonia was one of the highest in the euro
area over the past five years. Revenue was backed
up by a growth in net interest income due to low
interest expense, an increase in the loan portfolio
and an increase in the average interest margin
earned on loan portfolios [21].

Banks now have deposits of 16.3 billion euros and
manage their loan portfolios of 17.7 billion euros.
The growth of demand for deposits in the real sector
in recent years has enabled banks operating in Estonia
to provide their financing mainly through domestic
deposits of individuals. Cash flows from internal loan
repayments and growth in real sector deposits are
sufficient to finance current credit turnover [6].

With regard to the size of loans issued, by
2014 it tended to decline (see Figure 4). This can be
attributed to the deterioration in corporate financial
performance due to the weak export demand and
the rapid increase in the cost of labor. Investment
activity was weak, and therefore the companies’
demand for loans did not increase. However,
in recent years the situation has improved.
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The potential of loans to companies and households
is supported by both improving liquidity and at
the expense of low loan servicing costs and the rapid
growth of household incomes [13].
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Figure 4. Loans to the private sector
in the period of 2008—2016, % of GDP
Source: [13]

Average interest rates on the new loans did
not change in 2016. The average size of long-term
corporate loans issued in December 2016 was equal
to 2.2%. Average interest rates on new residential
loans also remained virtually unchanged (2.2%) [6].

Thus, according to the results of the evaluation
of financial stability indicators, we can speak about
the decent state of the banking system of Estonia
at the present stage. But in order to determine its
impact on the country's economy, a regression model
based on the Barro regression was constructed.
For the analysis, statistical data was compiled over
the past 20 years (from 1995 to 2015) [10].

The annual growth rate of GDP per capita (Y)
was chosen as indicator of economic growth and was
selected as a dependent variable. As the independent
variables in the model the following indicators were
chosen: bank lending to GDP (X1); share of total
bank assets to GDP (X2); capital investment to GDP
(X3). X1 indicates the importance of the banking
sector (financial depth) in the economy. Thus, this
indicator should answer the number of issues, like
whether the financial depth of the banking sector
affects the rate of growth of GDP per capita, and if
so, then how much.

Indicator X2 is also referred to as an indicator
of the scale (ecsiu Tyr mmeercssi B Bumy Mmaciirad
WJIN YpOBEHb, TO JIydllle cKasaTh scope/level) of
the banking sector. It shows how many resources
which can affect economic growth this sector owns.

Thus, the joint contribution of these indicators
should answer the question: how significant is the impact
of the financial depth and scale of the banking system
on the development of the country’s economy.

X3 (which shows the dynamics of investment
processes in the economy) was added to the model to
consider the sustainability of the first two indicators.

Thus, after the certain calculations, we have
received the following equation of the banking sector's
influence on the economic well-being of Estonia:

Y= -8,889 — 0,362*X1 + 0,503*X2 — 0,155*X3 (1)

According to the model's evaluation, we can
conclude that it can be used, since the R2 is
0.880 that means that the model is significant at
the level of 88%.

Other model indicators point to its adequacy.
All coefficients of t-statistics are higher than
the t-criterion.

Concluding with regard to the financial depth of
the banking sector (X1), it can be said that it has a
reverse relationship and stands in the first place among
the influential indicators in the country's model.

As a rule, an increase in the volume of
lending positively effects on the growth of GDP.
The availability of borrowed funds for business and
the population gives them the opportunity to increase
investment and consumer activity, which increases
the scale of production. But overly high debt, on
the contrary, threatens to reduce production due to
the need to distract a significant amount of funds
to pay interest and debts. For different countries
and at different periods of time, the optimal level of
debt varies. In the Baltic States the ratio of lending
to GDP is very high and averages over 67% over
the past 8 years. Therefore, it has a negative impact
on the growth of the economy and has a reverse
dependence in the model.

According to the obtained models, the scale
indicator (X2) has a positive value for Estonia.
The high significance of this factor means that
Estonian banking sector has sufficient resources to
use financial and credit mechanisms to stimulate
economic growth.

Conclusions. To sum up, we can say that
the banking sector of Estonia is quite stable. Banks of
the country are characterized by sufficient security
of issued loans; there has been an improvement
of the quality of the loan portfolio and the growth
of liquidity of banking assets in recent years. Banks
in Estonia are considered to be the most profitable
in the Eurozone and in the European Union in terms
of return on equity and assets.

Capitalization in the banking sector is at
a high level, and rapid deposit growth had provided
sufficient funding to gradually increase lending
volumes. Despite the weak external demand,
unchanged economic activity supported corporate
revenues and stimulated the labor market.
The financial situation of households and
enterprises in Estonia has also been improved, as
their debt has decreased and their financial assets
have grown. As a result, Estonia's economy has
become more resistant to potential external shocks
and has become a solid foundation for balanced
lending growth. However, according to the results
of the constructed regression model, there is
a negative impact of significant lending volumes,
but the state of financial and credit mechanisms
of the country is still capable of stimulating
economic growth.

Other risks for financial stability in Estonia
are taking place primarily due to the uncertainty
caused by the sovereign debt crisis in Europe
and low projections for the growth of the euro
area. However, financial markets have maintained
their high confidence in the leading Nordic banks
(in particular, to Scandinavian banks that
dominate in the Baltic countries) and contributed
to the strengthening of Estonian banking sector
in recent years. At the same time the weakened
economic position of the euro zone may adversely
affect the ability to repay loans in the northern
region due to the reduction of external demand.
In addition, the parent banks’ high dependence
on market financing makes them vulnerable to
potential inconvenience in financial markets.
And thus the banking system of Estonia becomes
vulnerable too. Therefore, the priority task of
socio-economic development of the country should
be to optimize the financial system on the basis
of securing optimal norms, rules, institutional
framework. But achievement of certain tasks
will be possible under the conditions, if Estonia
maintains its macroeconomic stability.
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®OIHAHCOBA CTIMKICTb BAHKIBCbKOI CMCTEMM ECTOHII
Y CYYACHMX YMOBAX TA II POADb Y HAHIOHAABHIM EKOHOMILI

Pesiome

VY crarTi fizersesa mpo 6aHKiBebKy cuctemy Ecrowii. IlpoananisoBano ii cTaH 3a H0momMoroio iHAHCOBUX ITOKAa3-
HUKiB BigmoBiguo mo meroxuku MB® i Basens 3. BusBieHo BB 6aHKIBCbKOI cUCTEMU HA CTAH €KOHOMIKMH.
IoBeneHo, 110 IEPIIOUEPTOBUM 3aBIAHHAM COIiaIbHO-eKOHOMIUHOT0 po3BUTKY EcToHII Mae craTu ontmmisaiis
¢iHaHCOBOI CHCTEMU HA OCHOBi 3aKPiNJIEHHA ONTHUMAJIBHUX HODPM, IIPABUJI, iHCTUTYIiHHNX PAMOK.

KarouoBi cimoBa: GaHKiBchbKa AifAnbHICTH, peHTabeJ bHICTH, JIKBiAHICTH, HOCTATHICTH KamiTasy, perpeciiiHmit
aHais, Ecrownid.
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Tpoxumenko O. A.
Opecckuil HAMOHANBHBIN yHUBepcuteT umenu .V. MeunukoBa

OMHAHCOBASI YCTOMYMBOCTH BAHKOBCKOM CMCTEMbI DCTOHUM
B COBPEMEHHBIX YCAOBUAX MU EE POAb B HALTMOHAABHOM DKOHOMMKE

Pesiome

CraTbsa mocBsAlleHa 0AHKOBCKOM cucTteme JcTounu. IIpoaHaIn3snpoBaHO ee COCTOAHUE C IIOMOIIbI0 (hMHAHCOBBIX
mokasaresieil mo meroguke MB® u Basensa 3. BrelaBiieHO BiIusAHNEe 0OAHKOBCKOM CHUCTEeMBI HA COCTOSHHE HAIIHO-
HaJIBLHOUM 5KOHOMUKU. [[oKa3aHO, UTO IEPBOOUYEPEHON 3aZlaueil COUATIbHO-9KOHOMUUYECKOTO PA3BUTUSA OCTOHUU
IOJIKHA CTATh ONTHUMU3aNusa (PMHAHCOBOM CHUCTEMbI HA OCHOBE 3aKPEIJIEHUS OINTUMAJbHBIX HODPM, IIPABUJ,
WHCTUTYIINOHAJIbHBIX PAMOK.

Karouespie cioBa: 0aHKOBCKAas esiTEIbHOCTb, PEHTA0EIbHOCTb, JUKBUIHOCTH, [JOCTATOYHOCTH KAaIuUTaJa,
perpecCUOHHBIN aHaanu3, CTOHUI.



