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ABSTRACT

Estonia's Emerging Financial System: Progress and Prospects

by
Gail Buyske and Elisabeth Rhyne

August 1993

This is one of four country studies of financial sector reform in
Bulgaria, Hungary, Poland, and Estonia. It was commissioned by
USAID to assist the USG in planning programming in this sector.
Each report examines the macrofinancial environment; the
functions of central banks, including bank regulation and
supervision; the future role of state banks, the development of
banking services, capacity development in the banking system, and
the role of donors. A synthesis report was also prepared to draw
common findings and lessons from the four country studies.

This study highlights two important policy decision that the
Estonian central bank has taken to set a firm context for future
development: (1) the decision to establish the currency board
which helped to establish confidence in the currency and dealt
swiftly with 1nflatlon, and (2) the government's strong response
to the banking crisis which injected prudence into the banking
system far more effectively than many alternative policies would

have done.

At the same time, weaknesses remain which need to be addressed,
including continued containment of the banking crisis to build
public confidence, improving the quality and quantity of retail
banking services for individuals, developlng the money market and
other forms of interbank cooperatlon, 1mprov1ng the legal
foundation for secured lending, and improving the skills of bank
staff and management.

The report concludes with observations and recommendations for
U.S. Government assistance.

G/EG/EIR:FDuncan:9/12/94:FINEST.B53
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SECTION ONE

ESTONIA’S UNIQUE PATH

Since gaining independence in 1991, Estonian experience in building a modern financial system
has differed in tive important respects from the experience of most Central and Eastern European (CEE)

countries:

The Currency Beard. In June 1992, Estonia launched its own curreacy, the kroon, under
a system known as a currency board — which requires that all central bank liabilities be
backed by foreign: exchange reserves of the Bank of Estonia (BoE, the central bank), pegs
the exchange rate to the German mark, and prevents BoE from lending to the government.
The currency board was instrumental in reducing inflation quickly to a manageable level,
and shapes numerous other aspects of the financial system.

Frozen Accounts in Russia. Because some Estonian banks were formerly part of the
Soviet banking system, and because of continuing trade with Russia, several important
banks had large portfolios of claims against Russia. These accounts were trozen by Russia
in January 1992, causing considerable difficulty for exposed banks, and ultimately helping
to provoke a major banking crisis.

Private Banks. The Estonian financial market is characterized by the development of
private banks to a greater degree than are the markeis of several other CEE countries. At
present, the largest bank (based on capital) is mostly privately owned, the second largest
is fully state-owned, and the third largest is fully privately owned. Thus, the future
development of the financial system is not synonymous with the restructuring of state banks.

Caveat Owner/Depositer. BoE has taken a more free-market approach to banks than have
central banks in other CEE countries, as demonstrated during the banking crisis of late
1992. BoE closed failing banks — generally without protecting depositors — and carried
out a relicensing process that reduced the number of banks from 43 to 23.

Distance from the Privatization Process. Unlike most CEE countries, Estonia’s financial
system problems have not centered on the resolution of bad debts to state enterprises. An
unmanageable bad loan problem had not surfaced as of spring 1993 and is unlikely to do
so, given that only a small portion (13 percent) of bank assets takes the form of loans to
state-owned enterprises (SOEs).

These five characteristics set Estonia apart from other CEE countries. Accordingly, Estonia
represents a very different model with which to contrast other experiences. Two of these five
characteristics are important policy decisions that the Estonian central bank has taken — decisions that
have already served Estonia well and that set a firm context for future development. The decision to
establish the currency board helped to establish confidence in the currency and dealt swiftly with inflation.
Second, the government’s strong response to the banking crisis has injected prudence into the banking
system far more effectively than many alternative policies would have done. Both of these decisions may
help speed the transition to a modern financial system.



Nevertheless, remaining weaknesses pose significant risks for the Estonian financial system, and
policy makers will need to take action to reduce the vulnerability of the system. The banking crisis may
not be entirely over, as weak banks remain. To build public confidence in the system (thereby increasing
deposits and thus the basis for lending), it is important that the authorities demonstrate their containment
of the crisis. They must be able to ensure that institutions are operating under sound banking principles.
The system will remain vulnerable to additional bank failures until legislation is passed and regulations
are implemented that tighten behavioral rules for banks; BoE increases its capacity to supervise banks;
and banks begin submitting more reliable, relevant, and timely information about their financial condition.

In addition to reducing these risks, Estonia has several important tasks to undertake to build the
conditions for a full-service competitive banking sector that actively serves a financial intermediation
function. These include improving the quality and quantity of retail banking services for individuals
(including revamping the Savings Bank), developing the money market and other forms of interbank
cooperation, improving the legal foundation for secured lending, and improving skills of bank staff and
management. These changes will make increased financial intermediation possible.

The findings sketched above constitute the major themes of this paper — themes that will be
ampiified throughout. Section Two examines the financial system environment, with a focus on activitics
carried out by BoE, including the currency board and bank supervision. Section Three looks more
closely at the banks themselves, their structural evolution, and their service development. This section
will cover the 1992 banking crisis and its resolution. Section Four reviews capacity development by both
BoE and commercial banks, and details donor assistance activities in this sector. Section Five makes
brief concluding recommendations to donors.



SECTION TWO

THE FINANCIAL SYSTEM ENVIRONMENT

MONETARY POLICY

Estonia’s monetary policy, as well as its fiscal and foreign exchange policy, is driven by its
adoption of a currency board, according to which all central bank liabilities must be 100 percent backed
by foreign currency reserves held by BoE and pegged at a fixed exchange rate of 8:1 to the German
deutsche mark (US$ 1=EEK 12.3). Under currency boards, there is no scope for the central bank to
manipulate interest rates or credit levels in the banking system, to act as lender of last resort, or to lend
to government. As a result, it is often claimed that currency boards completely replace monetary policy.
In fact, in a pure currency board system, such as that in Hong Kong, there is no central bank and only
bank notes are backed by hard currency.

Estonia employs a hybrid system, which differs from the pure model in two respects. First, in
addition to bank notes, the reserves of the commercial banks that are held with the central bank are also
backed by hard currency. Second, BoE maintains a small surplus of reserves (the so-called Banking
Department), which allows it some very limited scope for policy actions.

A key advantage of a currency board for newly independent countries such as Estonia is that it
"ties thie government’s hands" by committing the government to a well-defined course of monetary policy
in which the central bank’s liabilities are backed by foreign assets. This is important for a government
that needs to establish its credibility quickly, including creating confidence in long-term price stability.
A currency board also dictates important features of fiscal and foreign exchange policies.

Since the introduction of the Estonian kroon and the currency board system on June 20, 1992,
inflation in Estonia has steadily declined. Until that date, Estonia had been in the ruble zone and its
inflation resembled the high levels characteristic of Russia. Inflation for the full year 1992 was more than
800 percent; the annual rate for 1993 is estimated at 40 percent.

There are two points to note in the relationship between the currency board and relative inflation
rates in Estonia and Germany, where inflation is approximately eight times lower than in Estonia. The
first point is that the introduction of the kroon and the currency board was accompanied by price
liberalization and the removal of government subsidies for a wide range of goods and services. The
consequent price increases resulted in inflationary pressures that initially counteracted the deflationary
impact of the currency board. This initial price adjustment influence appeared to abate by early 1993.

Second, because currency boards maintain a fixed nominal exchange rate between two currencies,
adjustments that reflect real differences between the two economies are reflected in interest rates and
prices and, therefore, in inflation. Several specialists anticipate that Estonian inflation will remain higher
than inflation in Germary for two major reasons. ne is the likelihood of more rapid econcmic growth
in Estonia related to the reconstruction of the economy. The other is that prices in a service economy,
such as Estonia sezms to be becoming, are more flexible than prices in economies with a large
manufacturing base. However, proviaed that the higher inflation rate is based on higher productivity and
not on supply shortages, this dnes not endanger the viability of the pegged rate in the near term.



Interest rates in a currency board system are market determined. They move to equilibrate the
supply and demand for foreign and domestic currency when the nominal exchange rate is fixed. The
central bank has limited resources with which to influence interest rates. Furthermore, since the central
bank is not a lender of last resort and therefore does not operate a discount window, it cannot indicate
which interest rates it considers appropriate. The current Estonian banking law states that all interest
rates are established freely by the commercial banks.

Interest rates in Estonia are higher than in Germany, although the explanation involves more than
differences in the relative rates of inflation. The evolution of interest rates since the introduction of the
kroon reflects extremely high lending risks, reflecting economic and political uncertainty; reliance on the
funding spread as an important source of bank profitabiiity; and a decline in inflation. Posted lending
rates are between 30 and 40 percent, although observers state that actual lending rates are higher. The
average cost of funding is likely to be less than 15 percent.

Although a defining feature of a currency board is the extent to which it reduces discretion in
monetary policy (and, in the case of pure currency boards, eliminates all such discretion), there are ways
BoE can exercise monetary policy "on the margin." The first concerns the level of excess reserves BoE
maintains for unforeseen u es, including the provision of temporary commercial bank liquidity. These
excess reserves consist of pre-World War II funds returned to Estonia aftcr the currency reform (and
therefore not needed to hack existing central bank liabilities) and interest earned on the currency board’s
reserves. BOE has an informal agreement with the International Monetary Fund (IMF) that this level of
excess reserves will not fall below $20 million. To the extent that the Estonian authorities use their
discretion to utilize this reserve, they are exercising their own monetary policy. Second, reserve
requirements levied on banks are another tool of monetary policy available to the Estonian authorities;
the reserve requirement is currently 10 percent.

In conclusion, the currency board and the increasing confidence in exchange rate stability appear
to have contributed to declines in inflation and interest rates. The still-relatively-high interest rates reflect
several other factors common to an economy undergoing economic reform. Development of an Estonian
money market could make an important contribution to establishing a base interbank lending rate
comparable to the federal funds rate in the United States and therefore could result in more interest rate
convergence.

FISCAL POLICY

The most important feature of fiscal policy in Estonia is BoE's lack of ability to fund any
government fiscal deficits. This feature is a direct outcome of the currency board, because BoE cannot
create liabilities that are not backed 100 percent by foreign reserves. The Estonian banking law also
prohibits BoE from providing such deficit funding. As a result of this structural deterrent, as well as
considerable resolve on the part of the Estonian government, Estonia achieved a fiscal surplus in 1992
and is budgeted for the same in 1993. (Estonia is also said to have had a fiscal surplus in 1591, when
it was still in the ruble zone, but these accounts are difficult to decipher.) It should be noted that the
currency board does not prohibit the government from having fiscal deficits; it just prohibits the central
bank from financing deficits. :

Estonia was able to increase its tax revenue base in 1992 by increasing the value-added tax (VAT)
from 10 to 18 percent and by introducing graduated personal income taxes. Its main sources of tax
revenue are VAT, excise taxes, and personal income taxes collected through wage withholding.



Enterprise taxes contributed 17.4 percent of tax revenue in 1992 and are projected to contribute 11.9
percent in 1993. They are the weakest source of potential tax revenue for the next several years because
of the impact of economic reform on enterprise performance.

The main apparent threat to fiscal stability is the social safety net. Social security taxes are
currently not adequate to finance the safety net requirements, which are anticipated to grow as economic
reform proceeds. Registered unemployment, for example, was 3.2 percent in April, and the estimate for
effective unemployment is 7 percent. It is reasonable to assume that Estonia will eventually experience
the double-digit unemployment characteristic of its neighbors. This and other economic hardships related
to economic reform will put tremendous pressure on the government to provide additional social
assistance. This looming problem is well understood by the government and is a partial explanation for
the government’s deliberate approach to privatization.

Some relief to a potential dcficit problem could be provided by issuing government securities
domestically. The Estonian government has not yet taken this step for a number of reasons, including
the simple technical reason that such a market does not yet exist. It appears that the government is also
concerned about the slippery slope that this method of deficit financing potentially represents. (With
regard to the banking crisis, the government did issue a 300-million-kroon 10-year bond to recapitalize
the Northern Estonian Bank, which resulted from the merger of two of the closed banks.)

In conclusion, it appears that there is a successful synergistic relationship between Estonia’s
currency board and its fiscal policy. The currency board enforces fiscal discipline, and the government’s
willingness to submit to that discipline in turn increases the likelihood that the currency board can be
maintained.

FOREIGN EXCHANGE POLICY

A currency board also has a dominant influence on foreign exchange policy, because the central
bank must stand ready to convert deutsche marks into kroons and kroons into deutsche marks at the
currency board’s pegged rate. Therefore currency boards imply complete convertibility at a fixed rate,
although the degree of control over actual convertibility (who can do so and under what circumstances)
can vary according to the government's policy. Estonia has effective current account convertibility and
capital account controls. The government considers these controls necessary to prevent large capital
outflows during a period when confidence in the future of the Estonian economy has not been fully
achieved. It should be noted, however, that capital controls are often not effective, because of the
number of ways they can be circumvented.

Enterprises in Estonia are required to surrender foreign currency receipts at the pegged rate unless
they can demonstrate that they will need the foreign currency for future imports. Enterprises that
demonstrate a valid need for foreign currency for current account transactions can purchase that currency.
Following the monetary reform there was a moratorium on opening new enterprise foreign currency
accounts in or outside Estonia. Previously owned accrunts could be maintained, but new funds could
not be added. This moratorium on enterprise accounts was lifted in April 1993, although enterprises
opening such accounts must get approval from BoE and demonstrate a business rationale for the accounts.

Individuals can also purchase foreign currency as needed. Individuals were able to retain any
foreign currency accounts that they held prior to the monetary reform, but they have not been able to add
to those accounts or to open new foreign currency accounts. With regard to the capital account, foreign



investors are free to convert and repatriate their kroon earnings. Other capital account transactions must
be approved by BoE.

Estoniz does not have an interbank foreign exchange market, largely because the banks do not
have adequate confidence in one another’s creditworthiness to take on the counterparty risk. As aresult,
BoE also exchanges currencies other than deutsche marks with the banks. Estonia also has a foreign
exchange auction marxet intended fur commercial (in contrast to individual or tourist) transactions, out
it does not operate daily.

It is estimated that Estonia achieved a small current account surplus in 1992, when inconie on
services (notably shipping and port fces) compensated for a trade deficit. In 1992, Finland edged out
Russia as Estonia’s largest trading partner. Capital account data are incomplete, particularly for Estonia’s
private sector. The most significant change in the capital account is because of the return to Estonia of
assets that had been placed overseas by the Government of Estonia before World War II.

THE MONEY MARKETS AND THE STOCK MARKET

Estonia does not yet have a money market. As a result of the currency board, BoE does not
operate a discount window. In addition, interbank lending is not common because banks do no* -.ave
enough reliable financial information about one another to accarately assess the risks of such lending.
Earlier this year, BoE attempted to assist in the development of this market by providing an interbank
reserve clearing system. However, the banks did not make use of this capacity. A further contributing
factor, at least in the short term, is that many Estonian banks are extremely liquid and have little need
to borrow in a money market. During 1993, reserves held at BoE have at times exceeded 20 percent,
compared with the required reserve level of 10 percent. As of May 1993, reserves were approximately
18.5 percent. One apparent reason for this high reserve level is the increased caution inspired by the
banking crisis. Interest is not paid on these reserves.

BoE is continuing its efforts to develop a money market, which will also provide the banks with
a way to earn income on their surplus reserves. In May 1993, BoE established the first auction of its
negotiable short-term certificates of deposit (CDs). (The basis for the CD issuance is excess international
reserves held by BoE, to comply with the currency board requirements.) Auctions will be held every two
weeks, and the CDs will have maturities in the range of four weeks. BoE will maintain a secondary
market in the CDs. It is aniicipated, that initially, the CDs will be held to maturity, but, as the banks
become more sophisticated, the CDs could be traded among the banks and also could be used for
repurchase agreements. Because the CDs represent essentially riskless collateral that can always be
redeemed by BoE, the problem of a banking partner’s creditworthiness is reduced.

The initial CD issue was S5 million kroons, of which 2.5 million kroons of the issue was
purchased. The average annual interest rate on the certificates was 8.92 percent. BoE is introducing this
new product gradually because of uncertainty about its market acceptance. An additional reason for the
gradual introduction is that these CDs will have an impact on the money supply in the short run. If these
CDs become a widely used tool for liquidity management by the commercial banks, and — in particular
— if some portion of these CDs can be counted against the reserve requirement, these CDs could play
a role as one of the key rates against which other interest rates are set. This role would be reinforced
to the degree that there is not a significant domestic market in government securities.



The only government security of note issued to date is the 300-million-kroon 10-year bond to
recapitalize the Northern Estonian Bank, which was created from the merger of two of the banks closed
in 1992. It appears that these bonds may have been underpriced at 10 percent. Consideration is being
given to increasing the marketability and tradability of these bonds by stripping the coupons and selling
the different maturities separately.

The Estonian stock market is at least as undeveloped as the money market and appears to be
further away from active functioning. Estonia does not yet have a securities trading law nor the technical
infrastructure for a secondary securities market. Currently, there are five or six companies issuing shares
on the primary market. These shares can be resold only to the original broker or to the issuing company
itself. A major impetus to the development of the stock market could come with privatization of the
large-scale enterprises, depending upon whether the government decides to offer shares to the public as
part of this process. (Current legislation calls for shares to be available to the public, but thexr® is an
ongoing debate about this approach, in particular because it reduces potential income to the governn:ent
when compared with selling the assets to foreign investors. However, any changes to the program would
require changes to the highly sensitive privatization legislation.) Because the Estonian stock market is
undeveloped, the role of banks in providing enterprise fundirg has added importance.

THE BANK PAYMENTS SYSTEM

Considerable progress has been made in the interbank payments system in Estonia. A clearing
system has been established at BoE and most, if not all, banks are connected to it by computer. All
domestic payments among, banks are made through this system. The completion of this system, as well
as enforcement of a BoE requirement that all payments settle in two days (with a 0.5 percent penalty per
day of delay), has helped clear up the payment delays of up to several weeks, common in 1992. At least
as important a factor in reducing payment delays was the moratorium on the three banks that were the
major perpetrators of the delays. The rapid disappearance of major payment delays demonstrates the
extent to which slow payments tend to result from incentives, rather than from technology alone (as is
often thought). When BoE set clear incentives in favor of rapid settlement, banks were able to comply.

Although these are substantial improvements, the interbank payment system could be improved
further by developing a system for direct bilateral settlements between domestic banks. This would
reduce one step in the payment process as well as increase the confidentiality of payments. Several
Estonian banks plan to join the internation: * automated clearinghouse system SWIFT this year, and they
may be able to take advantage of that system to develop a domestic payments system, at least ameng
SWIFT members. In any case, development of a more widely based domestic direct payment system will
require greater cooperation among the banks and may be an appropriate task for the banking association.
(However, the banking association does not yet appear to be very active.) A bilateral payment system
will also require greater confidence among the banks in one another’s creditworthiness, because the
bilateral nostro accounts needed to make payments represent a form of credit exposure.

Pending introduction of SWIFT, internationa! payments to western countries are made bilaterally
(that is, not through BoE) on the basis of telex instructions. Payments to other Soviet successor states
are macCz through BoE, which maintains accounts with the central banks of these countries.

The other ncticeable shortcoming in the domestic payments system is the lack of a check payment
system. Almost all transactions are carried out in cash, which puts a heavy burden on bank personnel
and clients and is a drag on overall system efficiency.



THE TAXATION AND LEGAL ENVIRONMENT

Estonia has made substantial progress in establishing the legal framework for banking activities,
although this remains an ongoing process. The most significant banl:-related legislation passed in the Dast
nine months is the law on bankruptcy, which establishes the rights of banks when loans are not paid and
which contributes to increasing borrower discipline. Since the bankruptcy law became effective last
September, some companies have been forced into liquidation by the tax authorities and some by larger
creditors such as the encrgy supply companies. The ligquidation of Tartu Commercial Bank has also
forced some of its borrowers into bankruptcy. It is not clear whether many banks have directly used the
law to force their borrowers into bankruptcy. This is most likely to occur only when there are strict
requirements for reporting past due loans; otherwise, there are limited incentives for bankers to initiate
bankruptcy proceedings (with the one possible exception noted below). Several bankers commented that
they had not yet had enough experience with the bankruptcy law and its implementation by the courts
(which themselves are inexperienced) to form a judgment on the law’s impact on their business.

There is one twist to bankruptcy proceedings in Estonia that deserves note. In contrast to Chapter
11 in the United States, which is designed to give borrowers protection from their creditors and some
time to reorganize their business as a going concern, the focus of Estonian bankruptcy law is on providing
value to creditors. Partly as a result, bankruptcy has the potential to be "in competition” with the
privatization process. When a creditor forces a borrower into liquidation, the creditor receives the
proceeds. However, when the government privatizes an enterprise, it is the government that drives the
process and receives the proceeds. Although creditors will have rights in the privatization process, they
may see it in their interest to take the initiative and pursue liquidation of their borrowers with overdue
loans, rather than waiting for such borrowers to be privatized. As a result of this potential risk, there
may be some changes to the bankruptcy law or to its implementation, to prevent its serving as a legal
route to asset stripping.

Progress has been slower in completing a law on secured lending. Estonia had a draft law on
secured lending prepared last fall (with the assistance of EC PHARE), but this draft law was subsequently
superseded by a new draft based on Estonia’s pre-1940 legislation. This draft law is currently in
Parliament. The law also provides for a central registry of security interests.

The lack of a law on secured lending is considered by many Estonian bankers, as well as foreign
advisers, a major impediment to lending — in particular, to long-term lending. There is little doubt that
this is a contributing factor, as well as one of the factors that can be resolved at least partly by law. Such
a law will assist in collateral-based lending against assets for which there is clear title, such as products
made by privately owned enterprises. However, there remains considerable property in Estonia,
including land and state-owned enterprises, where the assets are subject to restitution claims or where they
will be privatized. Until these ownership issues are resolved — a resolution that already has been a
lengthy process — the law on secured lending will have only a partial impact. Other impediments to
longer term as well as to project- based lending are discussed below. The law on secured lending,
although extremely important, is not a panacea.

Banks in Estonia arc taxed in the same way as enterprises, at a rate of 35 percent of profit. In
addition, banks are entitled to make deductions for loan loss provisions. The precise tax treatment of the
provisions, however, is somewhat controversial, because of lack of clarity in the regulation. Estonian
banks are permitted to set aside in reserves, including loan loss reserves, up to 25 percent of income, and
this amount is deductible for tax purposes. However, the income on which the 25 percent is calculated
is not well defined, and it appears that different banks use different income figures, such as net income



before versus after interest expense, and so forth. A related issue is that currently the banks are lending
quite a low portion of their total assets, yet are able to avoid taxes by building up 25 percent reserves that
bear no relationship to the size of their loan portfolios. The U.S. Treasury advisor on taxation favors
reserves based on actual loan and interest income.

In conclusion, the taxation and legal environment for the Estonian banks is well into the
development process. However, although enactment of laws is extremely important, it is only one of
several factors affecting the banks’ operating environment. Some of these issues, such as privatization
and establishment of ownership rights, can be legislated, but others, such as developing confidence in
long-term interest rate stability, take time.

PRUDENTIAL REGULATION AND SUPERVISION

The introduction to this review highlighted the bank regulatory and supervisory environment as
one of the critical weaknesses in the Estonian banking system. This topic can be broken down into the
following categories: the nature of the information provided to the supervisory authorities, the ability
of the authorities to analyze that information, and the ability of the supervisory authorities to take prompt
and appropriate steps based on their analysis.

The challenge to adequate bank supervision in Estonia begins with the nature of the information
provided to the Supervision Department of BoE. Estonia does not yet have standardized accounting
principles; an accounting standards board has just been formed and has just begun work on this project.
Furthermore, although banks are required to have their annual financial statements audited by an outside
firm, this requirement has not yet been enforced. Therefore, in several cases the only check on the
accuracy of the information nrovided to BoE is through on-site audits conducted by the Supervision
Department.

The lack of standardized accounting principles has several implications; only those implications
related to the banks’ loan portfolios will be noted here. First, there are no prohibitions against
capitalizing interest payments on past due loans or against continuing to lend to borrowers with past due
loans. Second, although BoE has issued a regulation that requires provision against past due loans, this
applies only to loans past due for one year or more funless the company has gone bankrupt in the
interim). As discussed earlier, it appears that provisions for and reporting of past due loans is dominated
by tax considerations, rather than by the principle that financial statements must represent a bank’s
financial position fairly.

Estonian banks provide balance sheet and other information to BoE on a monthly basis, with some
reports provided more frequently. Although a standardized chart of accounts is not yet used, a new
interim format has been in use since January. This format is considered an improvement over the
previous format, but it still suffers from inconsistencies in the way the underlying information is
calculated. This will be partly mitigated by a project just completed to revise the financial requirements
made of the banks, including balance sheet ratios based on the Basle Accord. The banks are also being
provided with instructions about how to calculate these ratios. The deadline for complying with these
regulations is January 1, 1994.

An additional shortcoming in the information available 1o the Supervision Department concerns
bank ownership. Although it is known who owns the banks directly, the question of who in turn owns
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those owners remains largely in secrecy. As a result, concentrations in bank lending to shareholders and
potential concentrations in bank ownership are not always apparent.

At least as important as the information provided is the ability of the Supervision Department staff
to analyze the information promptly and accurately. Although earlier reports by foreign advisors have
noted that information provided from the banks to BoE is dispersed among several departments, this
process appears to have become streamlined. The Department of Statistics is the primary initial recipient
'f information as well as the locus of responsibility for working out what information is required.
Nevertheless, it remains unclear why the Supervision Department has not played a larger role in
determining what information is required from the banks.

A member of the Supervision Department commented that the volume of current demands forces
the department to act as "janitors" rather than as "doctors” — it cleans up problems as they occur, but
is not yet able to take steps to prevent problems from occurring. It is not completely clear why this is
the case; a lack of siaff seems to be too simple an answer for a central bank that has been so effective
in fulfilling so many of its other functions. However, at least part of the answer does lie here; the
department head, for example, was responsible for managing the recent moratorium of Revalia Bank,
which clearly took time away from longer term develcpmental issues. In contrast to countries in which
the majority of banks are still state-owned and may face political or fiscal incentives to circumscribe bank
supervision, there do not appear to be similar reasons why BoE or other players would not want the
Supervision Department to function effectively.

The supervisory staff currently consists of 10 individuals, who were deemed by an IMF mission
to be well qualified. Staff are undergoing various training programs in different countries. In addition,
their work is supplemented by an EC PHARE advisor. However, it must be stressed that progress in
developing the department’s capabilities moves together with improvement in the information provided
to the department by the banks.

The final supervisory issue is the ability of the Supervision Department to impose credible
sanctions on banks that do not report information as required or provide information that indicates
corrective steps are needed. Since summer 1992, BoE has been increasing its ability to enforce its
authority over the banks. Amendments to the bank law were made in July 1992 that gave BoE the right
to impose moratoria on banks that were deemed in weak condition, and this authority was exercised in
November. The amendments also gave BoE the right to apply economic sanctions — that is, fines —
against banks that did not comply with required balance sheet ratios or clearing procedures. The existing
law already gave BOE the right to cancel bank licenses under defined circumstances.

It appears at least one bank recently under moratorium was providing misleading if not false data
to BoE. One would assume that the impressive exercise of authority by BoE in imposing moratoria has
been a significant incentive to other banks to provide accurate data. However, one BoE staff member
noted that during on-site inspections, data collection can be thwarted by banks that have something to
hide. Therefore, it appears that the sanctioning power of BoE requires further strengthening. Since this
power already exists in the law, one can only conclude that it must be enforced in practice. Presumably,
providing more transparent financial information to better trained supervisory staff will be a step forward
in this direction.

Banking legislation in Estonia is being revised. Estonia lias been operating under a banking law
passed in December 1989 that covered the activities of both the commercial banks and the central bank,
supplemented by the charter of BoE. The banking law has had several amendments. Under the urging
of the IMF, Estonia has drafted two banking Jaws, one on the central bank and one on financial
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institutions. A draft of the central bank law is currently in Parliament and a draft of the credit institutions
law is before the BoE board. It is expected that both laws will be passed before the end of summer 1993.
The laws are not expected to provide any major departures from the current law and statute. One of the
important features of the law on credit institutions is a framework for controlling risks in lending to
shareholders as well as in bank purchases of corporate equities. (To date there have been few equity
investments by banks, because other operations are more profitable.) Several foreign advisers provided
input into these laws based on the current banking law and central banking statute.

The current banking law attempts to maximize the independence of BoE, and consultants from
the Bundesbank have made suggestions for further enforcing that independence. Clearly, the existence
of the currency board bolsters BoE's independence, because it removes monetary policy from political
influence. Competition between BoE and the Ministry of Finance over potentially overlapping areas of
influence, such as the management of state banks, appears to be limited.

In conclusion, of the three elements of bank supervision noted at the beginning of this section,
the most critical are the nature of the information provided to the Supervision Department and the
Department's prompt and incisive analytical capabilities. The third issue, credible sanctions, is dependent
on these other two elements and was presumably given a big boost by the moratoria. Progress is being
made in both of these areas; technical assistance should focus on speeding this process up.
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SECTION THREE

THE DEVELOPMENT OF THE BANKS

THE RECENT EVOLUTION AND THE CURRENT STATUS OF ESTONIAN BANKS

Prior to the perestroika era, the Estonian banking system consisted of branches of the six Soviet
state-owned banks headquartered in Moscow (five specialized banks and the central bank). These
branches took their orders from Moscow, and they served mainly as transfer agents for the central
government. The Estonian branches had neither autonomy of action nor access to the deposits they
generated, which were held in Moscow.

The perestroika era brought the beginnings of bank reform to Estonia. The first commercial bank
to be formed in the Soviet Union was the Tartu Commercial Bank of Estonia, founded in December 1988.
Tartu Commercial Bank was originally owned by state enterprises because there was minimal private
enterprise at the time; its principal significance was its ability to act independently of the Soviet and
Estonian governments.

From this period until Estonia’s independence, there was considerable conflict between the Soviet
and Estonian authorities regarding the Estonian banking system. In November 1989, a Soviet law was
passed that allowed the Baltic republics a greater degree of economic independence, including the right
to establish and organize their own banking systems. This law did not include the right to establish their
own central banks, but Estoria argued that it cculd not have its own banking system without having its
own central bank. Estonia passed its own banking law in December 1989, which included establishing
BoE. BoE coexisted for two years with the Estonian branch of Gosbank (the Soviet central bank).

During this period, different relationships developed between the branches of the five specialized
Soviet banks and their headquarters. The general trend, enforced by Moscow’s deteriorating control in
all realms, was for increased independence of the Estonian branches. Some of them were restructured
as joint stock banks, with injections of capital from state-owned enterprises and the private sector. Some
branches of the Agricultural Bank were spun off into individual banks. In addition, a number of
indigenous private banks were formed. These different processes resulted in a total of 43 banks in
Estonia by autumn 1992,

It is important to note that, because the transfer of the banking system from Soviet to Estonian
hands also meant a large-scale transfer from Russians to Estonians, the banking system (particularly BoE)
is largely staffed by people who, although lacking experience, are market-oriented (having no pre-
established habits under the old system). This phenomenon helps explain why Estonia has taken such a
strong market approach, and also helps explain the relative importance of private banks in Estonia.

In fate 1992, several banks began to experience severe difficulties in making payments, brought
on by an inability to recover claims against Russia — an inability that rose from Russia’s freezing of
assets in January 1992 — as well as by non-performing domestic loans. In November 1992, BoE
declared moratoria on the activities of three banks, Tartu Commercial Bank (majority privately owned),
the North Estonian Shareholders Bank (statc-owned), and the Union Baltic Bank (majority privately
owned). The purpose of the moratoria was to halt all the activities of these banks while BoE studied the
extent of their problems and possible solutions. This process took several months, at the end of which



14

the Tartu Commercial Bank was closed and the other two banks were merged and recapitalized. BoE
then carried out its already planned relicensing process for the entire banking sector, a process whose
main feature was an increase in the minimum capital requirement from EEK 3 million to EEK 6 million.
As a result of the crisis and its resolution, the number of banks in Estonia dropped from 43 to 23. Ten
of the smaller land banks merged into a single bark, six banks have gone into liquidation, and four closed
voluntarily (presumably because of inability to raise capital).

The following observations help identify the array of existing banks:

®  The leading private commercial banks are Hansa Bank and the Bank of Tallinn; smaller
banks include Keila Bank, Evea Bank, and Tallinn Business Bank. Some of these banks
have partial ownership by government entities and state-owned enterprises.

®  BoE owns Hoiupank (the Savings Bank) and the Estonian Investment Bank (an investor and
on-lender of donor credit lines).

® The Ministry of Finance owns controlling shares in the North Estonian Bank (the
government commercial bank created from the merger of two banks under moratorium).
It owns minority shares in the three agricultural banks (the Estonian Land Bank, the
Estonian Union Bank, and Rahvabank), the Estonian Social Bank, and Innovation Bank.

® The banks based on the previous Soviet specialized banks are the Social Bank, the Bank for
Construction and Industry, the agricultural banks, the Savings Bank, and the North Estonian
Shareholders Bank.

®  Only one foreign bank is operating, the Baltic American Bank. Foreign participation in
other banks is negligible.

As Table 1 shows, even the larger Estonian Banks are quite small. Only the larger banks are
highly leveraged, probably because the smaller banks have not yet been able to attract deposits. Estonian
bankers worry that a single strong foreign competitor could enter and dominate the market, given thz low
minimum capital requirement. Further increases in the minimum capital requirement are expected.

The consolidated balance sheets for the banking sector (Tables 2 through 5) show a young system
suffering from the withdrawal of foreign deposits following the introduction of the kroon and from the
shock of the banking crisis. The assets of the banking sector in Estonia have been shrinking throughout
the past year, from EEK 6.2 billion to EEK 4.7 billion. Only in 1993 has the decrease begun to slow.
The data show a slight nominal increase in March 1993, but this is nevertheless a decrease in real terms.
The decrease is concentrated in foreign-denominated (generally hard currency) deposits, which Estonian
companies and individuals had been holding in local banks. At the time of the currency reform, it
became illegal for Estonians to hold deposits in foreign currencies or to add to their accounts (although
they could keep existing accounts). Some Estonians converted their foreign accounts to kroons, as the
increase in demand deposits during September shows. However, it is clear that many of these foreign
deposits left the financial system, either to be held in cash or to be invested (not quite legally) in foreign
banks. Unfavorable rates paid on deposits and low confidence in the banks (in the clear absence of an
implicit deposit guarantee) are further disincentives to placing deposits in the domestic banking system.
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TABLE 1

BANKS OPERATING IN ESTONIA, BY SIZE OF ASSETS

March 1993

{millions of kroons)

Name of Bank Type/Commients Capital | Assats | Capital/Assets

Social Bank minority state-owned, was 44.8 818.4 0.05
Soviet bank

North Estonian Bank state-owned, merger of two | 44.3 656.6 0.07
banks under moratorium

Hansa Bank private 29.9 575.4 0.05

Estonian Union Bank agricultural bank, from 57.1 495.4 012
merger of nine land banks

Savings Bank oniy retaii bank, no loans, 1 434 .1 0.002
owned by central bank

Bank of Construction and was Soviet bank, state- 15.1 256.7 0.06

industry owned, aimed at industry

Estonian Land Bank agricultural bank 9.1 136.5 0.07

Tallinn Bank private and SOE ownership 11 134.5 0.08

ERA Bank private 7.9 82.1 0.10

Nowe Bank private 7 71.6 0.10

Estonian Investment Bank owned by central bank, an 70.9 70.9 1.0
on-lender

Narva Commercial Bank private 9.8 67.2 0.15

Estonian Credit Bank private 14.1 57.4 0.25

Virumaa Commercial Bank private 9.6 54.6 0.18

Revalia Bark in liquidation 11.3 53.1 0.21

Esttex Bank private 8.4 48.1 0.17

Rahvabank land bank 7.1 46.7 0.15

Evea Bank private, small business bank 12.2 45.5 0.27

Estonian Foreign Exchange specializes in foreign 6.6 32.2 0.20

Bank exchange

Innovation Bank partially state-owned 5.2 24 0.20

Keila Bank private 5.5 23.6 0.23

Tallinn Business Bank aimed at Russian 7.7 11.8 0.65
community

Baltic American Bank foreign-owned 4 10.6 0.38




RESERVES
CASH
DEPOSITS WITH CENTRAL BANK
IN KROONS
OF WHICH:REQUIRED RESERVES
IN FOREIGN CURRENCY
IN RUBLES
FOREIGN ASSETS
FOREIGN CURRENCY
CASH
CLAIMS ON FOREIGN INSTS.
RUBLES
CLAIMS ON GOVERNMENT
CLAIMS ON CENTRAL GOVERNMENT
CLAIMS CN LOCAL GOVERNMENT
CLAIMS ON OTHER FIN.INSTITUTIONS
CLAIMS ON SCES
CLAIMS ON PRIVATE SECTOR
BUSINESSES, COOP & PVT. ENT.
INDIVDUALS
OF WHICH IN FOREIGN CURRENCY
OTHER ASSETS
FIXED ASSETS
CREDITS IN TRANSIT
CLAIMS ON BEANKS
UNSECTORIZED BANKS
OTHER

TOTAL ASSETS

Source: Bank of Estonla-

CONSOUIDATED BALANCE SHEET OF THE BANKING SECTOR: ASSETS

TABLE 2

(in milllons of kroons, end of period, June 1992 to March 1983)

JUNE

498.8
130.0

2103

3.4
165.1
1,968.8
1,632.8
108.5
1,524.3
336.0
57.9
17.3

473.6
1,145.0
1,108.1

552.9
21115
326
130.1

N 8
1,780.5

6,255.6

JULY

547.7
1376
4101
315.2
775
3.4
81.5
2,115.1
1,7826
93.6
1,689.0
3324
68.3
213
47.0

4820
1,1703
1,109.6

60.6

478.2

2,353.1
408
1185
23.6

137.8

20323

6,736.4

AUG

688.1
171.7
516.4

SEPT

675.3
150.8
524.5
437.5
1144
0.0
87.0
1,661.3
1,323.0
104.0
1,2191
338.2
94.9
324
625

589.4
1,076.6
1,019.8
56.8
121
1,331.3
51.0
136.6
163.1
81.7

898.9

5,428.7

oCT

737.4
143.8
593.6
510.5
125.8
0.0
83.1
1,749.7
1,406.6
106.9
1,299.6
343.1
110.5
39.0
71.5

545.6
1,1124
1,031.9

80.4
9.3
1,466.4
57.7
1971
106.0
81.7
1,023.9

5721.9

NOV

DEC

JAN

990.7
2379
7529
736.5
363.9
16.3
0.1
8852
864.1

7758

18.3
308.9
300.2

18.3
580.2
1.120.6
1,053.4
67.2
1255
783.8
95.0
116.8
3106

2611

4,687.7

FEB

1,079.5

814.7
810.6
387.3

4.1

0.1
706.3
673.8

MAR

1,640.7
276.7
764.1
759.4
378.8

4.7
0.0
7025

107 7
577.7

15.3
331.0
327.9

597 2

91



DEMAND DEPOSITS
TIME DEPOSITS
SAVINGS DEPOSITS
FOR. NON-CONVERT. CURR.
FOREIGN CURRENCY
SOEs
OTHER
DEBTS EVIDENCED BY CERTIFICATES
COUNTERPART FUNDS
FOREIGN LIABILITIES
IN FOREIGN CURRENCY
IN KROONS
IN RUBLES
GENERAL GOVERNMENT
CENTRAL GOVERNMENT
LOCAL GOVERNMENT
LIABILITIES TO CENTRAL BANK
OF WHICH: FOREIGN CURRENCY
BANK CAPITAL
OTHER LIABILITIES

TOTAL LIABILITIES

NOTE: Sources of Damand and Time Deposits

OTHER FIN.INSTITUTIONS

SOEs

PRIVATE SECTOR
BUSINESSES, COOP.& PVT.
INDIVDUALS

BANKERS' DRAFTS

Source:. Bank of Esionia

CONSOLIDATED BALANCE SHEET OF THE BANKING SECTOR: LIABILITIES

TABLE 3

(in millions of kroons, end of period, June 1992 to March 1393)

JUNE

766.5
333
244.4
0.0
1,911.2

EYAN
323.4

241
4.6

JULY

1,166.0
359
217

0.0

1,77341
55.1

1,718.1

14.5
968.6
876.9

0.0

91.6
237.4

98.7
138.7
2785

0.0
404.8
1,836.0

6,736.4

5324
664.5
408.8
255.7

4.8

AUG

129.1
348.7
0.0
429.3
2,036.1

6,242.0

6725
750.7
479.8
270.9

3.1

SEPT

1,646.4
87.6
57.2

35
865.2
0.2
865.0
0.0
335
359.2
2371

612.2
1,119.8
865.4
286.5
1.9

OoCT

1,759.5
143.9
65.0
77
879.1
0.0
879.1
0.0
409
338.0
202.1
0.0
135.9
178.9
79.3
99.5
449.9
0.0
574.6
1,284.4

5,721.9

696.1
1,206.1
906.4

1.2

NOV

1,884.5
145.1
75.7
10.1
877.5
0.1
877.4

773.4
1,254.9
949.5
305.4

DEC

1,679.8
170.2
78.1
10.3
873.7
70.7
803.0
0.0
51.5
1026
62.0
11.0
207
289.5
128.9
160.6
271.0
0.0
493.9
767.4

4,788.1

520.4
1,328.9
994.9
334.0
0.7

423
667.1
1,1741
804.2
369.9
0.7

47.8
662.5
1,178.5
775.3
403.2
0.6

MAR

1,838.2
178.0
48.7
17.7
356.7
178.0
178.6

68.2
59.7
25.5
293
49
536.3
341.2
195.1
455.0

502.1
678.6

4,739.3

247
626.5
1,364.5
857.3
S07.1
0.6

LT



RESERVES

FOREIGN ASSETS

CLAIMS ON GOVERNMENT
CLAIMS ON SOEs

CLAIMS ON PRIVATE SECTOR
OTHER ASSETS

TOTAL ASSETS

TABLE 4

DISTRIBUTION OF ASSETS IN ESTONIAN BANKING SYSTEM -
(percent of total banking system assets, from June 1992 to March 1993)

JUNE

8.0
31.5
0.9
7.6
18.3
338

100

JULY

8.1
31.4
1.0
7.2
17.4
34.9

100

AUG

11.0
28.0
1.4
8.0
17.5
34.2

100

SEPT

12.4
30.6

1.7
10.9
19.8
24.5

100

OCT

12.9
30.6
1.9
9.5
19.4
25.6

100

NOV

10.8
29.7

2.1
10.2
17.6
29.6

100

DEC

17.4
33.1

0.3
13.5
20.6
15.1

100

JAN

211
18.9

6.6
12.4
239
16.7

100

FEB

233
16.2

71
12.9
248
16.4

100

MAR

220
14.8

7.0
12.6
26.2
17.3

100

81
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TABLE S

INFLATION—ADJUSTED ASSETS AND LIABILITIES
OF THE ESTONIAN BANKING SECTOR
(in millions of kroons, June 1992 to March 1993)

JUNE SEPT DEC MAR
CPl 100 157 192 209
Total Assets 6,256 3,458 2,424 2,268
Reserves (including cash) 499 430 . 435 498
SOE Loans 474 375 336 286
Private Sector Loans 1,145 686 514 593
Foreign Assets 1,969 1,058 826 336
Claims on Government 58 60 8 158
Deposits of individuals 268 219 215 266
Deposits of SOEs 472 390 271 300
Deposits of Private Bus. 299 551 518 410
Deposits of Government 218 172 151 257
Liabs. of Central Bank 350 310 141 218
Foreign Currency 1,911 551 455 171
Foreign Liabilities 870 229 53 29

Bank Capital 344 300 257 240
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Despite the fall in assets, banks in Estonia are excessively liquid at present. Their deposits with
BoE are twice as high as required and have been increasing as a share of total assets. All reserves,
including cash, rose from 8 percent of assets in June 1992 to 22 percent of assets in March 1993
(Table 4). This ratio of total reserves to required reserves declined in April and May. Deposits in
foreign banks have dropped dramatically (this is where the Russian deposit write-offs appear, between
December 1992 and January 1993). Loans to state-owned enterprises have gone up slightly in nominal
terms, although they have decreased in real terms (Tables 4 and 5). Loans to the private sector have
grown only slightly faster, becoming a more important portion of total assets, though also decreasing in
real terms. The pace of loans to the private sector provides some hope that a corner has been turned.
Loans to the private sector have been on the increase since January 1993.

The picture that emerges of the current banking system is one of conservatism on the part of
banks, due in part to the banking crisis; caution on the part of depositors, including much avoidance of
the banking system; and fragile recovery in recent months.

A popularly held notion is that banks may be making money inappropriately from foreign
exchange transactions, rather than from lending. A few comments about this activity are in order. First,
this type of activity is not as pervasive as might be thought, but is concentrated among a few of the more
active private banks. Second, it is generally occurring on a spot basis, rather than through forward
contracts, and, hence, exchange rate risk is low. Third, to the extent that it is denominated in deutsche
marks, as much of it is, there is no risk, because of the peg to the kroon. The central bank is monitoring
the open position of the banks (the difference between the value of assets in foreign currency and the
value of liabilities in that currency) and is in the process of introducing regulations that would require
banks to keep that position within limits BoE considers prudent.

THE BANKING CRISIS!

Causes of the Crisis

The bank failures in Estonia resulted from several causes, which affected each of the failing banks
differently. Two banks, the North Estonian Shareholders Bank (NESB) and the Union Baltic Bank
(UBB), had maintained reciprocal accounts with the Vneshekonombank in Russia, which had been used
to facilitate trade. When Russia froze the accounts in Moscow in January 1992, assets in the Russian
accounts in Estonia did not cover the losses. Prospects for eventual recovery of those assets, totaling $76
million, are unknowable. The Savings Bank also suffers from frozen accounts in Russia, as discussed
below.

The remaining bank failures, particularly those of Tartu Commercial Bank (TCB) and, more
recently, Revalia Bank, resulted from poor lending decisions that grew into bad loans. A large portion
of the bad loans of TCB had gone to a state-owned energy company, Eesti Kutus, which had in turn been
hurt by sudden changes in government pricing policy. (There is some controversy about the
government’s responsibilities in this issue.) Revalia’s bad loans had been made largely to shareholders.

' This section relies in part on the International Monetary Fund, March 12, 1993, and March 22, 1993, for
factual details about ths crisis and its resolution. Opinions and judgments expressed are the responsibility of the
authors.
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Some observers have argued that the institution of the currency board in June 1992 contributed
to the banking crisis, particularly because under the currency board system there is no automatic lender
of last resort to help solve liquidity problems. The most compelling aspect of this point of view is the
information that has been emerging over time on the amount of recoveries expected from TCB. It is
agreed that depositors of the liquidated bank will lose less than originally anticipated — perhaps little or
nothing. The speculation is that if TCB had received liquidity-related loans, it could have remained open.

The counterargument to this point of view is that even at TCB the problems were too serious to
be dealt with simply by restoring liquidity. In fact, BoE did use its excess reserves to cope with the
crisis. In October 1992, before finally concluding that a moratorium was necessary, BoE made a liquidity
loan to NESB. BoE also made a loan to allow the successor North Estonian Bank to open before the
formal merger process had been completed. A pure currency board system does not allow for a lender
of last resort, but in a hybrid system such as Estonia’s, where BoE holds cxcess international reserves,
there is room for some discretionary support to troubled banks.

Steps Taken to Resclve the Crisis

Because the failures of NESB and UBB were seen as beyond the contro! of either institution, and
as one more cost in the process of breaking away from the former Soviet Union, BoE treated it far
differently than it treated T .13, where problems were seen to be the responsibility of bank management
and ownership. BOE assisted in merging NESB and UBB into the North Estonian Bank, which was
recapitalized with EEK 300 million in long-term low-interest government bonds issued by the Ministry
of Finance. At the same time, the frozen assets and corresponding deposits were moved to BoE and
placed in a fund known as the VEB Foundation. BoE will continue to manage the Russian accounts,
repaying depositors as possible. Thus, these depositors remain at risk. The merged bank is the second
largest commercial bank in Estonia, based on its capital.

TCB, in contrast, was placed in liquidation. Sales of its assets began in January 1993, and efforts
to recover the major bad loans are continuing. Recoveries are passed to depositors as they are received.
Branches have been sold to other commercial banks and are already operating in their new identities.
Since the initial moratorium, prospects for full recovery of assets have increased, and persons interviewed
gave estimates ranging from 60 to 100 percent of assets that may ultimately be recovered.

Resolution of the crisis included not only the reorganization and liquidation of the three large
banks involved in the November moratoria, but also the wholesale relicensing of the banking sector. BoE
had already scheduled an increase in the minimum capital requirement to EEK 6 million, effective in
January 1992. Through this process, the weakest banks have closed or merged.

The banking crisis may not be completely over, as banks continue to go into liquidation. Most
recently, Revalia Bank has entered a court-managed liquidation proceeding, following its acute liquidity
crisis in March 1993, brought on by non-performing loans to shareholders. BoE has stated that 1993 is
a year of consolidation for the banking system and that no new bank licenses will be issued.
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Implications and Results of the Banking Crisis

Despite the size of the banks involved in the banking crisis, whose deposits made up 40 percent
of the broad money supply,? the Estonian financial system weathered the crisis without undue spread
effects. There was not a massive withdrawal of deposits from the system following the crisis (most of
the withdrawals observed in 1992 followed the introduction of the kroon and were apparently decisions
to keep foreign currency abroad). There are signs of a drop in confidence by foreign banks, but it is
important to distinguish the reasons for that drop; it appears to result more from the bank failures
themselves, rather than from BoE’s handling of the crisis. It could be argued that, over the long term,
foreign banks are likely to have more confidence in the strength of Estonia’s surviving banks, because
BoE has indicated that it is serious about developing a healthy banking sector.

The overal