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« Growth of house prices one of the fastest in Europe
e House prices have grown faster than households’ incomes

e Surge in supply should slow future price growth

Growth of house prices one of the fastest in Europe

Of the 27 countries Eurostat has data for, Estonia has seen, since 2010, the
biggest increase in dwelling prices. The prices of apartments (which amount to
around 75% of all purchase-sale transactions in real estate) have increased the
most, by around 11% a year since 2011. Higher incomes are enabling households
to improve their living standards. Real estate is also an attractive investment
option, as nominal interest rates for loans and deposits are very low and housing
rents have increased substantially. Construction prices have also risen a bit since
2010, but much less than dwelling prices.

House prices have grown faster than households’ incomes

Since 2010, the prices of dwellings in Estonia have risen faster than average net
wages. Since mid-2014, a fall in interest rates has improved housing affordability
somewhat for those who wish to purchase a dwelling with a mortgage. Despite the
fast increase in real estate prices, demand for housing has grown, and the number
of purchase-sale transactions has been rising since 2012. Although demand for
housing loans has increased in line with the rise in activity on the real estate
market, the role played by the loan market has been smaller, and lending more
conservative, than during the previous growth cycle.

Surge in supply should slow future price growth

Construction data show that the development of new dwellings has picked up in
2014-2015. A substantial number of new dwellings has reached or will reach the
market soon. The larger supply should reduce the growth of real estate prices,
especially in the apartments segment.
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Risks at the housing market

The rapid growth of dwelling prices in Estonia, one of the fastest in Europe since
2010, has not been entirely justified. The role played by the loan market has been
smaller than during the previous growth cycle, however. The development of new
dwellings has picked up, and the substantially larger supply should reduce the
growth of real estate prices.

Growth of house prices one of the fastest in Europe

Of the 27 countries Eurostat has data for, Estonia has seen, since 2010, the biggest
increase in dwelling prices.' In 10 countries in this data set, house prices were still below
their 2010 level in the first quarter of 2015, while, in 16 countries, house prices were higher
than in 2010. The largest increases in house prices took place in Estonia, Iceland, Norway,
and Sweden. From a global perspective, house price growth in Estonia also stands out. Of
the 64 countries in the world where data was available, the real growth in house prices in
Estonia over the past year was the fourth highest, after Qatar, Ireland, and the United Arab
Emirates.® House prices have also, since 2010, risen much faster in Estonia than in its
neighbouring countries (see graph below).
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In Estonia, the prices of apartments have increased faster than the prices of houses, and the
prices of new dwellings have risen more than the prices of existing dwellings.* In the second
quarter of 2015, both apartments and houses were 10% cheaper than during their previous
growth cycle’s peaks — in the second and fourth quarters of 2007, respectively. Between
2011 and 2014, the prices of apartments (which amount to around 75% of all purchase-sale
transactions in real estate) increased by around 11% a year, and the prices of houses by
around 7% a year. In the first half of 2015, the annual price growth of apartments
decelerated and the price growth of houses accelerated. In the second quarter of 2015, the
prices of apartments grew by 10% and the prices of houses by 12%, compared with the
same period one year before. In the apartments segment, in the second quarter of this year,
price growth was faster in Tallinn (+11%, year on year) and other more populated areas
(+9%, in areas bordering Tallinn, and Tartu and Péarnu cities), and slower elsewhere (+6%,
over the year).

The increase in real estate prices has been mostly demand driven — higher incomes and
savings are enabling households to improve their living standards or buy real estate as an
investment in an environment of very low interest rates. From the supply side, an increase in

' The house price index measures price changes of all residential properties purchased by households
(flats, detached houses, terraced houses, etc.), both new and existing, independently of their final use
and their previous owners. Only market prices are considered; self-built dwellings are therefore
excluded. The land component is included.

% The real house price index is the ratio of the house price index to the national accounts deflator for
private final consumption expenditure. This indicator measures inflation in the house market relative to
inflation in the final consumption expenditure of households.

® Source: http://www.imf.org/external/research/housing/

* Statistics Estonia categorises ,new* as new to the households’ sector (i.e., purchased by a household
from a company). Existing dwellings are dwellings transacted between households.
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construction prices explains part of the rise in dwelling prices. In the second quarter of 2015,
construction was 15% and dwellings 60% more expensive, on average, compared with the
second quarter of 2010.
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House prices have grown faster than households’ incomes

There is no good indicator for assessing the appropriate or sustainable level of real estate
prices. One can compare the development of dwelling prices to changes in households’
incomes or purchasing power. In 2013 and 2014 (and probably also in 2015), dwelling prices
in Estonia have risen faster than Estonia’s nominal GDP or net monthly wages (which have,
in turn, increased faster than labour productivity®). The growth in house prices relative to the
growth in disposable income has, since 2010, been one of the fastest in Estonia among the
OECD members (the OECD data set for 29 countries, including Latvia).®

Since 2010, the prices of dwellings have been rising faster than average net wages in
Estonia; therefore, housing affordability for an average wage earner has worsened since
then. Since mid-2014, a fall in interest rates has improved housing affordability somewhat
for those who wish to purchase a dwelling with a mortgage. Despite the fast increase in real
estate prices, the number of purchase-sale transactions has been growing since 2012,
especially in the apartments’ segment.

The ratio of house prices to house rents — another indicator used to assess the
misalignment of property prices from fundamentals — shows that, since 2010, house rents
have grown much faster than house prices in Estonia. The growth of rents is over-estimated
here, though, as it is based on the rents of the most sought-after apartments only (rentals of
one- and two-room apartments in the two biggest cities, Tallinn and Tartu).
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® Swedbank’s recent overview on wage growth in Estonia: The Estonian Economy - August 2015
® http:/www.imf.org/external/research/housing/
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Housing loans’ stock is growing very modestly

Real estate is an attractive investment option, as nominal interest rates for loans and
deposits are low and housing rents have increased substantially. In Estonia, the average
interest rate on housing loans was 2.3% in July, the same as in May and June. Because
consumer prices decreased in 2014 and in the first half of 2015, compared with the previous
year, real interest rates of both housing loans and household deposits turned positive. This —
but, perhaps even more, the fast increase in households’ incomes — has supported the
growth in households’ savings stock, which is looking for good investment opportunities.
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Although demand for loans has increased in line with the rise in activity on the real estate
market, the role played by the loan market in housing purchases or in financing construction
has been smaller, and lending more conservative, than in the previous growth cycle. Around
60% of the purchase-sale contracts are bought with the help of a housing loan. The housing
loans’ portfolio for households continues to grow moderately (+3.9%, over the year, in July
2015). From the companies’ lending side, the stock of loans in real estate development grew
somewhat in 2014 and the first half of 2015. The stock of loans in the construction sector is
continuing to decrease.
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Surge in supply should slow price growth

Building permits’ and construction data for new dwellings show that the development of new
dwellings has picked up in 2014-2015. A substantial number of new dwellings has reached
or will reach the market soon. According to the data of the Register of Construction Works,
around 1,700 new dwellings were completed in Estonia in the first half of 2015. This is 18%
more than during the same period in 2014, or 88% more than in the first half of 2013. About
44% of the 1,700 dwellings were completed in Tallinn. More than half of the completed
dwellings were situated in blocks of flats. In the first half of 2015, building permits were
granted for the construction of around 2,500 new dwellings (+26%, compared with the first
half of 2014, and +75%, compared with the first half of 2013). About 48% of the new
dwellings are planned in Tallinn. The larger supply should reduce the growth of real estate
prices, especially in the apartments’ segment, where price growth has been the fastest in
recent years.
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Building permits of dwellings (floor area, m?)
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General disclaimer

This research report has been prepared by analysts of Swedbank
Large Corporates & Institutions’ Macro Research department.
The Macro Research department consists of research units in
Estonia, Latvia, Lithuania, Norway and Sweden, and is
responsible for preparing reports on global and home market
economic developments.

Analyst’s certification

The analyst(s) responsible for the content of this report hereby
confirm that notwithstanding the existence of any such potential
conflicts of interest referred to herein, the views expressed in this
report accurately reflect their personal and professional views.

Research reports are independent and based solely on publicly
available information.
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Corporates & Institutions business area within Swedbank AB
(publ) (“Swedbank”). Swedbank is under the supervision of the
Swedish Financial Supervisory Authority (Finansinspektionen).

In no instance is this report altered by the distributor before
distribution.

In Finland this report is distributed by Swedbank’s branch in
Helsinki, which is under the supervision of the Finnish Financial
Supervisory Authority (Finanssivalvonta).

In Norway this report is distributed by Swedbank’s branch in
Oslo, which is under the supervision of the Financial Supervisory
Authority of Norway (Finanstilsynet).

In Estonia this report is distributed by Swedbank AS, which is
under the supervision of the Estonian Financial Supervisory
Authority (Finantsinspektsioon).

In Lithuania this report is distributed by “Swedbank” AB, which is
under the supervision of the Central Bank of the Republic of
Lithuania (Lietuvos bankas).

In Latvia this report is distributed by Swedbank AS, which is
under the supervision of The Financial and Capital Market
Commission (Finan8u un kapitala tirgus komisija).

In the United States this report is distributed by Swedbank First
Securities LLC (‘Swedbank First'), which accepts responsibility
for its contents. This report is for distribution only to institutional
investors. Any United States institutional investor receiving the
report, who wishes to effect a transaction in any security based
on the view in this document, should do so only through
Swedbank First. Swedbank First is a U.S. broker-dealer,
registered with the Securities and Exchange Commission, and is
a member of the Financial Industry Regulatory Authority.
Swedbank First is part of Swedbank Group.

For important U.S. disclosures, please reference:
http://www.swedbankfs.com/disclaimer/index.htm

In the United Kingdom this communication is for distribution only
to and directed only at "relevant persons". This communication
must not be acted on — or relied on — by persons who are not
"relevant persons". Any investment or investment activity to
which this document relates is available only to "relevant
persons" and will be engaged in only with "relevant persons". By
"relevant persons" we mean persons who:

= Have professional experience in matters relating to
investments falling within Article 19(5) of the Financial
Promotions Order.
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= Are persons falling within Article 49(2)(a) to (d) of the
Financial Promotion Order ("high net worth companies,
unincorporated associations etc").

=  Are persons to whom an invitation or inducement to engage
in investment activity (within the meaning of section 21 of the
Financial Services and Markets Act 2000) — in connection
with the issue or sale of any securities — may otherwise
lawfully be communicated or caused to be communicated.

Limitation of liability

All information, including statements of fact, contained in this
research report has been obtained and compiled in good faith
from sources believed to be reliable. However, no representation
or warranty, express or implied, is made by Swedbank with
respect to the completeness or accuracy of its contents, and it is
not to be relied upon as authoritative and should not be taken in
substitution for the exercise of reasoned, independent judgment
by you.

Opinions contained in the report represent the analyst's present
opinion only and may be subject to change. In the event that the
analyst's opinion should change or a new analyst with a different
opinion becomes responsible for our coverage, we shall
endeavour (but do not undertake) to disseminate any such
change, within the constraints of any regulations, applicable laws,
internal procedures within Swedbank, or other circumstances.

Swedbank is not advising nor soliciting any action based upon
this report. This report is not, and should not be construed as, an
offer to sell or as a solicitation of an offer to buy any securities.

To the extent permitted by applicable law, no liability whatsoever
is accepted by Swedbank for any direct or consequential loss
arising from the use of this report.

Reproduction & dissemination
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