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Estonia’s euro adoption: green light from 
the EU Commission 

■  Estonia will be the 17th eurozone member, the third of the ex-communist 
countries after Slovenia (2007) and Slovakia (2009) to join the common 
currency, the euro. Indeed, the EU authorities gave a positive 
assessment on Estonia’s readiness to join the eurozone, despite several 
macroeconomic and structural risks underlined by the authorities. The 
ECB report was more critical than that of the EU Commission, especially 
on inflation. 

■ The positive assessment is an important step for Estonia, the Baltics and 
other Central Eastern European countries. The risk of a different decision 
was tangible, since Estonia was knocking at eurozone’s door at the worst 
possible moment, in the midst of turmoil affecting the area following the 
Greek troubles. This could have prompted Brussels to further tighten the 
Maastricht criteria for eurozone entry, possibly stressing the issue of 
“sustainability” (of public finances, or inflation). However, this is obviously 
not the case. 

■ Estonia, with 1.3mn inhabitants and the second-smallest eurozone 
economy, is ready to adopt the euro, which it will do from the beginning 
of 2011. The country has “clearly” achieved the Maastricht criteria: 
Estonian debt reached a mere 7.2% of GDP in 2009 (it will remain lower 
than 10% in 2010, we estimate), the deficit stood at 1.7%, and average 
inflation was negative (despite it moving significantly upward this year). 

■ Estonia is probably the best-placed country in terms of fiscal metrics in 
Europe. Estonian country risk (in terms of 5Y USD CDS) sensibly 
decreased during the past months and it is now lower than that of Italy 
and Spain. Surely, the eurozone is not going to allow a profligate 
member into the club just to have to rescue it later. The message from 
the EU authorities is clear, in our view: the door will remain open for 
virtuous countries. 

PUBLIC DEBT AND DEFICIT IN EUROPE (2010 EXPECTED, %  ON GDP) 
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 Estonia, with 1.3mn inhabitants and the smallest among the three Baltic economies, has been 
given the green light to adopt the euro, from the beginning of next year. The EU and the ECB 
Wed (12 May) gave a positive assessment on Estonia’s readiness to join the eurozone. 
Estonia may expect the final decision to be made in July 2010, although this is just a formality. 
Possible concerns from EU authorities on the sustainability of public finances and inflation are 
no longer a source of risk on the Estonian path to euro adoption.  

The country has achieved the Maastricht criteria: Estonian debt reached a mere 7.2% of GDP 
in 2009 (it will remain lower than 10% in 2010, according to our calculations), the deficit stood 
at 1.7% of GDP, and average inflation was negative also, despite it moving significantly north
this year. According to the ECB, the Estonian increase in inflation reflects temporary factors. A
solid fiscal position of the country is out of the question:  

(a)  The public deficit is moving upward, but increasing from 1.7% of GDP to only 2.4% in 
2010 (while it should remain higher than 6.6% this year on average in the eurozone, 
according to the recent Spring Forecasts of the EU Commission). 

(b)  With the lowest level of public debt in percentage of GDP among EU members, interest 
expenses will remain around 0.3%-0.4% of GDP this year (again the lowest level among 
the 27 EU members also on these metrics). 

(c) On the contrary, Estonia’s problems lie in the very high external indebtedness (mainly 
driven by the private sector), to remain between 120% and 130% this year, but this 
variable is not part of the Maastricht criteria.1 

In summary, Estonia is probably the best-placed country in terms of fiscal metrics in Europe. It 
is unlikely that the eurozone would allow a profligate member to join the club and then have to 
rescue it sometime in the future. Given the fiscal solidity, and the perspectives of euro 
adoption, Estonian country risk (in terms of 5Y CDS) sensibly decreased during the past 
months and it is now lower than that of Italy and Spain. 

 
 

THE DECISION-MAKING PROCESS OF THE EUROPEAN UNION  

The decision-making process  Information activities  

12 May – publication of Estonia’s convergence report. May: Arrangements to conclude the Agreement on Best Practices for fair pricing, 
preparations for the fair pricing campaign and informing consumers. 

June  – recommendation of eurozone Member States and consultations with the 
European Parliament. 

8 June  – ECOFIN meeting, discussion of Estonia's compliance on the basis of 
the assessments made by the Commission and the ECB and of the 
Commission's proposal. 

18 June  – the European Council discusses Estonia's readiness to join the 
eurozone. 

June : Launch of information activities for the clientele of major companies and 
training for entrepreneurs. 

6 July – ECOFIN's final decision about Estonia’s accession to eurozone and 
confirmation of exchange rate. 

July : Press events regarding the decision of ECOFIN in Brussels and Tallinn; 
signing of the Agreement on Best Practices and launch of the fair pricing 

campaign. 

   Source: EU Commission  

                                                           

1 The Maastricht criteria are the following: i) CPI must be no more than 1.5pp higher than the average of the three best-performing countries; ii) 
Bond yields not higher than the avg. of  the three best EMU members +1% point; iii) Public debt/GDP ratio not over 60%; iv) Budget deficit not 
over 3% of GDP; v) FX stability (the band is in the +/-15% range) and presence in the ERM-II mechanism. 
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PRICE DYNAMIC IN THE BALTICS 

Estonian CPI Inflation (yoy change)  Average inflation in the Baltics (CPI, %) 
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   Source: Estonian Statistical office, Eurostat, UniCredit Research 

PUBLIC AND EXTERNAL INDEBTEDNESS IN EUROPE 

Public debt and deficit in Europe (2010 expected, % on GDP)  Public and external debt in Central Eastern Europe (% of GDP, 
2009) 
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ESTONIAN CONVERGENCE 

Country risk in the Baltics and Romania (5Y USD CDS)  EU Commission expectation on public debt (public debt, % of GDP) 
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   Source: EU Commission (Spring forecasts) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 The Estonian economy – whose size reaches only EUR 13bn – has been one of the worst-
performing in the world in 2009, after having been among the top 20 high-growing countries
worldwide in 2000-07. Namely, considering the GDP evolution in 2009, the Estonian economy 
was the fifth-worst performing in the world (-14.1% in terms of real GDP), after Latvia (-18%), 
Ukraine (-15.1%), Lithuania (-15%) and Armenia (-14.4%).  

Regarding the first months of this year, the Estonian economy contracted by 2.3% yoy in the 
first quarter of 2010, following a drop of 9.5% in 3Q09 and 15.6% in 4Q09. Estonian 
unemployment moved to 15.5% in 4Q09 and should remain higher than 15% for the whole 
2010. On the positive side, the adjustment in the external accounts was very fast: the current 
account deficit moved from 18% and 9.4% in 2007 and 2008, to a surplus. 

The fixed peg of the Estonian kroon versus the euro had, of course, a role in explaining the 
downturn. While most of the Central Eastern European countries saw their currencies 
depreciating sharply during the crisis and re-gaining export competitiveness via a weaker 
exchange rate, the Baltic economies, Estonia included, more intensively suffered the 
adjustment in a process of “internal devaluation” that could turn out to be a point of reference 
for some EMU “peripheries” such as Greece.  

Estonian cost competitiveness is the key point. After more than a decade with a fixed 
exchange rate versus the euro, and following an unprecedented economic crisis in 2008-09, 
the deterioration in Estonian competitiveness was remarkable: if we take into account only the 
past five years, the Estonian price level is 25% higher than in 2005, while for most of the 
eurozone countries it is limited to an increase of 10%. Coherently, the increase in 
compensations was sensibly higher than in the eurozone, and higher than productivity. 

That is why we believe that the Estonian competitiveness issue – as for the other two Baltic 
states – is not a mere obsession, but something to be faced in the next future. If cost 
competitiveness is no longer the main driver of the economy as it was during the nineties, a 
broader concept of competitiveness (education, productivity, infrastructures, efficiency of the 
public sector, etc.) will have to be enhanced, in our view, to maintain an already weakened 
manufacturing sector in the country. 
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PRICE COMPETITIVENESS DETERIORATED 

Inflation in Europe (HICP - all items, 2005=100)  Real compensation of employees per head (2005=100) 
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   Source: Eurostat, UniCredit Research 

Estonian banking sector: return to normality takes time 
 
Fabio Mucci 
(UniCredit CEE Strategic 
Analysis) 
fabio.mucci@unicreditgroup.eu   
 
 
 
 
 
 
 
 

 The Estonian banking sector has been seriously affected by the global credit crunch and 
economic recession. Deceleration in lending activity became visible in late spring 2008 and 
intensified in the aftermath of the Lehman collapse. Retail credit (both for consumer and 
mortgage financing) and the corporate segment have all been affected. To date, no major 
signs of re-starting in borrowing activity have emerged: in the first 3M of this year, lending 
activity remained subdued, with new business volumes anchored at historical lows particularly 
in the real estate segment. Overall, total outstanding loan volumes growth was still in negative 
territory down by -0.6% vs. end of last year. Funding from abroad continued to decrease 
reflecting the rebalancing of the Nordic players’ exposure (which dominates the market). 

The aggregate banking sector recorded a loss last year but banks’ capitalization levels have 
remained fairly strong, with the average total capital ratio for the Estonian banking sector at 
22.1% in March 2010 (up from 16.2% at the beginning of 2008) well above the minimum 
regulatory requirement (set at 10%), the support from mother banks having been crucial to 
avoid structural consequences. The sharp adjustment in economic activity, which took place 
during 2009, clearly had an impact on the pace of revenues generation. Overall, total banking 
system net revenues went down by more than 25% last year. The skyrocketing increase in the 
level of provisioning on the back of fast deterioration in the quality of loan books was, however, 
mainly responsible for the loss recorded last year. The banks’ write-down increased by more 
than 400%, topping at EEK 8.5bn (EUR 0.5bn) at the end of 2009. The growth rate of 
problematic loans has sensibly slowed down in recent months but the peak in credit quality 
problems will probably be delayed to around mid/end of 2011. The banks’ write-down of loans 
amounted to EEK 1.3bn in 1Q10, more than half the level recorded in the previous quarters.  

The deep recession will have long-lasting consequences, in our view. The credit market will 
continue to be characterized by sluggish dynamic, with loans growth expected to turn into 
positive territory (on a yearly basis) only around mid of this year. A large part of the Estonian 
banking sector will continue to keep a conservative approach toward lending. Despite some 
stabilization in the need for external funding, funding from parent banks will remain crucial. 
Pressures on the banks’ margins are expected to ease somewhat on the back of still tight 
credit conditions, but full recovery in the banks’ profitability will likely take some time. Under 
the current scenario, the risk of a loss continues to be high this year, with profitability returning
positive only starting from 2011. 
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CREDIT QUALITY STILL DETERIORATING 

Problematic assets still rising   The banking sector under pressure 
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   Source: local CBs, BIS, UniCredit CEE Strategic Analysis 

THE ESTONIAN BANKING SECTOR 

     Source: local CBs, UniCredit CEE Strategic Analysis 

Eurozone enlargement: a bumpy road ahead  
 
Author: 
Matteo Ferrazzi 
Matteo.ferrazzi@unicreditgroup
.de  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 In contrast to other countries that are EU members but have not adopted the euro, all the 
Eastern European members have the obligation to adopt the common currency in the future, 
provided the necessary level of nominal convergence has been achieved (the well-known 
Maastricht criteria, which provide the requirements for public finances, price stability, interest 
rates, and stability of the exchange rate, the latter through the participation in the ERM II 
mechanism). 

On the contrary, UK, Denmark and Sweden are EU members but outside the eurozone and 
without any obligation to join the common currency. The UK, when the Maastricht Treaty was 
concluded in 1992, was granted accession with an opt-out clause: this means the UK is not 
obliged to adopt the euro. Denmark has an opt-out clause as well: the Maastricht Treaty was 
rejected in a referendum in 1992; currently the Danish crown is in the ERM II mechanism and 
it is trading within a very narrow band. Sweden chose to stay outside the exchange rate 
mechanism: hence, it can be considered having an opt-out clause de facto. Following the 
introduction of the euro in 1999, Greece joined in 2001, Cyprus and Malta in 2008; Slovenia in 
January 2007 and Slovakia in January 2009.  

What’s next? Is any other enlargement at the horizon? Following the Greek crisis, both sides 
(EU authorities and the Central Eastern European countries) are showing less enthusiasm 
towards any eurozone enlargement. Previously, most of the Central European countries were 

 2007 2008  2009 2010f 2011f 2012E-2015f 

Total loans (% yoy) 33.3% 7.9% -4.8% 2.5% 3.2% 5.4% 

Total deposits (% yoy) 13.8% 6.0% 5.9% 4.5% 5.2% 6.7% 

Loan-to-deposits ratio (%) 1.96 1.99 1.79 1.76 1.72 1.64 (EOP) 

Risk-adjusted revenues (EEK bn) 11.8 8.4 -5.0 2.4 4.1 9.4 (EOP) 

Overdue loans more than 60 days (% gross loans) 0.7% 2.9% 6.5% 8.0% 9.0% 6.0% (EOP) 

Return on assets (%) 2.4% 1.2% -2.8% -0.5% 0.1% 1.0% (EOP) 

External liabilities (% of total liabilities) 52.9% 54.1% 52.2% 50.1% 48.0% 43.6% (EOP) 

Cost of risk (provisions over average loans, bp) 28 81 521 214 148 38 (EOP) 



 

 

 

12 May 2010 Economics & FI/FX Research  

EEMEA Country Note 

UniCredit Research page 7 See last pages for disclaimer. 

keen to adopt the euro, considered as a good anchor to help face the crisis but, in the wake of 
the eurozone's debt crisis, some EU members are in less of a hurry than just a few 
months ago. 

Anyway, we should be able to put into perspective the current European difficulties. Euro
adoption for Central Eastern European countries is more a question of “when” rather than “if”. 
All the Central Eastern European countries that are EU members will join the common 
currency during the next decade. At the moment, the Baltic countries are the most committed 
to adopt the common currency as soon as possible. After Estonia, Latvia and Lithuania are to 
follow in 2013-14. For the Baltic states, it also represents the best “exit strategy” from the fixed 
exchange rate regime and the possible emergence of devaluation pressures on their 
currencies. We expect Bulgaria and Hungary to join the eurozone in 2014, Romania around
2015. Poland and the Czech Republic will be in the last group: they have not set target dates 
and they can join the common currency only in 2015-18.  
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physical and non-physical boundaries from Markets Units, as well as the research department. In the case of equities execution by UniCredit Bank AG Milan Branch, other than 
as a matter of client facilitation or delta hedging of OTC and listed derivative positions, there is no proprietary trading. Disclosure of publicly available conflicts of interest and 
other material interests is made in the research. Analysts are supervised and managed on a day-to-day basis by line managers who do not have responsibility for Investment 
Banking activities, including corporate finance activities, or other activities other than the sale of securities to clients. 
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ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED 

Notice to Austrian investors 
This document does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for any securities and neither this document 
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever. 
This document is confidential and is being supplied to you solely for your information and may not be reproduced, redistributed or passed on to any other person or published, in 
whole or part, for any purpose. 

Notice to Czech investors 
This report is intended for clients of UniCredit Bank AG, UniCredit Bank AG London Branch, UniCredit CAIB AG, UniCredit CAIB Securities UK Ltd. or UniCredit Bank AG Milan 
Branch in the Czech Republic and may not be used or relied upon by any other person for any purpose. 

Notice to Italian investors 
This document is not for distribution to retail clients as defined in article 26, paragraph 1(e) of Regulation n. 16190 approved by CONSOB on October 29, 2007.  
In the case of a short note, we invite the investors to read the related company report that can be found on UniCredit Research website www.research.unicreditgroup.eu.  

Notice to Russian investors 
As far as we are aware, not all of the financial instruments referred to in this analysis have been registered under the federal law of the Russian Federation “On the Securities 
Market” dated April 22, 1996, as amended, and are not being offered, sold, delivered or advertised in the Russian Federation. 

Notice to Turkish investors 
Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities. Investment advisory services are provided in 
accordance with a contract of engagement on investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the 
clients. Comments and recommendations stated herein rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not suit 
your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely on the information stated here may not result in consequences 
that meet your expectations. 

Notice to Investors in Japan 
This document does not constitute or form part of any offer for sale or subscription for or solicitation of any offer to buy or subscribe for any securities and neither this document 
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever. 

Notice to UK investors 
This communication is directed only at clients of UniCredit Bank AG, UniCredit Bank AG London Branch, UniCredit CAIB AG, UniCredit CAIB Securities UK Ltd. or UniCredit 
Bank AG Milan Branch who (i) have professional experience in matters relating to investments or (ii) are persons falling within Article 49(2)(a) to (d) (“high net worth companies, 
unincorporated associations, etc.”) of the United Kingdom Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 or (iii) to whom it may otherwise lawfully be 
communicated (all such persons together being referred to as “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 communication relates is available only to relevant persons and will be engaged in only with relevant persons. 

Notice to U.S. investors 
This report is being furnished to U.S. recipients in reliance on Rule 15a-6 ("Rule 15a-6") under the U.S. Securities Exchange Act of 1934, as amended. Each U.S. recipient of this 
report represents and agrees, by virtue of its acceptance thereof, that it is such a "major U.S. institutional investor" (as such term is defined in Rule 15a-6) and that it understands 
the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional information regarding any security or 
issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities, should contact a registered representative of 
UniCredit Capital Markets, Inc. (“UCI Capital Markets”). 
Any transaction by U.S. persons (other than a registered U.S. broker-dealer or bank acting in a broker-dealer capacity) must be effected with or through UCI Capital Markets. 
The securities referred to in this report may not be registered under the U.S. Securities Act of 1933, as amended, and the issuer of such securities may not be subject to U.S. 
reporting and/or other requirements. Available information regarding the issuers of such securities may be limited, and such issuers may not be subject to the same auditing and 
reporting standards as U.S. issuers. 
The information contained in this report is intended solely for certain "major U.S. institutional investors" and may not be used or relied upon by any other person for any purpose. 
Such information is provided for informational purposes only and does not constitute a solicitation to buy or an offer to sell any securities under the Securities Act of 1933, as 
amended, or under any other U.S. federal or state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for certain 
investors depending on their specific investment objectives, risk tolerance and financial position. In jurisdictions where UCI Capital Markets is not registered or licensed to trade in 
securities, commodities or other financial products, transactions may be executed only in accordance with applicable law and legislation, which may vary from jurisdiction to 
jurisdiction and which may require that a transaction be made in accordance with applicable exemptions from registration or licensing requirements. 
The information in this publication is based on carefully selected sources believed to be reliable, but UCI Capital Markets does not make any representation with respect to its 
completeness or accuracy. All opinions expressed herein reflect the author’s judgment at the original time of publication, without regard to the date on which you may receive 
such information, and are subject to change without notice. 
UCI Capital Markets may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report. These publications 
reflect the different assumptions, views and analytical methods of the analysts who prepared them. Past performance should not be taken as an indication or guarantee of future 
performance, and no representation or warranty, express or implied, is provided in relation to future performance.  
UCI Capital Markets and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short position and buy or sell such securities; (b) 
act as investment and/or commercial bankers for issuers of such securities; (c) act as market makers for such securities; (d) serve on the board of any issuer of such securities; 
and (e) act as paid consultant or advisor to any issuer. 
The information contained herein may include forward-looking statements within the meaning of U.S. federal securities laws that are subject to risks and uncertainties. Factors 
that could cause a company’s actual results and financial condition to differ from expectations include, without limitation: political uncertainty, changes in general economic 
conditions that adversely affect the level of demand for the company’s products or services, changes in foreign exchange markets, changes in international and domestic 
financial markets and in the competitive environment, and other factors relating to the foregoing. All forward-looking statements contained in this report are qualified in their 
entirety by this cautionary statement 
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