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Dear reader!

In 2005, the National Audit Office also worked tanig
real benefit to the state by providing expert obsgons,
opinions and proposals. Taxpayers have the right to
demand a lot from us. For the amount of money spent
the NAO’s maintenance costs the taxpayers expsuttse
that are worth the expenses.

Upon drawing up the 2005 work schedule thorough
discussions were held with each department in doder
filter out those possible audits that would bertizest
profitable for the state in the current year. Socia
expectations hold a high place among our manyriite
From these discussions | got the impression thegraé
steps have been taken during the year to knowtites,
the people and policy as well as information acegiir
regarding the solutions provided for problems. Wecd
to pay more attention to analytical work.

However, it is very clear that the steps takenas@fe not enough. But | also realize that thiz lihat
needs years to develop cannot be created quickig.p®ople. Good people. We have such people and
they keep coming. | am also glad that staff turminaes decreased, compared to previous years. It is
relevant because historical memory is very impariathe profession of an auditor, just as it isuny
other profession. An auditor without memory is l&kémankurt” — helpless and pointless.

Many people in our building carried out their firsecond or third audit in 2005. It is undoubteally
trait characteristic of our organization, somethimgt would be hard to understand anywhere else in
the world. But this is our situation and therefare have to work twice as hard. | hope that everyone
who has acquired experience and knowledge overdaes can offer their assistance to our young
colleagues. It takes years to become an auditobanduty is to help the people who have chosesn thi
road.

In 2004, | decided to change the NAO'’s structuoerfithat based on audit types to that based on
ministries. 2005 was the first full year the newsture was applied. In order to provide experieev
to the auditees, the people providing the adviee i@ be familiar with the respective field — thean
structure helps the auditors to delve into thesaaof activity. Only then can the NAO make expert
proposals that can really be useful, so that wettmg can change our country for the better.

Our resources are limited as is everything in aoglscountry. Thus we have to focus on what is
important instead of paying attention to many tkiagthe same time. Concentrating on small things
prevents us from focusing on big questions thapéareary in the life of the state and that require
hundreds of millions or even billions kroons.

Generally we only look into the past when it heipgmprove the process of making decisions
regarding the future. Every audit must provide ssfality to draw conclusions regarding future
behaviour. Then it has value and the money spetttisraudit has been well spent.

I hope that this year we will be more able to abeve things and look at them as a whole.

Mihkel Oviir
Auditor General



1. Core activity of the National Audit Office

Who does the National Audit Office work for?

The National Audit Office is an independent audttwat operates in the interests and on the acajunt
taxpayers and has the task of looking into howsthé and local governments have spent taxpayers’
money and what they have offered in return. Theltef the work of the NAO are first of all
addressed to the Parliament, Government and treragguublic.

The NAO's relationships are maintained with the &owvnent. While auditing a report, activity or key
issue, we always treat it as “belonging” to someaereas a person’s immediate obligation to take
care and assume responsibility. Of course, the gearaf the agency or entity being audited has the
principal liability, but we have also emphasisegl phinciple of the minister’s liability for the a®f
government in question for several years. We deéemmatural and efficient way of solving problems
by forwarding the majority of our suggestions te tbpmost authority of an area of government who -
even if not having a “personal relation” to theldemm — bears the ultimate responsibility for wisat i
going on in the area. At the disposal of a miniaterthe tools that enable systematic settlement of
problems: a minister is able to not just finalisenagement-related nuances within an administrative
agency, but refer problems to the Government irioia discuss them, to issue better orders and
regulations that regulate the work of several agsnand to initiate drafts of legislation.

While the National Audit Office and ministries & discussion and debate partners, whose task is to
see to it that the state manages the affairs phtgers as efficiently and economically as possihle,
roles of the Parliament include both that of agiesi of discussions and of an intermediary. On one
hand, by issuing legislation the Parliament prosittee framework discussions, on the other hand it
evaluates, on the basis of the information subthittet by the NAO, how in spending public money
the Government has abided by the will of the peésplpresentatives, i.e. laws. While doing thag, th
NAO is not only interested in the activity’s offdicompliance with the legislation but also in wiest
the legislation and the activity of the Governmisrgnough to ensure the expedient and purposeful
use of the funds as well as reporting that wowe gin adequate overview of the expenses. Thus, the
objective of communicating with the Parliamentasiake proposals to improve the management of
the state (i.e. first and foremost the use of tg&psl money). It is not in the competence of theQNA

to punish anyone, nor does it exercise authoritymbking proposals the NAO helps those whose job
it is to adopt decisions.

Being based on audits carried out during a yearNRO prepares a summary report that will be
presented to the Parliament — an overview on theand preservation of state assets during the
preceding fiscal year. This is the NAO’s constitagl duty.

In this chain of relations, the role of the taxpaigecertainly that of the owner — without the taypr

there would be no money to spend, the spendinglamtl be audited and neither the spending nor the
auditing could be evaluated. Since irrespectivihefissue under review the case always concerns the
money of the taxpayer, i.e. the owner, the resifltudits carried out by the NAO are brought to the
general public via the Internet and media.

Both the Constitution and the State Audit Office Aeclare that the NAO is an independent
institution that is competent to decide on the nesntime and nature of its audits. Nonethelessove d
not aim at independence to an extent where notetigally depends on us. We are ready to consider
the wishes of those for whom we work within thepeof the criteria that we have established for
ourselves (the aim of carrying out audits the tssafl which could be universalised in broader terms
as regards the entire government sector; the nuailpsople whom the topic essentially affects; the
amount of money). Generally the audit objects aterdnined as a result of monitoring. This means
that information has to be collected systematicafarding the areas of life that the NAO is
interested in, in order to get an overview of thebems and the steps the state has taken to solve
them. In addition to looking for new audit objewis also observe the course of things when already
audited objects are concerned, considering a fellpvaudit.
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In the international usage, institutions like tha®lare referred to as “supreme audit institutions”,
which means that they have a say in other supewvedivities of the public sector besides the
principal activity, i.e. audits. Auditors of the KDAadvise officials in the development of management
accounting, control systems and audits. The siaigheis to ensure that as much taxpayer money as
possible is controlled with as few expenses asilpless

Essence of financial audit

The State Budget Act establishes the obligatiotm@fNational Audit Office to give an assessment to
the report on the implementation of the state bydlyawn up by the Government of the Republic.
Preparation of the opinion on said report has bleemuty of the Financial Audit Department and in
order to fulfil that duty we planned and perforniggincial audits in a way that they would cover
major cash flow, assets and liabilities that arpanant from the state’s point of view. That meant
performing financial audits in both the ministraasd their sub-offices as well as in foundations
founded by the state, companies with state padiicp, etc.

Upon performing its audits the NAO relies on thditing standards of INTOSAI (International
Organisation of Supreme Audit Institutions) accogdio which the financial audit consists of

 the audit of the annual accounts including an apirdn financial reports;

» the legality audit observing the legality of tragisans, i.e. assessing the compliance with
applicable law and regulations (compliance withuisgments).

While auditing the annual accounts we wish to asggrreader that the annual accounts correctly
record the activities of the reporting entity dgrihe period as well as its financial conditionshat
end of the period. Upon auditing the legality @frisactions we assess whether the auditee in its
economic activities has complied with the relevagtslation applied in its area of activity.

Without giving an opinion we shall also point ol tobservations on financial management and
internal control systems made in the course oatlubt.

Essence of performance audit

The objective of the performance audit is to prexidmprehensive information on the shortcomings
of the activities of the public sector for the Rarlent, Government and the public as well as tectir
the responsible officials to eliminate said shamo@s. But the National Audit Office does not s&ip
identifying and characterizing the shortcomingglsp tries to analyze the reasons for the problems
and suggest ideas for their elimination. Anothgedtive of the performance audit is to identify the
best administrative practice and contribute torttistribution.

The object of the performance audit and the monigoactivity the audit is based on include everyday
problems and public sector’s activity in solvingith The NAO tries to focus on problems that will
influence a lot of people over a long period ofdjrand regarding which there is reason to suspect
systematic errors in the state’s activity. Avoidingfting caught in politics, the fact whether the
Government has taken or planned to take any stefste the respective problem is also taken into
account upon selecting objects for performancetaAtiio, the audited problem may be one regarding
which the Government does not have a specific plattion but which is important for the
achievement of a national objective specified omoae general level.

Performance audit focuses on three aspects — egomdfficiency and effectiveness.

Economy(minimizing the expenses made in order to achievelgective) is generally not separately
audited by the NAO but opinions on economy may ibergwhen auditing efficiency.



Upon assessingfficiencythe NAO analyzes the processes administered byubléc sector — if and
how it would be possible to increase the profitha activities by using the same resources, ohreac
the same goal by spending less.

Upon assessingffectivenesgshe NAO analyzes the following:
» achievement of objectives declared in legislatiod planning documents;

» actual effect achieved through the activity in canigon with desired effect (if there is no
information regarding the effect or it is insuféait, the NAO itself will try to collect necessary
information).

The NAO is also interested in the prerequisitesffifiency and effectiveness. This means that we
analyze whether in planning and implementing atidisithe public sector takes guidance from the
principle of sound administration and actual nedfdsociety. Moreover, the NAO may also examine
whether the Government has a purposeful plan ajrath achieve certain social objectives, how it
has developed, if and how it is connected to atletvities of the Government and whether it is
sufficiently managed. A lot of attention is paidtie existence and reliability of the reporting
information characterizing expenditure, total naingand effect.



1.1. Structure

In 2005 the structure of the National Audit Offiwas as follows:

Audit Department | audits the area of government of the Ministry ofdfice, Ministry of Foreign
Affairs, State Chancellery and constitutional ingions. Chief Auditor isnes Metsalu.

Audit Department Il audits the area of government of the Ministry ddtibe, Ministry of Defence
and the Ministry of Internal Affairs as well as ey governments. Tonis Saar acted as Chief Auditor
for part of the year. In autumn 2003Je Madise became Chief Auditor.

The duty ofAudit Department Il is to audit the area of government of the Minigtf¥education and
Research, Ministry of Culture and the Ministry afci&l Affairs. Chief Auditor isliri K8rge.

The auditors oAudit Department IV are responsible for auditing the area of governroéttie
Ministry of the Environment, Ministry of Economiciairs and Communications and the Ministry of
Agriculture. Chief Auditor i€lav Lius.

In 11.05.2005, the Parliament adopted the StatétAftice Act and Local Government Organization
Act Amendment Act, which provided the NAO with thght to exercise economic control over local
governments, irrespective of whether the matteceors state assets or municipal property. In the
case of municipal property, the regulator limited scope of control with legality control to ensure
compliance with the local government autonomy ppiecarising from § 154 of the constitution.

In the opinion of the Ministry of Justice the NAGsrveillance regarding local governments helps to
strengthen control over legitimate and purpose$el of the funds of the public sector. Reinforcing
surveillance also helps to decrease the risk atiption and disclose potential corruption cases.

In 31.05.2005 President Arnold Ritel signed alutiem in Kadriorg to proclaim the State Audit
Office Act and Local Government Organization Act émdment Act adopted by the Parliament in
11.05.2005. Upon proclaiming the Act the head affeshoted that it is relevant to facilitate the
strengthening of prudent and responsible way aikihg in local governments. “Even if the influence
of the state’s central administration on local goweents increases, the local level continues to be
focused on citizens. The activities of the localgmment have a direct influence on the qualitthef
people’s physical and social environment as welhadevel of social security,” the President said.

The Act entered into force in 1.01.2006. In 2005 MAO made preparations for the formation of a
new department, Audit Department V, so as to bdyéar new obligations assigned to us by the
Parliament. The Auditor General appointaista Aasa as Chief Auditor of Audit Department V.



1.2. Audit Department |

The auditees of Audit Department | include the Miinj of Finance, Ministry of Foreign Affairs, State
Chancellery and constitutional institutions.

Upon the foundation of the department in Decemd@d4 the department employed seven people, by
the end of 2005 the number of employees had risefeven.

In 2005, Audit Department | dealt with 17 auditi8, of which were completed and four of which will
be completed in 2006. Also, along with Audit Depaett IV the department participated inamhhoc
audit (“Efforts of the state authorities of Estotoeavoid generation of surplus sugar stock bytithe

of acceding to the European Union”). Audit repahtawn up as a result of the audit have been
discussed in the State Budget Audit Committee,thachudit report on the consolidated report of the
state in Finance Committee.

Mostly, the audits were carried out regarding tttévdies of state authorities, with one audit
performed regarding the activities of a company edvhy the state (Riigi Kinnisvara AS) and one
audit performed on the activities of a local goveemt. The department organized financial audits,
audited the organization of public procurement,ube of EU funds and the activities of the Ministry
of Finance in the accreditation of Structural Fuadd the implementing agencies and entities of the
Cohesion Fund as well as the efficiency of thevaats of Riigi Kinnisvara AS in the administration
of office premises. The objective of Audit Departinewas to audit the accuracy of the consolidated
annual report of the state and the legality ofsaations. The audit was carried out in cooperatiiin
the other audit departments.

In cooperation with the Methodology, Planning arep®ting Service of the NAO the department’s
auditors have engaged in supplementing the audathodological materials, and we have
participated in internal trainings as training pomrs.

Important audit results

The objective of the NAO is to ensure the corressrend accuracy of the financial accounts of the
state as well as the compliance of the state’saoantransactions with the law, their documentation
and disclosure as required.

Audit Department | audited the accounting and duality of transactions in four constitutional
institutions, two ministries, State Chancellery &and state authorities. When auditing the annual
accounts we wish to assure its reader that theahmwcaounts correctly record the activities of the
reporting entity during the period as well as itefcial conditions at the end of the period.

Upon auditing the legality of transactions we ass@sether the auditee in its economic activities ha
complied with the relevant legislation appliedtsarea of activity. On the basis of the audits
performed in 2005 we can state that accountingwedisorganized in the audited authorities and that
the implementation of the general rules of statwactancy has been carried out without any big
problems.

“The audit report of the NAO on the 2004 consolethannual report of the state”

The State Budget Act establishes the obligatiaih@MNAO to evaluate the accuracy of the
consolidated annual report of the state and theditggf transactions of the state. 2005 was trst fi
year when, in the initiation of Audit Departmenah audit report was completed on the consolidated
annual report of the state. Due to shortcomingeoounting and control system the NAO did not
disclose its opinion on the accuracy of the 200#sobtdated annual report of the state and theitggal
of transactions of the state.



The audit report of the NAO should be an intergsteading material for those, who wish to know
which ministries have managed their accounting ametl which ministries have the most problems. In
the audit report we made proposals to the Ministé&inance to improve the accounting and internal
control systems, to bring the model audit into comfity with internationally accepted auditing
principles, to amend the State Budget Act and dgviile management reporting of the public sector.
In the framework of the 2006 audit we intend to makre that the Minister of Finance, who has
supported the proposals of the NAO, has taken $btepsng them to life.

“Activity of Riigi Kinnisvara AS in managing offigpace leasing”

In 2005 we audited the activity of Riigi Kinnisva#& in managing office space leasing. The main
conclusions of the audit were recorded in the NA&isual overview on the use and preservation of
state assets. The NAO identified that the aimsigen the foundation of Riigi Kinnisvara AS had not
been met. There are no definite principles in pfaceletermining the rental price of office spaeesl
thus the amount of rent charged from each statesityt is agreed individually, not under generally
understood criteria and it is not possible to budge costs of office space renting on state |eAisio,
there are no reliable data on the second compafiénidgeting — the aggregate amount of office
space at the disposal of state authorities.

Current surveys show that the size of office sgeofficial varies greatly (5-383nand that on the
average, state authorities use over 30% more ggaagfficial than private businesses. Based on the
shortcomings identified in the course of the autig, Government of the Republic assigned the
Minister of Finance the task of presenting to tlev&nment the overview of the company’s current
activity and future trends of development. Saidbgms remain unsolved and the NAO continues the
process of auditing matters related to governmesgitastate in 2006 as well.

In 2006, relevant issues from the viewpoint of Audpartment | are the use of the European Union
funds and auditing of tax revenue, and we wistotttioue making proposals regarding the
improvement of the quality of the state’s finaneigorting.

Ines Metsalu
Chief Auditor
Audit Department |
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1.3. Audit Department I

Audit Department Il audits the area of governmdrihe Ministry of Justice, Ministry of Defence and
the Ministry of Internal Affairs as well as courggvernments. In 2005, Audit Department Il carried
out 19 audits; three of them shall be complete2006.

Important audit results

Financial audits have contributed to the contirdealelopment of the accounting of the public sector,
and as a result the financial reporting of the jmudatctor has improved significantly. In the coun§e
auditing activities more attention is paid to thhcial management and internal control system and
proposals have been made to solve identified pnodle

Organization of accounting, economic activities &nel legality of transactions

In addition to auditing the organization of accengtand the legality of transactions of the ardas o
government of the Ministry of Justice, Ministry@é&fence and the Ministry of Internal Affairs, the
NAO performed a separate audit in 2005 on the dgzgtion of accounting of Saare County
Government and institutions under its authoritg, dinganization of accounting and economic
activities of Estonian Border Guard Aviation Groopganization of accounting and economic
activities of Single Signal Battalion, organizatiohaccounting and economic activities of Naval
Headquarters, organization of accounting and ecanaativities of Tartu Prison and the organization
of accounting and economic activities of Centratr@mal Police.

By now, theEstonian Border Guard Aviation Group has corrected the accounting of state assets
and calculations of cost price for charter fligfftartu Prison has reduced its cash flow to the
minimum; Saare County Governmenthas improved the accounting of fixed assets anemes

accrued from economic activitieSingle Signal Battalionsupplemented its accounting policies and
procedures in order to meet the proposals of th&NAe commanding officer appointed a person
who is responsible for the conclusion of agreemaesits Said changes help to ensure the preservation
of state assets and the accrual of all revenue émmomic activities into the state budget.

The audit of the economic activitiesBfArsenal Ltd drew attention to the fact that the company
does not make profit, which is why the continuatidiits activities causes loss to the state. Atter
NAQ'’s audit (Audit report from 21.03.2005) the Mty of Defence started to make changes in the
company as of April, 2005 in order to restructur@rSenal Ltd. By the summer of 2005, both the
supervisory board and the management board of Er&td td had been replaced with new ones. In
May, 2005 the Minister of Defence responded tanlgiry of the State Budget Committee of the
Parliament on the future fate of E-Arsenal Ltd tasthe company is one of the most important
symbols of the Estonian defence industry, it ispassible to support the plan of the company’s
former board to transfer the company. The Ministr{pefence finds that the activity of E-Arsenal Ltd
should be radically restructured.

Upon auditing thé&laval Headquartersthe NAO identified shortcomings in the internal toh
system, insufficiently documented construction €@std errors in calculation of remuneration.
Development of procedures and rules for checkiedtiel consumption of ships is in process.

As a separate topic the NAO analyzed the activitfeabe Ministry of Justice, Ministry of Defence

and the Ministry of Internal Affairs in the management of state-owned buildings. By tieav
ministries have a plan of action for the dispogalrmeeded buildings or of buildings that causs los
to the state, and this plan is being carried olé attention of the Ministry of the Environment,
Ministry of Internal Affairs and the State Budgetdit Committee of the Parliament was drawn to the
need to eliminate the sources of oil pollutiondesiin Kopli peninsula.
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To fulfil Estonia’s international obligation the NAaudited the 2004 annual accounts ofh#ic
Defence Collegedemanding the timely and full documentation ah#actions.

“Prevention of fires in residential buildings”

As a result of the audit the system of surveillaace prevention measures was reviewed one more
time in order to achieve better results in the pnéion of fires with existing resources.

“Waiting lists for forensic examination”

In the course of identifying the reasons for exehnlong waiting lists for forensic examination the
NAO found that there were approximately 1,000 ekppalyses on the waiting list without a clear
explanation what they were needed for, in manyscdsjudicial proceedings in relation to what the
analyses were no longer in process. As a restitteoNAO’s work the Public Prosecutor’s Office shal
arrange for an inventory of examination rulingsp@cessary expert analyses have been or are being
cancelled. Poor quality of examination rulings wase of the reasons for long waiting lists for exper
analyses, as a result of the audit the qualityrobnf examination rulings has been improved. The
Ministry of Internal Affairs and the Ministry of §tice are preparing for the merger of forensic
institutions.

“Response of the Auditor General to the inquirfPekter Kreitzberg, member of the Parliament, on
leasing premises to the Police in Tallinn and Tartu

Audit Department Il prepared a response to theiiggpf Peeter Kreitzberg on leasing premises to the
Police in Tallinn and Tartu. In his response toitigairy the Auditor General stressed that the
decision to lease premises to state authoritieschias based on analysis and afterwards it shauld b
possible to assess the entire decision making gso€nly then can decision-making officials avoid
the suspicions of corruption and suspicions of mgkiecisions that could harm the state.

Ulle Madise
Chief Auditor

Audit Department Il
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1.4. Audit Department IlI

Audit Department Il audits the area of governmafthe Ministry of Education and Research,
Ministry of Culture and the Ministry of Social Affa. The expenses of these three ministries form a
little over half the expenses of the state budgggest amounts go for the payment of health
insurance and pensions. Large part of the auditreekegal persons governed by public law and
foundations founded by the state.

As of the end of 2005, the department employedffiias — 14 auditors, three audit managers and
chief auditor.

In 2005, the department carried out 36 auditispf2hem were completed. We forwarded all audit
reports to the State Budget Audit Committee ofRadiament. In several cases we informed the
standing committees of the Parliament of the resaflthe completed audit, and those committees
organized discussions of audit results, if necgssar

Most of the completed audits were financial (coruplie) audits. Three of them dealt with the
organization of accounting and legality of trangatd of the ministries in 2004 and were carried out
with the purpose of providing an opinion of the NA&Del to the consolidated annual report of the
state. In the course of the rest of the audit$\th® assessed the economic activities of a spexiifite
authority or a separate legal person, or the lggafithe control system of allocations providedhe
state budget of the use of money (e.g. allocafionboarding school facilities or for the paymeht o
education allowance).

Mostly the auditees included state authoritiesdataudits also covered the activities of several
foundations founded by the state (Eesti Draamat&atendation, Northern Estonian Regional
Hospital Foundation, Rural Development Foundatimyndation Innove) and legal persons governed
by public law (Estonian Academy of Arts, Estoniaealh Insurance Fund).

Important audit results
“Quality assurance in vocational education”

The audit of the assessment of the quality of vonat education focused on the satisfaction and
inclusion of entrepreneurs and dealt with the @gtiof the Ministry of Education and Research as
well as with the measures implemented to improeegtiality of education in twelve vocational
schools. The main conclusion of the audit was ttiajuality of vocational education is very uneven
and depends greatly on the region, school and tapgiiality. The Ministry as a coordinating body
has a lot to accomplish in order to harmonize tedity of vocational education: develop an
accreditation system, improve the collection obdat people who have interrupted their studies,
unemployed people and on the satisfaction of ergregurs, develop the national curricula, specigy th
role and responsibility of school boards of voaadiceducational institutions.

“Estonian Vocational Education Development Plan2d05-2008" was adopted after the completion
of the audit, and improving the quality of vocatbeducation has been named as one of its main
objectives; this would bring along the increas#him popularity of vocational education, increase in
the number of students and the graduates’ suctgsatement to work. At the end of 2005 the
Vocational Educational Institutions Act was amendadong other things amendments covered the
specification of the definition of practice and wégion of school boards of vocational educational
institutions as well as the establishment of tlgiirement of cooperation with social partners while
drawing up the national curricula.

“Economic activities of the Estonian Academy ofsAmnt 2004”

The audit of the economic activities of the Estandaademy of Arts in 2004 covered all its structura
units, as well as the foundation and company fodrmethe Academy.
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Universtities who act as legal persons governegdubjic law are the owners of their assets, but the
management of assets has to be carried out in Gomplwith the requirements provided by
legislation and prudently. The Academy had enterlcontracts for management of the Academy’s
buildings with the foundation founded by the Acageiowever, in several cases the foundation had
failed to fulfil the duties assigned to it. The Aeany had not analysed the profitability of the
management of the buildings by the foundation imgarison with the management of its buildings
itself while ordering maintenance services froniaas service providers where necessary. The
Academy had not organized public auctions to ferthhts and fixed assets were sold without
organizing an auction, thus violating the law. Upamchasing goods and services the Academy did
not organise a public procurement.

The current rector of the Academy and the Boardevgerious about the identified shortcomings.
Thus, the Board decided to initiate the liquidagiwaceeding of the foundation and terminate the
contracts causing loss for the Academy, establikdsrof procedure for public procurement, etc.

“Accounting, preservation and use of museum assets”

In the course of auditing the accounting, presesuaadnd use of museum assets the NAO evaluated
how well the museum collections as state assetsraserved and how is access ensured for the
public. It was revealed thafere was no exact overview of all museum collections. IN SOMe museums, the last
thorough inventories had taken place 20 to 30 yagos All museums have not been able to take an
extensive scientific inventory (scientific descidpt of things of cultural value), and thus the estat
lacks a thorough overview of the cultural goodsmseum collections.

Only one third of the examined collection storage facilities possessed good or satisfactory preservation conditions of museum

assets. The biggest problem of the Estonian museums hatatk of space.

Sound preconditions for the use of museum assets had been not created: there was no functioning information
system, museums could not provide suitable comditior examining the museum items, only 1.3 per
cent of museum items can be displayed.

The NAO made proposals to the Minister of Culturelévelop a long-term collection policy and
investment plan, ensure the taking of inventomethe museums in accordance with the established
procedure. Additionally, develop a common inforroatsystem of museum items to provide access to
the museum items for researchers, hobbyists angletheral public.

By now the general rules of state accountancy bae& amended in a way that due to their large
amount, inventory of museum items as fixed assetegceptionally be taken once every five year
instead of once a year. The Ministry of Culture thegeloped main trends of the development of
museums for the period of 2006—-2016.

“Economic activities of the Eesti Draamateater Fdation”

The audit of the economic activities of the Eestidmateater Foundation covered the liquidation
proceedings of Eesti Draamateater as a publidutisth and establishing a foundation instead,
financial management of a theatre operating asiadfation as well as the functioning of an internal
control system and the legality of transactions.

The audit revealed that the Ministry of Culture Hfiaited to ensure the required liquidation of the
theatre as a public institution — no inventory wasen or the closing balance sheet of liquidation
approved, the liquidation committee had not appildixe majority of asset transactions in this period
etc. In his response, the Minister stated thatisied shortcomings were due to the officials’ ladk
experience and that the liquidation proceedinggtate authorities shall be efficiently monitoredhe
future.

The Council took specific measures in order to iglate the shortcomings identified in the financial
management and internal control of the foundation.

14



As several of the problems identified in the cowfthe audit are also relevant from the pointiefw

of other theatres, the newspaper “Postimees” ozgdra public discussion on the basis of the results
of the audit, with the participation of the repmaseives of the Parliament, Ministry of Culture,
Ministry of Finance, the NAO and theatrical circl&ne of the conclusions was that managers of
theatres need more training in financial management

“Need for employees and state-commissioned educatithe health field”

The objective of the audit was to evaluate whetherstate can guarantee the sufficient supply of
health care professionals for the current healstesy so that quality health care would be provided
within a reasonable amount of time.

The audit revealed thak actual labour force in the health care sector is substantially smaller than the registered
amount of health care professionals; the estimated need for health care professionals in the development plans does not accord
with the actual situation nor with the needs of existing hospitals; itis impossible to maintain the existing number of doctors

and to increase the number of nurses sufficiently through state-commissioned education.

To improve the situation, the NAO made proposakhé&oMinister of Social Affairs to reorganize the
register and process of registration of health panéessionals; ensure the conformity of the
development plans of different levels; analyzedheent hospital network; ensure the graduates of
main courses of the medical faculty a better paggibo pursue studies in residency and reviewdgtu
programme for nurse assistant.

Of the important events that took place after te @& the audit, attention could be drawn to the
following: in 03.02.2006, the Ministry of Social fairs, the Faculty of Medicine of the University of
Tartu and the Estonian Medical Association signedracensus document for the state-commissioned
education in the Faculty of Medicine for the peras®006—2010, which should ensure the provision
health services on current level.

“Organization of health care of preschool children”

As a result of the audit the NAO found that as lydaalf of the examined first-formers have some
kind of a health problem, the prevention of illresamong preschool children and health promotion
should be organized in a more efficient way. Thangixation of children’s health is the responsiilit
of family physicians but the audit showed that figmphysicians have not periodically examined all
children.

The audit revealed that 40% of childcare institugidlo not employ a health care professional, ias it
not compulsory. Tasks have been appointed to healthprofessionals pursuant to the law bidhit
regulated if and who should carry out the tasks in their absence. AS the number of health care professionals shall
decrease even more in the future, it is neceseagnvtew the duties and responsibility of healtreca
professionals in child care institutions.

In his response, the Minister of Social Affairsteththat the Ministry will deal with the problemf o
preschool child care institutions and the healtmpotion, health protection and health care
administration of all preschool child care insiibuais shall have to be reviewed.

“Overview of the use of the gambling tax”
Based on the wish of the State Budget Audit Conamitif the Parliament, the Department prepared a

special report on the use of the gambling tax, Wwisca summary of the four audits carried out lgy th
NAO on the same topic (in 2002—-2005).
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As a result of the audits we found that the sydteamh provides the basis for the current allocatibn
support out of the gambling tax is fragmented,domplicated and partially non-transparent. The
NAO thought it necessary to consider the possidlifor the simplification of the system and tottha

end, prepared its proposals. The special reportligasissed at the sitting of the State Budget Audit
Committee of the Parliament.

Juri Kérge
Chief Auditor

Audit Department IlI
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1.5. Audit Department IV

Audit Department IV evaluates the Ministry of thevitonment, Ministry of Economic Affairs and
Communications and the Ministry of Agriculture aslhas state authorities operating in their area of
government; legal persons governed by public lagvfanndations whose rights of a founder or rights
of members are performed by abovementioned miesstelso companies where the ministers at the
head of said ministries have a right to repredemstate’s interests in carrying out the state’pritg
interest in said companies.

The auditees of the Department also include thedation Environmental Investment Centre, whose
rights of a founder are exercised by the MinistirfFimance.

The department was founded in December, 2004 eitleiployees. Seven new employees were
employed in the next year and three people Ieftait the end of the year, the department emplslyed
14 people.

The department had three positions for audit masa@ne of them was filled in the middle of 2005,
a senior auditor performed the duties of one amnditager for the entire year, and one position
remained vacant for the entire year. As of 200@hate positions have been filled with people who
worked in the department in 2005, i.e. the managesteucture planned for 2005 has already been
implemented.

The first working year of the department was tharye getting an overview of the auditee authasitie
and areas as well as the year of shaping the wgpdahective, for several employees this was ahso t
year for their first experience in auditing. Ladkeaperience required for audtiting and the lack of
officials with necessary experience to manage tiitewas the main problems of the department in
2005.

Within the year, 17 audits were started and 13tawdtre completed with an audit report, including
six of those that had been started in 2004. Fib@tompleted audits were financial audits. In the
case of two audits it was decided after the tertiuinaof pre-studies that auditing procedures weite n
necessary. In addition to auditing proceduresd#partment prepared a part of the overview on the
use and preservation of state assets, which wawsittad to the Parliament by the Auditor General.
The department also prepared three memoranda diutigor General for the committees of the
Parliament in connection with draft Acts processethe Parliament.

Important audit results
The general public paid the most attention to thewing audits.

“Efforts of the state authorities of Estonia to avgeneration of surplus sugar stock by the time of
acceding to the European Union”

Prior to the accession to the European Union oht#ve Member States, the European Commission
had established that the acceding states havelie pggyments into the Union’s budget from the stock
of agricultural and food products created for spaore purposes. After the accession, the stoof
products were regarded as surplus in Estonia asetloan those amounts it was calculated that
Estonia should make payments to the Union’s bufilgenore than a billion kroons, 715 million of

that due to excess sugar stock.

The NAO inspected whether it would have been ptss$dy the Government to prevent the generation
of surplus stock. As a result of the audit, the N¥s@ched a conclusion that of if the Government
would have taken measures at an appropriate tiriseljkely that it would have been possible to
prevent the generation of very large stocks.
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After examining the audit report, the special cotteai of the Parliament concurred with the
conclusions of the NAO and noted that state auikercould not sufficiently acknowledge the
problem of surplus stock of food products and éisalbesponsibility. As a reason for the situation
formed by the moment of accession, the committee mlentioned the political differences of the
Government and the inability of the then Prime Idiei to make the Government work as a team.

“Exploitation of peat resources”

Having audited the state’s activity in planning o$@eat resources and managing their extractien, t
NAO stated that these of peat reserves had not been organised in a sustainable way (the Government had
permitted to extract peat and the rate of extraagie@atly exceeded the rate of the natural creation
peat), hsufficient attention had been paid on the environmental impact assessment when granting peat extraction permits,
Oegraded peatlands had not been rehabilitated aNd the fee asked for the extraction permit wasstoall.

At first the Ministry of the Environment did notour with many of the observations of the NAO, but
initiated draft legislations to implement the prepls provided in the audit report. With the
Environmental Fees Act, the fee for the right traot peat was tripled. As of 2006, the Government
established new (smaller than before) sizes foctitieal and usable resources of peat and redineed
annual usage rates, thus basically putting a sttipetissuing of extraction permits.

“Use of land and buildings under the managemerihefMinistry of Agriculture not needed by state
authorities”

The NAO stated that the activity of the MinistryAdriculture in organizing the management of the
state’s buildings and land has been neither pufpbiser systematical. It remained unclear whicht par
of the state assets given to the use of other peuifiibe needed in the future, and for what pugsos
Data about the managed property were inaccurate. The use of assets had been granted at unfavourable terms to the state and

the Ministry was not even aware of some agreenmntbe use of state assets.

Upon planning the 2006 budget, the Ministry madevigions for the transfer of most of the assets
unnecesxsary to it.

“Management of the state’s IT sector and effectdgsnof development plans”

With this audit, which was mainly carried out b tincluded expert, the NAO stated that the
insufficient coordination of the IT sector impedbe development of information society. Upon
developming the field of information technologytive public sector, the main problem does not
concern the lack of funding, but rather the purfidagse of those funds. The Government of the
Republic Act does not establish any ministry’s ceggbility for the wholesome development of this
field. It remains uncertain whether the funds alted to the IT sector are used in the best way
possible.

The NAO made a proposal to the Minister of Finamceegard the development of information
society in the state budget strategy as a crossimjirarea of activity until at least 2010; In ttate
budget strategy financing plan, provide for atid&$ of the state budget a year to the financiniJy of
sector; in the state budget strategy provide thadvative activity in developing information sogiés
carried out through the framework of the speciéisgarch programme financed through the budget of
the Ministry of Economic Affairs and Communicatianghe.

The media recorded the viewpoints of the NAO amdghneral public concurred with them but no
specific decisions were made in 2005.

The media also recorded the audit report that détiitthe use of the amount of 910,000 kroons given
to Keila Commune by the Estonian Privatisation Agyeregarding the municipalisation of state assets
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in 2000. The NAO'’s point of view was that in ordereceive the said amount of money, the
commune had submitted incorrect information toRhgatisation Agency and had not used the
received funds purposefully. The commune did notoo with the conclusion of the NAO and
submitted an application to the Court to make tA@©Nchange its opinions (since the re-establishment
of the NAQ, this was the first time when its opiméchad been contested in court). The court accepted
the complaint but did not adopt a decision on thédter in 2005. The commune also contested the
precept of the Ministry of Finance to repay the somuestion to the state, but no decision was
adopted concerning this matter in 2005.

There are two other audits that the departmentavie to point out as relevant audits (the general
public did not pay that much attention to these).

“Organization of formation and preservation of tBéate Grain Reserve”

The NAO stated that the procedure established éyinister of Agriculture for forming, managing
and replenishing of the security stock regulatedtmbthe operations related to the security stiick
grain. However, it was not entirely certain if #tire stock was still in place, that mostly beesaie
grain was included in the stock without weighing.

The NAO noted that the organization of the secugtibck of grain failed to comply with several
provisions. For example, the Government had noteyag the assortment of the security stock of
food grains and or minimum and maximum amountlpaigh respective requirement had been a part
of National Stockpiles Act for almost seven ye&sncerning the stowing the stock, reducing security
risks has not been taken into consideration.

Again, the NAO made a proposal to the Minister gfidulture to provide the size of the security
stock of food grains and nomenclature. If the Miyigs of the opinion that the state should notehav
this stock or that the stock should be smaller g&iablished with the Regulation of the Government
of 1996, submit a new proposal to repeal thisHuoe Minister of Agriculture stated that he does not
find it necessary for the state to own a secutiglsof food grains and that as of 2005 the steakoit
renewed, but he did not make a proposal to the owent to liquidate the stock in 2005.

“Disclosure of surveys”

In the years 2001-2004, the state authorities etdever 1,000 surveys for a total of 200 million
kroons. In its audit the NAO found that about féifths of those surveys were never publicized on a
web site, as required by Public Information ActeThain reason for this is that it is obscure what t
legislature means by the studies and analysesciubjdisclosure and what kind of information about
the studies should be made public and when. Théstdimof Internal Affairs stated that the audit
outcome did not reflect the deficiencies in the,lawt the failure to comply with the provisionstbé
law. There were no significant changes regardiegiibclosure of surveys in 2005.

Olav Luus
Chief Auditor

Audit Department IV
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1.6. The NAOQO’s audit reports in 2005

Audits are listed by ministries and their areagjoffernment. If one audit concerns the area of
government of several ministries, it will be listattler every ministry in question.

Ministry of Education and Research

Activity of the Ministry of Education and Reseaiiohthe management of state-owned buildings
Relocation of the Haapsalu Vocational Educationtfeginom Taebla to Uuemdisa

Accounting and legality of the transactions in #inea of government of the Ministry of Education
and Research in 2004

Economic activities of the Estonian Academy of Ant2004

Economic activities of Estonian Maritime Academy20

Organization of payment of study allowance

Camps organised for youth and financing backinthem (follow-up audit)
The economic activities of the foundations SEKR bmbve

Utilisation of resources allocated to the projetstudent boarding houses

Quality assurance in vocational education

Ministry of Justice

Accounting and legality of the transactions in #inea of government of the Ministry of Justice in
2004

Organisation of accounting and economic activitiethe Tartu Prison in 2004

Waiting lists for forensic examination

Ministry of Defence

Activity of the Ministry of Defence in the managemef state-owned buildings

Accounting and legality of the transactions in #inea of government of the Ministry of Defence in
2004

The opinion of the SAO on the 2004 annual accoanhtle Baltic Defence College
The economic activities of E-Arsenal Ltd in 2003620
Organization of accounting and economic activiieSingle Signal Battalion in 2004

Organization of accounting and economic activitieblaval Headquarters in 2004
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Ministry of the Environment

Accounting and legality of the transactions in #inea of government of the Ministry of the
Environment in 2004

Exploitation of peat resources

Ministry of Culture

Accounting and legality of the transactions in #inea of government of the Ministry of Culture in
2004

Economic activities of the National Heritage Boar@004
Accounting, preservation and use of museum assets

Economic activities of the Eesti Draamateater Fatiod

Ministry of Economic Affairs and Communications

Accounting and legality of the transactions in #inea of government of the Ministry of Economic
Affairs and Communications in 2004

Organization of accounting and legality of the sactions in 2004
Disclosure of surveys

Use of the money given by the Estonian Privatisafigency to Keila Commune in connection
with the municipalisation of state assets

Follow-up review on the audit of the 2002 annugbre and the report on the state budget
implementation by the Estonian Motor Vehicle Regitsthn Centre

Ministry of Agriculture

Use of land and buildings under the managemerteoMinistry of Agriculture not needed by state
authorities

Accounting and legality of the transactions in #inea of government of the Ministry of Agriculture
in 2004

Organization of formation and preservation of th&&Grain Reserve

Efforts of the state authorities of Estonia to avgéneration of surplus sugar stock by the time of
acceding to the European Union

Economic activities of the Agricultural Researcm@e in 2004
Land improvement grants

Economic activities of the Rural Development Fouiuaa
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Ministry of Finance

Activity of Riigi Kinnisvara AS in managing officepace leasing
The audit report of the NAO on the 2004 consolidatenual report of the state
Accounting and legality of the transactions of Trex and Customs Board in 2004

Accounting and legality of the transactions in éinea of government of the Ministry of Finance in
2004

Management of the state’s IT sector and effectisend development plans

Issue of licences for the provision of gambling\aties and control over the operations of
gambling providers

Procurement of maintenance services

Ministry of Internal Affairs

Accounting and legality of the transactions in #inea of government of the Ministry of Internal
Affairs in 2004

Organization of accounting and economic activitie€entral Criminal Police 2004

Allocation and use of funds received from gamblizxg for investments under regional
programmes

Organization of accounting and economic activitiEEstonian Border Guard Aviation Group in
2004

Waiting lists for forensic examination

Organization of accounting of Saare County Govemtraad institutions under its authority in
2004

Ministry of Social Affairs

Accounting and legality of the transactions in #inea of government of the Ministry of Social
Affairs in 2004

Organization of payment of the parental benefit

Organisation of procurement in the Northern Estoftegional Hospital Foundation
Organization of health care of preschool children

Need for employees and state-commissioned edudatibie health field

Management of contracts for specialised medicaices in the Estonian Health Insurance Fund

The Activities of the Health Protection Inspecterat Approval of Enterprises and in Supervision
of Adherence to the Food Act
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Ministry of Foreign Affairs

Accounting and legality of the transactions of Miaistry of Foreign Affairs in 2004

Miscellaneous

Economic activities of State Gazette Publisherdé4

Accounting and legality of the transactions offie tirea of administration of the State Chancellery
in 2004

State Audit Office's opinion on the legality of taenual report and transactions of the Office ef th
President in the financial year 2004

State Audit Office's opinion on the legality of thenual report and transactions of the Supreme
Court in the financial year 2004

State Audit Office's opinion on the legality of thenual report and transactions of the Chancellery
of the Parliament in the financial year 2004

State Audit Office's opinion on the legality of thenual report and transactions of the Chancellor
of Justice in the financial year 2004

Response of the Auditor General to the inquiry@09.2005 of Peeter Kreitzberg, Member of
Parliament on leasing premises to the Police ilinfahnd Tartu

Response of the Auditor General to the inquiry Basethe audit report “Efforts of the state
authorities of Estonia to avoid generation of suspgugar stock by the time of acceding to the
European Union*

Response of the Auditor General to written questi@gyarding the rental contracts of North Police
Prefecture concluded in 2003 and South Police Bigfe concluded in 2004

Overview of the use and preservation of state ass&t004
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1.7. Personnel

At the end of 2005, the NAO employed 87 personspide of some staff turnover (11 %), there are
14 employees more compared to the beginning ofele plus at the end of 2005 there were already
agreements for employing further 13 persons im#we Local Government Audit Department to be
established.

After the structural reform, 2005 was the yearaafrientation and balancing. A lot of effort was put
into developing the organisatio’s overall strategywell as the methodology of the core process. The
external assessment by SIGMA experts was carriethddAO which gave important information on
progress and development needs.

The highlights of human resources work during tharynclude further development of the human
resources policy and the salary system, increasgaining volumes, catch-all evaluation of exeocesiv
and the introduction of the management trainingyrm based thereon. Teleworking was implemented
and a partner for providing the employees with cahensive occupational health services was found.

A bit more than 10 % of the NAO staff have workegtiéhfor more than ten years, and the share of
those who have just assumed office (12 %) and tivbsehave worked 1-5 years (53 %) is quite big.

Figure 4. Length of service of NAO employees as of 31.125200

22% 8%
alla 1 aasta
B 1-5 aastat
‘; 6-10 aastat
22% tle 10 aasta

48%

less than 1 year
1to 5 years

6 to 10 years
over 10 years

The vast majority of NAO employees have higher etioa — 87 %, whereof 15 % have an academic
degree. Only 10 % do not have higher educatioreamaot in the process of acquiring it. Quite a few
employees are doing academic studies to obtaindvisstr Doctor's degree — as much as 15 % of the
staff will soon complete such studies.
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Figure 5. Level of education of NAO employees as of 31.18%0
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A continuing tendency is the prevalence of womethenNAO - at the end of the year the ratio
between women and men was 2:1.

Figure 6. Distribution by gender of NAO employees as 0fl212005
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The average age of staff is 37 years and the aggpa@f 25 to 34 is the largest (53 %), followed by
the age group of 35 to 44 (15 %).

Kairi Klibarsepp
Head of Personnel Service
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1.8. International relations

2005 was the first full year of Estonia’s membepshithe EU and it was somewhat special for the
NAO too. In spring, SIGMA started its peer reviewthe request of the Auditor General to provide
an expert assessment on the NAO which involvedbése¢ experts on public sector audit from
counterparties in the United Kingdom, Sweden, teéhlrlands and Germany as well as experts from
the NAO and the Estonian public institutions. A soany of the implementation of recommendations
of the previous peer review in 1999 was preparedthe NAO's current activities were examined.

The autumn report noted that the NAO has stronglyaaced and achieved considerable quality, but it
also pointed out areas which could be further dmead so as to achieve the full implementation of
international standards and ensure compliancetivtbest audit practices. The NAO can still make
the Estonian accountability system more effective.consider the external opinion of top experts
very useful and find that their recommendations aaivce are to be taken into account and
implemented.

On the initiative of the NAO and as a result of reer review the SAls and parliamentary audit
comittees of the United Kingdom, Ireland and Scatlavere visited, Helir-Valdor Seeder, Chairman
of the Parliamentary Committee for State Budgetifoeing also a member of the delegation. The
experience is used to devise proposals to devhlpelations between the Parliament and the NAO.

As the year of EUROSAI Congress, the year 2005thesime for summing up the three years’
results of the organisation and setting targetsiiemew period. The discussion topics of the 6th
Congress in Bonn were the meaning of public seetggnue for financial management and the
Parliament's work, and the role of SAls in the bridgy cycle and the auditing of budget revenue. The
relevance of these issues has grown in conneciithnaswceding to the EU and the practices of other
countries provide a good basis for the NAO to duavwplans for meeting these challenges. As usual,
the NAO participated in the meetings and workshafdslTOSAI and EUROSAI. Hightlights include
the presentation of the audit on the use of peaturees at the meeting of the Environmental Audit
Working Groups of INTOSAI and EUROSAI, where itratited a lot of attention from the colleagues;
and participation in the work of the IT Working Gmof EUROSAI with one of the outcomes being a
self-assessment in the NAO in the field of IT.

In the framework of co-operation between the EUS#ie NAO participated in the meetings of
working groups and liaision officers where impotteesolutions were prepared for the Stockholm
meeting of the Contact Committee of the Heads ds®AMember States and the European Court of
Audit. The resolutions concerned the strenghtenirtge role of SAls in promoting accountability
with regard to the use of EU funds. Measures wewsaged for making co-operation between
themselves more effective and improving the awa®né other EU institutions and the public of its
results.

In 2005, the Supreme Chamber of Control of Polagid In Gdansk the annual meeting of the SAls of
Baltic and Nordic countries and Poland. The leadsge was performance audit, but planning and
follow-up audits were also covered, incl. by a preation from the NAO representatives.

The NAO was visited by Hubert Weber, the Presiadéithe European Court of Audit (ECA) and
Kersti Kaljulaid, a member of ECA. The latter idraced ECA's activities and presented the annual
report for 2004. The NAO representatives were in@dlas observers in ECA's audit missions related
to the milk quotas of new Member States and theigian of mutual assistance in customs matters.
SIGMA expert, Andrew Anderson from the Scottish Sisited and advised the NAO financial
auditors. Delegations of the House of DeputiesafiB and the officials of the Georgian Parliament
came to examine the NAO’s work.
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In addition to workshops on public procurement,ithoigl, performance audits, etc, the NAO officers
attended training periods on auditing public sebiginesses and IT, and the international
performance audit training in India.

The NAO contributed to holding in Riga the regionarkshop on performance audit — the final event
of the INTOSAI Development Initiative’s (IDI) longerm training program designed for the
Commonwealth of Independent States (CIS) and tieaBaountries.

Together with the representatives of the SAls dfjBra, Poland, Hungary, Latvia and Lithuania and
the IDI, the Auditor General attended as a vidit@rannual meeting of the financial audit instang

of the CIS countries held in Moldova. It gave risghe idea that a delegation of the Moldovan Court
of Audit would visit the NAO in 2006 to discuss gdslities for co-operation and assistance from us.

International co-operation enriches all parties fandlitates the strategy adopted at INTOSAI's
Congress in 2004 in Budapest.

Rein Soo6rd
Head of International Relations Service
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2. Annual Accounts of the National Audit Office

Management’s declaration

The Management declares its responsibility for dngwp the annual accounts of 2005 on pages 27
to 38 and confirms to the best of its knowledgé:tha

1. the accounting policies applied in the annualoants are in conformity with the accounting
principles generally accepted in Estonia;

2. the annual accounts reflect the financial simabf the accounting entity, the results of its
operations and its cash flows in a true and fainmes;

3. the National Audit Office is a going concern.

Mihkel Oviir Tonis Saar
Auditor General Director of the NAO
31.05.2006
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Balance shee

(in kroong
Note 31.12.200  31.12.200
Assets
Current assets
Other claims and advance payments 4 131 22: 109 10¢
Total of current asset: 131 22: 109 10¢
Fixed assets
Tangible fixed assets 5 22 436 64 23401 57
Intangible fixed assets 6 87 992 110 64:
Total of fixed assets 2252463 2351221
Total of assets 22 655 85 23 621 32
Liabilities
Short-term liabilities
Arrears to suppliers 8 120 12¢ 146 55!
Arrears to employees 8 111792 721 88t
Tax arrears and advance payments of taxes3, 9 27 585 195 81"
Total of short-term liabilities 1265 63 1064 258
Revenue accrued to the state budget 11 2139021 22 557 06
Total of liabilities 22 655 85 23 621 32
Mihkel Oviir

Auditor General
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Income statement

(in kroong
01.01.2005 01.01.2004
Note -31.12.200 31.12.200
Operational revenue
Other revenue 12 250 50 04¢
Total of operational revenue 12 250 50 04¢
Operational expenditure
Labour costs
Remuneration costs 14 -1903682 -17592 272
Fringe benefits 14 -459 112 -650 68.
Taxes and social security contributions 14 -6735273 -6429803
Total of labour costs -26 23121 -24672 75!
Management expenses 10 -6039114 -5541844
Tax, fee and fine expenses 3 -1 073006  -1331442
Depreciation of fixed asst 56 -2074994 -2200 340
Grants awarded 12 -12 00¢ -12 30¢
Other operational expenditure -1 084 0
Total of operational expenditure -3543141 -33 75869
Operating result 11 -3541916 -3370864
Financial revenue and expenditure
Interest expenditu 0 -3 04
Total of financial revenue and expendi 0 -3 04z
Result of the period before the settlements with th state budget -3541916 -3371168
Net financing from the state budget 3541916 3371168
Mihkel Oviir
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Report on the execution of the budget

(in kroons
200% 2004
Classification Budget Execution Budgel Execution
Total of the revenue budge 0 12 25( 0 50 04¢
35 Grants receivec 0 12 25( 0 0
350C Targeted financing for operational expenditure 0 12 25( 0 0
38 Other revenue 0 0 0 50 04¢
388¢ Insurance indemnity 0 0 0 50 04¢
Total of expenditure budge 3551597 3395334 34007 67 3399874
4 Appropriati ong 13 00( 12 11( 14 00( 12 30¢
450C Membership fee 13 00( 12 11( 14 00( 12 30¢
50 Personnel expenditur: 2568180 2568180 2383360 2383360
50C  Remuneratio 1880040 1872282 17 477 00 17 652 07
505 Fringe benefit 328 60( 280 81¢ 254 00( 222 73t
50€ Taxes and social security contributions 6552801 667815 6 102601 5958 78
from the personnel expenditi
55 Management expense 715417 715417 6 200 00! 6 199 96.
550C Administration expase: 1700161 163014 157641, 158354
5502 Costs of commissioned research and development 172 52: 171 70: 86 78! 86 78!
5502 Mission expenst 731 00( 722 06¢ 903 00( 923 05°
5504  Training expense 560 00( 602 09: 526 00( 539 414
5511 Management costs of reg. immovables, buildings&re 1 967 301 1 987 91. 1765900 172233
551% Vehicle maintenance expen 285 39( 283 68« 332 30( 333 50¢
5514 Information and communications technology expe 1099821 110188¢ 492 00( 489 10«
551t Inventory cost 621 98( 640 81¢ 510 60¢ 516 72t
5522 Medical expenses 16 00( 13 86 7 00C( 548t
60 Taxes, fees, fines 7 00( 6 24t 0 0
601C Land ta 7 00C 6 24t 0 0
65 Interest expenditure 0 0 4 CoC 3 59(
6502 Interest expenditure on financial lease 0 0 4 00(C 3 59(
Financing transactions 0 0 96 00( 95 33!
2082 Financial lease payments 0 0 96 00( 95 33!
15 Acquisition and renovation of tangible 266000 109902 386007, 385394
and intangible asset
1551 Renovation of civil engineering wor 2360000 1050 00 318128 3176 49
155t Acquisition and renovation of IC&guipmer 200 00( 29 95¢ 653 38! 653 21"
1557 Acquisition of noneepreciable valu 0 0 10 00(¢ 8 83t
15€  Acquisition of intangible fixed assets 100 00( 19 06t 15 40( 15 40(
Revenue

The National Audit Office does not usually enterenreue in the budget.
Other revenue in 2005 is 12 250 kroons receivatbasmonetary targeted financing for training exgsns

Expenditure

Accrued expenses in 2005 were 35 431 417 kroonsastitbased expenses were 33 953 348.

The difference between the report on the execudfathe NAO budget and the income statement is ésalt of the factha
the report on the execution of the budget is basedccrued expenses, whereas the income stateatiesst on cashase:
expenses.

In 2005, the Ministry of Finance allocated 298,%v@ons to NAO for writing off study loans.

Mihkel Oviir
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Cash-flow statement
(in kroons

Note  01.01.200-31.12.200

01.01.200-31.12.200

Cash-flows from operating activities
Operating resu
Adjustments
Depreciation of fixed assets
Total of adjusted operating result
Net change in current ass
Net change in liabilitie
Total of cash-flows from operating activities

Cash-flows from investing actvities
Paid at the time of acquisition of the fixed assets
Total of cashflows from investing activities

Cash-flows from financing activities
Repayments of loa
Paid interests
Net financing from the budc
Total of cash-flows from financing activities

Net cashflow
Cash and its equivalents as at 31.12.2004

Changes in cash and its equivalen
Cash and its equivalents as at 31.12.2005

32

11

5,¢€

5,¢€

11

-35 419 167

2074 99
-33344 173
-22 114
201 38(

-33 164 90

-1087 413
-1087 41

0
0
34 252 32
34 252 32

0

o o

33708 64

2 200 34
31508 30
7 50¢

121 45!
-31394 35

-3 264 065
-3 264 06!

-95 33¢

-3 (42

34 756 79
34 658 42

0

o
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Notes to the annual accounts
Note 1
Methods of accounting and the bases of evaluatiompglied in the annual accounts

The annual accounts of the National Audit Officeedndeen drawn up in conformity with the State
Budget Act and the accounting principles generaltgepted in Estonia. The generally accepted
accounting principles are based on internationatignowledged accounting policies (EU directives
on accountancy, international standards of findremtaounting and international standards of state
accountancy) and their main requirements are ésiaiol in the Accounting Act of the Republic of
Estonia, which are supplemented by the guidelisgsed by the Accounting Standards Board as well
as the requirements set out in the general rulesate accountancy.

The annual accounts are drawn up by using themostl. The cash flows of the core activity are
drawn up by using indirect method. The cash floWseesting and financing activities are shown as
gross receipts and gross payments of the accoupirgd.

The annual accounts are presented in Estonian &roon
Assets and liabilities

The assets and liabilities are divided into shartd long-term on the balance sheet, depending on
whether their expected period of use is up to, orenthan one year of the balance sheet date. Holida
pay reserve is adjusted once a year — at the et dinancial year.

Other claims

Other claims on the balance sheet are entered ihyg tise adjusted cost model. The claims on the
balance sheet are entered at the time the rigtiawh arises and they are evaluated on the basieof
amounts likely to be received. Where possible,adimstanding claims of each client will be assessed
separately, taking account of the information knasout the client’s solvency. The claims unlikely
to be received are assessed on the balance shiet amount they are likely to be received. The
claims received in the accounting period but prasip written off are entered as the reduced cost of
the claims unlikely to be received in the accountieriod. Claims are deemed to be hopeless if the
management finds that it is impossible to colldetm. Hopeless claims are written off from the
balance sheet.

Tangible and intangible fixed assets

Tangible fixed assets are the assets whose estins&ful life is more than one year and whose
acquisition cost is at least 30,000 kroons. Asais a useful life of more than one year and with a
acquisition cost of less than 30,000 kroons areredtas low-value inventory and written off at the
time they are put into service.

Expenditure on reconstructions of fixed assetsrehtey the useful life of the assets and improving
their quality or performance when compared to thi#ail condition are capitalized on the balance
sheet as fixed assets. Expenses on the repair amdemance works to maintain the initial condition
of assets are entered under the expenditure @fcit@inting period at the time they incur.

Mihkel Oviir
Auditor General
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Fixed assets are entered at their acquisition ftost which the accumulated depreciation and the
possible discounts resulting from the decreaselnevare deducted. Two linear methods are used in
the calculation of depreciation. Depreciation liatdetermined separately for each object of thedfix
asset, depending on its useful life.

Depreciation rates for fixed assets groups in a geathe following:

Buildings 2%
Civil engineering works 7%
Machinery and equipment 20 %
ICT-equipment 33%
Other inventory, tools and fittings 20 %

The assets whose useful life is more than oneamdmwhose acquisition cost is at least 30,000 lgoon
are entered as intangible fixed assets. Intangjikdel assets are entered at their acquisition ¢ast
which the accumulated depreciation and the posdistmunts resulting from the decrease in value are
deducted. Intangible fixed assets are generallyedggted in 4 years by using the linear method.

Financial and operational leases

A rental contract in the case of which all impottesks and benefits related to the ownership ef th
asset are transferred to the lessee is regardedimancial lease. Other rental contracts are edtas
operational leases.

The assets leased on the basis of an operati@sa tontract are not entered on the balance Sieet.
payments of operational lease are entered as eepenenly throughout the lease term, irrespective o
the period when the payments are actually madeatiet amount of the payments.

An asset held under a financial lease is depretiatéhe same way as acquired fixed assets, ektept
the cases where there is not enough certainty whether the lessee will acquire the ownershigef t
asset at the end of the lease term. In that casastbets are depreciated either during the leai pe
or the useful life, whichever is shorter. The fioi@h lease payments are divided into capital
repayments diminishing the payables and interestyes.

Accounting for taxes

Not recoverable taxes and fees paid at the timbeacquisition of fixed assets (e.g. value-added t
if the buyer is not liable to value added tax) entered as expenditure at the time of the acqurisiti
and they are excluded from the acquisition coshefassets.

Accounting for revenue
Revenue is registered on an accrual basis.
Operations conducted in foreign currency

Operations conducted in foreign currency are edterethe basis of the official exchange rate of the
Bank of Estonia at date of the operation. Gainslasges from the foreign exchange operations are
entered in the income statement as the profit assl df the period.

Net financing from to state budget

Acquisition of fixed assets and expenses is re@m/éom the state budget and entered as transfers
received. The transfer of stated revenue to the btadget is entered as transfers made.

Mihkel Oviir
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Note 2
Cash and its equivalents

The treasury makes transfers from the NAO budgetaaiministers all the receipts belonging to the
NAO.
In 2005, the NAO used only the accounts belonginiipé group account.

Note 3
Transactions with public sector and associated bods
(in kroons

|. Liabilities and claims
Short-term liabilities Short-term claims
31.12.200 31.12.200 31.12.200 31.12.200

Tax and Customs Boz 27585 19581 0 0
Other public sector entities 15294 6 341 0 3600
Total of state accounting entitie 42 879 202 15¢ 0 3600
Total of associated bodies 14 849 20 142 0 0

Liabilities to the Tax and Customs Board are spettiin Note 9.

Liabilities to enterprises are entered under thartz® sheet item "Arrears to suppliers".

Il. Expenditure
ManagementManagement Tax & fee Tax & fee
expenses  expenses expenses expenses

2005 200¢ 2005 2004
State accounting entities 120 92! 43670 1073006 1331442
Associated bodies 135 04! 165 65: 0 0

In 2005, VAT formed 1 066 761 kroons and land tegemses 6 245 kroons from the tax expenses.

Mihkel Oviir
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Note 4
Other claims and advance payments

(in kroons

31.12.200 31.12.200
Expenses of future periods paid in advance 129 92. 104 47.
Deductions from wages 1 300 4 63¢
Total of other claims and advance payments 131 22. 109 10¢

The majority of the expenses of future periods paidadvance are the advance payment:
periodicals in 2006 — 113 437 kroons (as at 310M2the advance payments for percats formes
97,945 kroons).

Note 5
Tangible fixed assets
(kroonides) Buildings & . .
civil engineer- Machinery  Other fixed
ingworks & equipment  assets Total
Acquisition cost as at 31.12.2004 28 781 96 5458 69 3417 756 3658 40!
Accumulated depreciation as at 31.12.2004184 980 -4 233 358 -2 838 497 -14 256 83
Residual value as at 31.12.2004 21 596 98 122533 579 25¢ 23 401 57
Changes in 2005
Acquisition and improvement of ass 867 58 140 000 41427 1049 014
Write-offs 0 -1 744 503 400 10¢ -2 144 612
Depreciatiol -846 88t -819 896 -347 16: -2 013 945
Reclassification of depreciati 0 1744 50 400 10! 2144 612
Acquisition cost as at 31.12.2005 29 64954 3854 18 3059074 3656281
Accumulated depreciation as at 31.12.208%31 868 -3308 751 -2 785549 -14 126 16
Residual value as at 31.12.2005 21 617 68 545 437 273 52! 22 436 64

Buildings and civil engineering works

The last stage reconstruction works of the vemitagnd cooling system in the value of &&7
kroons were registered in the accounting perioiikad assets. The project began in 2003. The di
the works was 1 918 798 kroons in 2003 and 2 696kgdons in 2004.

Machinery and equipment
One printer was purchased in 2(
During the year, depreciated IT equipment in theguggition value of 1 74803 was written off, out (
which assets in the value of 948 904 kroons westralged (8 laptops, 2 PCs, 4 servers, 3 printers, 1
panel) and assets in the value of 795 599 krooms twa@nsferred upon requests.
The assets transferred and the recipients wer®ltbeing:

MTU Taaskasutus — 9 PCs, 4 laptops;

MTQ Convictus — 6 PCs, 2 laptops;

MTU Ohutuskeskus — 6 PCs.

Other fixed assets

41 427 kroons was spent on replacing the officeifure in 2005.

3 copiers in the value of 335 239 kroons, officenfre in the value of 38 232, a phone in the galu
of 16 638 and an overhead projector assembly iwvahes of 10 000 were written of as unserviceable
assetsOne depreciated overhead projector assembly ursesyet® the NAO was transferred to M’

Convictus following the latter's request. _ -
Mihkel Oviir
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Note 6
Intangible fixed assets

(in kroons)
Software Total

Acquisition cost as at 31.12.2004 257 88: 257 88:
Accumulated depreciation as at 31.12.2004 -147 240 -147 240
Residual value as at 31.12.2004 110 64! 110 64
Changes in 2005

Acquisition of asse 38 400 3840

Depreciatiol -61 049 -61 04¢
Acquisition cost as at 31.12.2005 296 28: 296 28:
Accumulated depreciation as at 31.12.2005 -208 289 -208 289
Residual value as at 31.12.2005 87 992 87 992

A surveillance programme of the ventilation andloap system, which enables to display opere
signals, modes and set-points of the controllees purchased in 2005.

Note 7
Operational lease
(in kroong
Payments
2004 2005 2006
Paid operational lease payme 137 22¢ 96 725 61 406

In 2006, the NAO leased an automobile "Volvo" and a copMinolta” on the basis of operatiol

lease contracts.
A commercial lease contract for an automobile cathetl on 19.12.2001 was terminated

07.04.2005. A new contract was concluded on 07005 2ending on 15.05.2008.
The commercial lessor does not impose a fine olNth® at the termination of the contract.

The lease contract for the copier expired on 3005 and it was returned to the commercial lessor.

Note 8
Arrears to suppliers and employees
(in kroons)

31.12.200  31.12.200
Arrears to suppliers 120 12! 146 55!
Arrears to employees 111792 721 88t

Arrears to suppliers are unpaid invoices for thgises provided in December.

Arrears to employees are entered as holiday pajlitiadue in the value of 1 11271 kroons ar
arrears for the mission and management expensies iralue of 3 653 kroons as at 31.12.2005.

Mihkel Oviir
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Note ¢

Taxes
(in kroons)
Tax arrear
31.12.200 31.12..004
Social tax 16 43¢ 185 10:
Income tax added to the fringe benefits 1115 10 71¢
Total 27 58t 19581

Note 1(
Management expense
(in kroons)

01.01.200-31.12.200

01.01.200-31.12.200

Administrative expenses on reg. immovables, bujsiand rooms 1 701 87

Administration expenses

Information and communications technology expe

Mission expense
Expenses on training tools and training

Expenses on the management of inventory

Vehicle maintenance expen

Research and development expenses
Other expens:

Total of management expensi

Note 11
Net financing from the state budget
(in kroons)

Cash transfers from the state budget

139214
997 11¢
698 32
485 30¢
338 51¢
256 11¢
144 35

25 35¢

6 039 11.

Received from the state budget for making ferss

Receipts transferred to the state budget
Transfers from the income statement

Revenue accrued to the state budget as at 31.12.200
Net transfer for transferring the difference in taesh an

accrual accounting results to the state budget

Revenue accrued to the state budget as at 31.12.200

153183
1348 78!
488 58!
870 68
538 10«
364 05:
314 03:
73 85(
11 92¢
5541 84

34 252 32
3427973

-27 41
35419167

22 557 06
-1166 84

21390 218

Note 12
Grants awarded
(in kroons

01.01.200-31.12.200 01.01.200-31.12.200
EUROSAI 7 32: 7 32
INTOSAI 4 682 4 98¢
Total of membership fee 12 00¢ 12 30¢

The NAO is the member of INTOSAI already since 1888 the member of the regional association EURGS#de 1993.
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Note 12
Labour costs

(in kroons
Remuneration costs 200¢ 2004
Graduated Additional & Holiday Grants & Total of Total of
& basic  performance pay benefits remuneration remuneration
salary pay costs cost:
Officials
Auditor General 461 97t 92 38t¢ 90 79: 40 84¢ 686 00¢ 623 39¢
Higher officials 449759 121477 690 12¢ 782 31: 7 184 81! 6 714 35
Senior officials 648810 155749 118716. 140103 10 633 80 9 311 00
Junior officials 258 13: 7 40z 16 36¢ 25 15¢ 307 05« 650 89°
Total of officials 1170581 287205 198444 2249 35 18 811 67 17 299 65
Employees
Workers and support st 67 75¢ 0 9 691 20 50( 97 95( 84 88:
Total of employee: 67 75¢ 0 9 69! 20 50( 97 95( 84 88:
Temporary staff 127 20( 0 0 0 127 20( 207 73t
Total of remuneration costs 1190077 287205 1994141 2269 85 19 036 82 17 592 27
Average number of employee 200t 200
Officials
Auditor General 1,0C 1,0C
Higher officials 22,85 24,7¢
Senior officials 49,94 49,0¢
Junior officials 3,1t 5,07
Total of officials 76,94 79,8¢
Employees
Workers and support st 1,0C 1,0C
Total of employee 1,0C 1,0C
Fringe benefits 200t 200¢
Write-off of study loans 170 84( 422 00(
Other fringe benefits 288 27: 228 68!
Total of fringe benefits 459 11. 650 68!
Taxes and social security contributions 200t 200/
Social tax on wages 628266, 5807 10
Unemployment insurance premiums 90 27 84 77.
Income tax on fringe benefits 152 56: 237 05(
Social tax on fringe benef 209 77! 300 87:
Total of taxes and social security contributions 6 73527, 6429 80:
Remuneration to the management forms 2 869 584krfsom the remuneration costs.
The management did not receive any additional éingnefits.
The management includes the Auditor General, Dorsatf Audit and the Director of Corporate Services
Mihkel Oviir
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3. Auditor General's speeches and replies to inquiries from
Members of Parliament

3.1 On problems with use and preservation of state assets in 2004
Speech of Auditor General, Mihkel Oviir to the Pariament on 26 October 2005
Distinguished President of the Parliament, fine Mers of Parliament,

13 years ago, your predecessors had the Estomienbatdget for 1993 on their tables in this very
same hall. | examined these old papers and whaw tLise budget amount, my first thought was that |
must be looking at the wrong figure. It was onféedent scale, compared to the amounts we are used
to now. The total budget amounted to EEK 3.7 hilliNow, 13 years later, it is hard to believe that
we started from there. Nevertheless, the statetaseached a budget which is 15 times bigger than
the budget determined by the then Government arlchiPant.

What does it mean?

First of all, it means that the Estonian taxpayerge become wealthier. The living standard has
improved, business has developed. Accession tBuhepean Union has provided new impetus to
Estonia. | can only rejoice at all this.

However, all these benefits must be accompaniesktrgme caution — the greater the amount of
money, the bigger the risk that it may be usechiimgroper manner; used for unreasonable purposes.

Or, in other words, one who is poor counts his keomuch more carefully than one who is rich. And
Estonia, | believe, is rich. Of course, not comgaeScandinavian countries, for example. But
compared to those countries which, after becomidgpendent, started out from the same kind of
poverty as we did.

The more money there is, the more reason it regjtirdo something purposeful with it.

Two months ago | delivered to the Parliament thel®foverview of the use and preservation of state
assets in the preceding financial year. Since everyas had the opportunity to examine it on rdgues
I'll try to analyse concerns related to the usmohey from a wider perspective.

The NAO is responsible for informing you of the lpiems. But solving these problems is the task of
the Government and the Parliament.

All you fine people here today,

It is clear that misuse and foolish or irresporesibe of money is only a consequence. The problems
that the NAO has pointed out for years have thmits in the attitude towards the taxpayers’ money.

Just like | told you last year — it is not sometedast money belonging to the Government, the
Parliament, or a Ministry. It is Estonian taxpayensney and the Parliament is the highest governor
of this money. In this context, | recall the oldehi called Forest Hag from "Horned Boy". In a
situation where Dumb and Dumber have found a maritwo divide the money straight away between
everyone, the Forest Hag cooled the hot-headedybagel said: "Hold on, let's first count the money,
and then we'll see if there's anything to dividehe Parliament’s role at the national mint is semtb
that of the Forest Hag.

A sane person usually spends his money in accoedaitl the rules applicable in the family. These
rules are very rational. For instance, | couldintgine a family which does not know its revenues
and expenses and how much property it has.
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Just the same, | could not imagine a father or eragiving their child a large amount of money just
like that, without asking what it's for. Afterwardke parents are sure to find out whether their
offspring did buy a bicycle or did he spend evenghon ice cream and candy.

Unfortunately, the Parliament and the Governmeaséitl far from being such a parent. It followsth
in reality we have a situation where the state saméknow exactly how much property it has or what
its value is. And the taxpayers do not know exaethat the actual return for their money is.

As you all know, the explanatory memorandum of nthes 700 pages to the state budget available to
you does not have any binding implications as ¢osgpending of money.

Since the Parliament has not taken any actionnedy the situation, some people might actually
misbelieve that the Parliament doesn't care.

Distinguished Members of Parliament,

Most of the efforts of the Members of Parliamermtttteme together 13 years ago and of their
successors have been focused on legislative dyaftestablishing the structural body of the state.
Today, the material parts of this structural body@mplete.

In believe that the time has come to start exchmpigieas as to the new possible priorities in the
Parliament's work. The time and mental energy ffeau legislative drafting could be increasingly
spent on demanding answers from the Ministers audefaries General around the year as to how
money is spent and whether it yields the resultsvidch it was given.

Unfortunately, this kind of supervision does notrently work like in countries which we could set a
examples. In countries like Finland, the Unitedddom, the Netherlands or Canada.

To promote good practice, the NAO has tabled agsalto the Parliamentary Finance Committee to
invite representatives like Secretaries Generahfatl Ministries to appear before the Committee and
report. To report on the spending of money, thdityuaf calculations and the legitimacy of
transactions.

In turn, the NAO provides the Committee with itd@pendent assessment on each Ministry. The
Committee has given me positive feedback on ttga.id

Ladies and Gentlemen,

The next agenda item is the first reading of thegsoment’s Consolidated Annual Report on the
preceding financial year. There is no doubt that af effort has been put into compiling this
extensive report. This is the very first time ttteg Government has been able to furnish such a
consolidated report to the Parliament. For thisaslenowledge the Government's Chief Accounting
Officer, Juta Maar who has conquered this challeggisk of putting together the government
accounts and aligning these with the internatistextdards.

Although, this report does not connect activitiehviunds. One of the reasons for this is the state
budget, which is not activity-based. The otheh&sproblem with the management report, which in
2004 did not give a picture of the connections leefwthe objectives set by the Ministries, their
activities and the costs thereof.

The quality of government accounting has improvgaim compared to the previous year, and this is
of course is a good thing.

However, proper accounts should not be the reamdneing especially proud. It is the most
elementary requirement to be met.
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Now, when we have a report covering the whole gawent, is the time to discuss how to make the
most of the information in that report — on the@xeve and legislative levels.

| welcome the Ministry of Finance's intention tganise a thorough debate on the consolidated report
at the beginning of next year, and the NAO willegits recommendations in this regard.

Dear audience,

Now we'll touch upon some issues commented in dbpttihe NAO in the previous year and earlier.
First of all, about property, and more specificaligmovable property.

The state owns about 7,000 buildings and facilitigsfortunately, | have to use approximate values,
because this is still one of the areas with inadegjtecord-keeping. The deviation could be as much
as hundreds of units.

According to the State Property Register, the siates buildings and facilities with a total value o
EEK 7.4 billion. According to the consolidated bada sheet of the state, the total value of
government-owned buildings and facilities was nmben twice as much.

In the State Property Register, the data are exatggk on the one hand, because the register
recognises buildings which have been written off damolished long ago and because it contains
many double entries. On the other hand, there are/rabjects which the agencies have not entered in
the State Property Register for different reas®hgdly, the value of objects does not conformhe t
reality, because the register includes many objeittszero value, which is not their actual market
value.

In terms of accounting, the Ministry of Defence whinherited an enormous amount of Soviet
military facilities has been the negative exampleyears. Just the same, | can't understand the
situation where today, 13 years after the constitad government commenced work, there is still no
uniform and consolidated list of acceptable qualitpbjects administered by the Ministry of Defence

In this context, | acknowledge the former Defendeiser Jaak Jéeriiit who drew attention to the
problem and took active measures to fix the probldmope that his successor Jirgen Ligi will
complete this task. By the way, a couple of moatls the Ministry of Defence found seven more
buildings in the City of Tartu which were not acoted for.

Honourable Parliament,

The Government still has no integrated, supra-rt@na real estate policy. Also, there are no
development schemes to ensure that investmentsldirigs and facilities are justified and create
value in the future as well.

Thus it is still possible that millions could bested on buildings which are really not necessary fo
exercising state authority. The lack of clear deadis and development plans gives rise to setbacks i
all fields.

The NAO has continuously reiterated that the gavemmt should possess only property necessary for
the performance of its functions. The rest shoeldransferred to local governments, sold, or
demolished, so as to avoid littering the governnaesbunts and emptying the treasury.

One of the alternatives is transferring the unreggsbuildings to the public limited company
Government Real Estate (GRE). However, GRE ismtetésted in these, because they do not yield
profit. This leads us to the cluster of problematieg to GRE.

When this public limited company was establishg@drs ago, | was a Secretary General at the
Ministry of Justice. | strongly supported the efiiment of that company. Why? Because almost half
of my working time as a Secretary General was ameslby real estate issues — somewhere is a roof
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leak, somewhere a court house is about to collgoseewhere a wall of a prison facility has grown
thin enough to let light in, and so on, and so on.

And then, Siim Kallas presented his vision of hovednsolidate the management of all state-owned
immovable property in a single company and to velithe public authorities from such concerns. |
thought back then and 1 still think that the idéasadieving the public authorities from ancillary
functions and consolidating all the activities ceming real estate is the right idea.

However, the problem occurred as usual in Estortiéngs are left pending. Good ideas are spoiled,
because the state is unable to implement thes#l in the executive branch is weak. This is what
happened with GRE.

The Ministries were given too much discretion,rage and generally applicable system was not
introduced. The result is that only 3 Ministried oti11 have transferred property.

There is discontent that certain services provide@RE are too expensive, etc. The accusations have
been targeted to GRE.

| believe that this is not quite fair. The accuderget that the problem was programmed in thessyst
from day one. If GRE improves buildings, the reiit e increased by the amount of the investment,
because the consumer of the benefits must pay. fohis is normal.

Transition the GRE system did not take accounheffact that if all state-owned real estate is
improved quickly and at the same time, the rentthnd the Ministries costs increase a lot.

This system presumes that each year the state taclgmmmodates an amount to cover the growing
rent. And that this money is a concrete expenditera not to be overlooked.

This means that the current system can be maitaneperation. To this end, the pace of improving
all state-owned real estate must be determinedpd@be must be such as not to tear the budget apart.

The Ministries cannot be given uncontrolled auttyde make agreements with GRE, instead, a
nationwide plan must be prepared for several yaatsadhered to.

Often, the GRE has been accused like “oh, awfely tire looking for profit”. | draw the attention of
those accusers to the fact that the GRE is a coymgashthe inherent purpose of a company is to make
profit.

Whether the state should use a state-owned pulited company to manage its real estate is a
completely different issue. Maybe it would be msu&able, if the company was replaced by an
administered government agency or a departmerdroésviinistry. Or is a public limited company
still the best form? We’'ll have to wait to find out

Anyhow, the Ministry of Finance has promised targaut a thorough analysis of the entire real estat
policy of the state in November. | believe that owernment will be able to answer the question
whether the buildings should be owned by GRE oukhonly the management services be
outsourced. Which model will the state choose fanaging its real estate?

Furthermore, a public company does not decide iel@égntly, the Management Board is guided by
the instructions of the Supervisory Board. The Svipery Board plans the company’s business,
arranges its management and supervises the agiaitthe Management Board.

GRE has a Supervisory Board as well and the foemdrcurrent members of that board are sitting in
this hall right now. You have the power to dirded tompany. Make use of this opportunity. Or have
some decisions of the Supervisory Board been igitore

Dear audience,
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The SAO finds that the issue of responsibility ap&rvisory Boards of public companies is of utmost
importance. This responsibility should be specified extended. However, | have not come to notice
any substantial progress in this regard. As theesgmtative of the owner, the Supervisory Board is
responsible for strategic management, economytenchtinagement of any risks.

| underline — responsibility is a key issue inmlblic offices — responsibility should be detaifed
each duty. Currently, this approach has been agoide

Therefore, we don’t know who is responsible for tiveshundreds of millions of taxpayers' kroons on
projects like Werol. The business of the publicitéd company “Animal Waste Treatment” seems to
entail irresponsibility as well. Nobody seems ta&gponsible for the problems and miscalculations
related to this company, which the people callioarfactory.

| don'’t recall any cases where the state has suedfigial whose stupidity or irresponsibility has
entailed financial losses for the state. By whightrhas the state left this money uncollected?

Distinguished Members of Parliament,

The dispersion of responsibility strikes back esglcin areas where supra-ministerial problems
occur. In Estonia such problems are amplified witereperation is required from Ministries the
heads of which belong to different political pastie

The so-called 11 kingdoms effect is spreading +4viddal Ministries conduct business as they see fit
and do not tolerate anyone entering their playgidoun

The so-called sugar penalty case can also bewtttdtio insufficient co-operation between Minisrie
The Ministry of Finance and the Ministry of Agritule tossed the sugar issue back and forth. I'd
rather not deal with this issue in detail, becatsgkes me sour. On 7 November, the NAO sugar
audit will be open for public debate in the Parlgntary Committee for State Budget Audit.

| agree fully with the Prime Minister Andrus Ansifho said that the sugar case must be learned from.
| think that the government must conduct a thoroaigdilysis with a view to the issue of supra-
ministerial capacity. Especially as regards theaideU funds.

An area which well reflects the 11 kingdoms pol&yT development. Indeed, Estonia is recognised
around the world as country which has successhaipessed IT and computers. Recently, Estonia
showed the successful e-voting to the world.

The NAO, however, has examined how this Estoniacess looks from inside. The conclusion is that
our IT tiger's impetus and ability to jump tendswither away. The reason is the insufficient co-
ordination of the IT field.

The Government of the Republic Act does not redearty specific Ministry as being responsible for
the comprehensive development of IT. Plus, the staes not have any idea of the actual expenditure
on IT. Just the same, it is not certain that fuslttecated for IT are used optimally.

This is where your predecessors stabbed us indtle Bhey were the ones to amend the State Budget
Act so that starting from 2003 the Treasury is U@ad give a picture of the actual IT expenditufe o

the public sector. The previous composition ofRlagliament included IT expenditure in the
management expenses of the Ministries. Up to 200&xpenses were listed as a separate item in the
state budget.

To maintain and further Estonia's reputation ascgessful IT country, the systems must be put to
serve the citizens so that people would clearlytfeadvantages.

Yes, we have some outstanding projects like e-Taer® but there should be more and they should
be interrelated.
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It is absurd that a person must hurry from one egém another in order to deliver the paper copy of
data printed from the IT system one agency to amokinere these are entered in the latter's IT syste
E-government does not mean merely that an offsccalmputer is connected to the Internet.

It should not be that each Ministry develops ithaystems, duplicates efforts and spends millions o
similar results.

For instance, the government uses about 30 diffea@ounting programs. When will we get to a
single program? Or when will we get to a situatidrere all government accounting can be monitored
online for all agencies?

| welcome that fact that the Government Informatgystems Department of the Ministry of
Economic Affairs and Communications has outlingieen for integrating the public sector
information systems into a single logical entirsgyving the people and organisations. | hope tist t
plan will not be halted by dissenting opinions.

Let’s start from small steps. The famous electragigtem for government sessions is an excellent
piece of work, but the Ministries' unwillingnesskieep up with the developments has forced us to use
this very good system in a prehistoric manner.

It is probably because the Ministers and Secret@ieneral still like to admire their signatures on
paper. It follows that the Ministry drafts its docants in a computer, but then prints them out, has
them signed and sent to the State ChancelleryeTthese papers are scanned like photos into the
computer and entered in the electronic system fmtimgs. This is absurd. Please use digital
signatures!

| am glad to learn that the Prime Minister Andrussi® announced a week ago at a press conference
that 1 January 2006 is the day from where on nempdpcuments will be used at government
meetings. The NAO makes the transition to electranirrespondence already from December and
therefore | call on all government agencies tolgosame. Let's make signatures digital.

Dear audience,

Reasonable use of taxpayers' money should stanttfiis hall. Therefore, | call on the Parliament to
consider the possible measures to better protedaitpayers’ interests.

| invite to discuss the issue of responsibilityvietn the Minister and the Secretary General. Based
the NAO work experience | am convinced that resiiility for accounting, inventory and legitimacy
of transactions must clearly and unambiguouslwiia the Secretary General.

This ensures the consistency of responsibilityiamdasonable both in theory and in practice. |
remind you that, for example, the Ministry of Deferhas already the third Minister within one year.
The Ministry of Economic Affairs could have alreaitiyg fourth Minister within one year.

For conclusion: both politicians and officials musiderstand that the money they handle and for the
prudent and rational use of which they are resppd@$s not their or the agency's or the Ministryis
is the common money of us all, the taxpayers' money

If awareness of this responsibility is increasee, geople will feel that the state is for everyanghat
the taxpayers’ interests are given priority. Thagwhe people feel that our country is firmly
developing and improving. Faster and honestly.

Rationality in handling money and future-orientetidions are strictly necessary, because we are not
here temporarily, we live here.

Thank you for your time!

45



3.2.  Auditor General's replies to written questions concerning the rental
contract made between the North Police Prefecture a  nd AS Kalev in 2003 and
the rental contract made between the South Police P refecture and AS Tartu
KEK in 2004

Reply to the written question of Andres Herkel, Mentber of Parliament
Honourable Mrs. Ergma,

Andres Herkel, Member of Parliament addressed ndeu® 147 of the Parliament Rules of Procedure
Act written questions cocnerning the rental coritraade between the North Police Prefecture and AS
Kalev in 2003 and the rental contract made betwieersSouth Police Prefecture and AS Tartu KEK in
2004. The questions read as follows:

1. Were all legal requirements respected in enterginto the above rental contracts?

2. How do you comment suspicions that the said regitcontracts are disadvantageous for the
state? Do you consider these contracts to be disadtageous or advantageous for the state?

3. What are your suggestions to avoid further renteagreements that are unfavourable for the
state?

| am glad to find out that such an important isskegovernment real estate, including the
management of office spaces, is of serious cortoettme Members of Parliament. | have drawn
attention to these problems in several years atetlrio the overview of use and preservation oestat
assets in 2004 just presented to the Parliamebnintprovements come slowly. The government lacks
a clear real estate policy, and therefore puttiggttansactions you mentioned in a general comaigckt
the related assessment is quite difficult.

In brief, the rental contracts case is as follo@s:28.01.2003, the Tallinn Police Prefecture and AS
Kalev made a rental contract for business prenficges period of 20 years. According to the contract
the company leased to the Prefecture non-work dndréstrative rooms in a production facility
located at Parnu mnt 139 together with the parkang belonging thereto. The total area of leased
rooms was 8,000 m2 and the rent amounted to EEKIB0er month. The rent included
management and maintenance of the building andrgépe premises clean. In addition, there was
an obligation to pay for utilities (water, seweraglectricity, heating, etc) on the basis of actigats.

On 11.03.2003, AS Kalev entered into a contraciaté with right of repurchase under the law of
obligations for selling a legal share of the registl immovable located at Parnu mnt 139 to OU
Raldon for EEK 87 million. Thereby, the buyer assdnthe obligation to invest up to EEK 90 million
in improving the new premises of the Tallinn PolRiefecture.

Under Government Order No. 620-k “Authorisatioretdger into a contract” of 02.10.2003, the Police
Board and OU Raldon made a new rental contracBat0(R2003 setting out that the total rented area
is 14,000 m2. The contract stipulates that the arnolrent is EEK 172/m2 per month during
01.01.2005-01.01.2008. From 01.01.2008 onwardgetimemay be increased annually on the basis of
the consumer price index, but not more than 3 %year. The rent includes the cost of furniture| rea
estate maintenance, utilities and the fee for parlats on the premises. It is not possible to sdpa
individual components. OU Raldon was to carry detrieconstruction work on its own account,
according to an annex to the lease contract coadlwdth the Police Board beforehand. The contract
also stipulates that if the rent contract will bentinated within the first 5 years, the tenantlgbay a
contractual penalty equal to 5 years' rent lessdta amount of rental payments settled by thartéen
as of the day of withdrawing from the contract.

Under Government Order No. 529-k of 08.07.2004 diheision made on 03.10.2003 was amended
and the Police Board was granted the authorisédioent a further 2,000 m2 from OU Raldon at
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Parnu mnt 139. Government Order No. 530-k of timeesdate allowed the Border Guard
Administration to rent 3,300 m2 from OU Raldon &trii mnt 139 for 20 years. Both contracts were
made under conditions similar to the previous @resthe rent was set at EEK 150/m2.

The other contract mentioned in your letter waseiunder Government Order No. 847-k
»2Authaorisation to enter into a contract” of 19.1203. The Police Board was granted authority to
make a rental contract with AS Rondam for a pedb20 years for using a total area of 8,844 m2 in
Tartu at Riia 132. The contract was concluded urdaditions similar to those of the Police Board's
earlier contract concerning Parnu mnt 139 in Taltmd the price per square metre was set at EEK
162.5 for the period 2005-2006. From 2007 onwdids]andlord can adjust it on the basis of the
consumer price index, but not more than 3 %. Thrtraotual price includes use of furniture and all
real estate maintenance services, but exclude®eugpd communication services.

| point out that at the time of granting authotityenter into the said contracts the Ministry afdfice
submitted its dissenting opinion. The Ministry ribteat a public procurement procedure or a
competitive tender should have been announcedt toeger lease terms (although the Public
Procurement Act does not expressly require ithas$ also noted that the contract does not spduify t
support and communication services not includatiérent and that the contract should provide for
the possibility of termination before the expiryaob-year period without contractual penalty.
Nevertheless, the Cabinet of Ministers authorisedRolice Board to sign the contract.

In reply to your questions, | can say the followingat the moment:

1. Unfortunately, the 10 days granted for replyingtte question is not enough to make an in-depth
analysis and to draw conclusions as to whethecdh&acts were made in compliance with all laws
and whether the said contracts are disadvantagedasourable for the state. What needs to be
analysed in more detail, are the events in 20@3dng which other options were considered and
why the decisions in favour of these contracts weaele and whether the Government was forced to
grant the authorisation to sign the contract fanBannt 139, because the previous contract already
set out that obligation. Also, other alternativeaikable then must be analysed: services rendgred b
PLC Government Real Estate ("GRE") (or another aamgp construction of a new office building or
renovation of the existing one. The deadline f@ityés also too limited for determining the current
potential rent price of these facilities on theefrearket and comparing it to the rent currentlylpai

2. The rent price in the contract with OU Raldon intels, besides rent, the cost of furniture and fees
for maintenance and utilities. Since these canaadparated from the final amount, comparing only
the rent price with the free market prices (magketes of EEK 140-180/m2 wihtout VAT and
utilities, GRE offers ranging from EEK 60 to 180 pe2) can lead to the wrong result. The contract
with AS Rondam does not allow determining the ficadt burden of the Police Board. Price
comparison and determining the possible markeepgquires a deeper analysis and involvement of
real estate experts. Only after an in-depth amalyss possible to give an opinion on whether the
amounts to be paid in 20 years (a total of abou€ Ebillion) constitute the most economic way of
management serving the taxpayers' interests asarachpo the erection of a new building or
renovation of the existing one.

3. Currently, there numerous examples of transactidreye a company which owns the building
assumes the renovation and maintenance obligatidteases it forward (or back) to the government
at the market price. This is not a question oftlegicy of transactions but rather of whether tlagest
should own the property itself or not. Should teernment work in the same conditions as a
prospering company? Is the government rich enoogtay market prices for its office spaces now and
in the future? Is the average usable space oflaB8er government official reasonable in a situatio
where the private sector makes do with 5-17 m2?

These are questions that the government itselfldlamswer. At the moment, basically all transaction
are allowed and the public authorities’ willingnés®conomise is not recognisable. For years, the
Ministers of Finance have promised to develop effipace standards, but there are still none.
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Furthermore, | am worried about the new GovernrReaperty Act, which the Government intended
to put into effect on 01.01.1006, but which itldtsn’t even discussed. This means that a law of

fundamental importance is not put into effect atplanned time.

| still maintain that the government must formalise state’s real estate policy. The state showid o
only the property that it needs to perform the fioms of a state. Office spaces should be selected
with regard to the principles of reasonablenessematiomy.
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3.3.  Auditor General’s reply to the inquiry from th e members of the
parliamentary faction of Isamaaliit pertaining to t he so-called sugar penalty

In the Parliament, on 16 October 2005
Honourable President of the Parliament, distingedsMlembers of Parliament,

On June 20, Parliament Members Andres Herkel, Maat, Tonis Lukas and Peeter Tulviste sent me
an inquiry composed of four questions. The inquatated to the NAO audit "Efforts of the public
authorities of Estonia to avoid generation of susgugar stock by the time of acceding to the
European Union”. The NAO disclosed that audit réepothe beginning of June and all Members of
Parliament received this nearly 200-page material.

The audit was motivated by an inquiry addressdatiédNAO by the Parliamentary Committee for
State Budget Audit. In the light that inquiry, therpose of the audit was to find out why the
government failed to or didn't consider it expetiientake effective measures to avoid the generatio
of surplus sugar stocks and the potential costsght cause.

Before answering the questions, | remind you thabeding to the current estimates Estonia should
pay about EEK 1 billion for surplus stocks, whefé&&K 700 million for sugar.

1. The audit report demonstrates that the generatio of surplus stock could not be avoided
because of inadequate actions of the government. &hmeport shows that the whole Cabinet of
Ministers is at fault. Do you think whether it is possible to subject the Members of the Cabinet of
Ministers to civil or criminal liability, in additi on to political liability?

Our audit did not try to answer the question whethd&stonia it is possible to subject politicidns
civil or criminal liability in addition to politickliability. Replying to this question, which isrizely
legal-theoretical, is not in Auditor General’s cagtgnce.

2. Paragraph 10 of the material conclusions of thaudit report shows that the Ministry of
Agriculture acknowledged the letter from the DG Agiiculture of the European Commission
drawing attention to the risk of generation of surpus sugar stock only during the NAO audit,
although Estonia's Representation at the EU had resived the letter in August 2003. Did the
audit reveal who is responsible for the Ministry ofAgriculture acknowledging with a
considerable delay the letter from the DG Agricultue of the European Commission drawing
attention to the risk of generation of surplus sugastock?

Firstly, which letter are you referring to? Sinnemany acceding countries the sugar stocks had
started growing, the Director General of DG Agriat® and Rural Development of the European
Commission, Jose Maria Silva Rodriguez drew thenditin of acceding countries to the need to
prevent the creation of stocks for speculation pseg and to make the businesses generating stocks
aware of the fact that surplus stocks must be elted. The Director General's letter includes a
subparagraph stating that the aim of communicadtiagnformation is to allow the authorities to
prevent the generation of speculative stocks afmlrinthe companies supplying sugar of the risks.

Since it was not a routine letter or memo, but@mainication from the Head of the DG, the
management of the Ministry of Agriculture shouldrddeen informed thereof. As far as we know,
this letter didn’t reach even the Ministry's heafisepartment.

According to the explanations given by the Hea#stbnia's Permanent Representation at the EU, the
letter was delivered to an employee of the MinistiAgriculture who worked as an attaché at the
representation and who should have notified theis¢tinthereof. We were unable to ascertain

whether the letter was forwarded to Estonia, arso,jfiwhere had it disappeared. According to the
attaché's explanations he is not required to regike faxing of documents. However, the Rules of
Procedure of the Ministry of Agriculture requirattall faxes sent by the attaché must be registered
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but mostly it was not done. The Ministry’s Secret&eneral explained that the faxes were not
registered because at the material time - in sun2®@8 - an enormous amount of papers arrived from
Brussels!

Talking about the letter is necessary, becausaitit®out material deficiencies in the procedural
management of public authorities. The audit in joegevealed similar shortcomings in a number of
other cases.

3. Paragraph 5 of the material conclusions of theualit report shows that the Surplus Stock
Charge Act could have been adopted earlier. Did thaudit ascertain the authorities or persons
whose actions (or omissions) caused the Surplus 8kaCharge Act to be prepared and enacted
too late?

| repeat our position in this issue.

Both the then Minister of Finance and the then Brivinister have argued that the draft of this Act
couldn't have been submitted to the Parliamenteanlyer. But it could have been!

The European Commission had laid down the criferi@eclaring stocks as surplus and charging for
such stocks already in the beginning of Novemb@32The fundamentals of that Regulation were
known to our officials several months before itsgiibn. If the government coalition had been
unanimous, the draft of the Act necessary for tmglémentation of that Regulation could have been
submitted to the Parliament already in 2003, anchBe of willingness to do so the Act could have
been adopted in January 2004. The Act would hatablkshed the necessary clarity as to stocks.

The Commission’s so-called Sugar Regulation of dan2004 supplemented the Commission
Regulation of November 2003 nothing more than thesibility to withdraw sugar stocks from the
market, i.e. it did not create new restrictionstfor businesses. If we had already had the Surplus
Stock Charge Act, only a few changes should haea beade to it following the adoption of the
Commission's Sugar Regulation of January.

Dear audience,

You probably ask why the draft Act reached theiBamnt only in February 2004? This is because
the government reached a consensus on its neceskitpn January 29, 2004. From October up to
the said date the Ministry of Finance and the Migisf Agriculture wrangled with each other,
because neither wanted to assume responsibilith&brissue.

The Minister of Agriculture explained the Europ&ammmission’s requirements to the government
and highlighted the provision in the Commission iation that the state must subject the businesses
surplus stocks to tax. Until mid-January 2004, Nhieister of Finance was of the opinion that it must
not be done.

This means that the Minister of Finance delayechwessary decision. However, the Minister of
Finance could not have in any way prevented thad#inof Agriculture from drafting and submitting
to the government for discussion the legislatiwedtdnecessary for implementing the Commission
Regulation. The Minister of Agriculture did not ttat. And whether the Prime Minister would have
put this issue on the agenda against the Finanoestdi's will is yet another aspect.

Therefore, to sum it up, my reply to this quesi®as follows: the legislative draft was delayed
largely because the Minister of Finance did noeptthe proposals of the Minister of Agriculturelan
the latter did not present these to the other Galditinisters convincingly and specifically enough,
meaning that he did not submit a draft Act.
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4. The Parliament adopted the Surplus Stock ChargAct on April 22, 2004 and it entered into
force on May 1 of the same year. Do you think thaadopting that Act in such form was in
accordance with the Constitution?

First of all, a small correction: the Parliamenoptdd the Act on April 7, on April 22 the President
proclaimed it.

The legislation’s compatibility with the Constitati is judged by the Chancellor of Justice, thisas
in the NAQO’s competence. | forwarded this questmthe Chancellor of Justice and on August 11 |
received a written response.

The Chancellor of Justice replied that in 2004 tee@ssed three petitions challenging different
provisions of the Surplus Stock Charge Act. Allgagetitions concerned, among other things, the
compatibility of that Act with the principle of l@gnate expectation. In his replies to the peti&ms)
the Chancellor of Justice does not mention thafttevould be in conflict with the Constitution or
other legislation.

These replies were forwarded to me accompaniedanitbite that the opinions of the Chancellor of
Justice remain unchanged.

Thank you for your time!
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3.4.  Auditor General’s reply to an inquiry of 29.09  .2005 from Parliament
Member Peeter Kreitzberg

In the Parliament, on 14 November 2005

Honourable Chairman, distinguished inquirer, deaniers of Parliament,

On September 29, Peeter Kreitzberg, a Member difR@nt addressed to me a written question and
an inquiry concerning the lease of premises torddénn Police Prefecture, the Police Board and the
South Police Prefecture in 2003. We replied toshtten question on October 14 this year and today
| respond to the inquiry.

To this end, the NAO analysed the rental contramationed by the inquirer and collected
information on the economic analysis and negotiatioreceding their conclusion. The chronology of
events alone consumed almost 50 pages.

It has to be noted that a considerable part ofyaisadnd debates, if any, on the justificationesfting
rooms has not been recorded in writing

In the daily newspaper Postimees of 26 October 2@Minister of Internal Affairs argued that his
Ministry has repeatedly analysed the terms anditiond of contracts concluded for renting about
20,000 m2 for the Police Board, the Border Guardhiistration and the North Police Prefecture, and
has found these to be representative of the maitkettion and favourable for the state.

The NAO requested the Ministry of Internal Affaicsproduce the said analyses. The reply was that
these analyses have been conducted in oral form.

The arguments are said to be listed in explanat@moranda. The said memoranda are, however, of
general nature and contain no substantive analysis.

Therefore, the information on the economic jusdificn of renting premises is fragmented, consisting
mostly of the memories, explanations and lettethefparties involved.

Dear Members of Parliament, the non-transparentlyeprocess inevitably arises suspicion that the
decision to rent the rooms was not made in pubtierésts and that the taxpayers’ money has not been
used economically.

1. Do you find it reasonable not to apply public pocurement procedures for such costly and
long-term rental contracts?

If the lessee had announced a public tender, ildvaoave considerably eliminated the current doubts
and formally precluded the possibility that theidien to lease is harmful for the state or unduly
favours a certain company.

However, being familiar with the practice, it hasoe admitted that the announcement of public tende
or competitive bidding is not always enough to fihd economically most viable solution. It would

have been advisable to announce a public tendéedsing rooms for the police, but it would not dav
precluded the need for written economic analysis.

If we want to assure the public that at the maltéirize the option chosen from the ones available to
the state is the optimal one:

» the agency’s need for space;

« different alternatives;
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* the criteria for choosing among the alternativest a
 the justification of the choice made must be intivwg.

In the wider context, damage has already been dassdspicions arising from non-transparent
procedures, because the public’s confidence istdite has been compromised.

2. Has the state suffered from financial losses because of entering into the said rental contracts?

In plain language, financial loss has been creitib@ agency's effective space need has been
satisfied by choosing from the available optioresahe which is not the most economical.

Firstly, let's go over the simple and logical franwek of the economic justification analysis in the
light of the issues concerned.

For starters, it must be analysed, in a form altgaieproduction, whether it is necessary to relcat
the agency and how urgent is this need. Next,fiheesneed must be determined: how much and
which space the agency needs.

When comparing the alternatives for satisfyinggpace need, the first logical solution would be
using a state-owned building.

If the state does not have a suitable facility,rtbet options can be considered.

Of course, it is in principle possible to constraciew, custom-made building by means of state
budget resources. Assessment of the total cobiogolution must take account of the planning,
design, furnishing, equipping, maintenance andragRpenses. A variation of the same alternative is
to build it yourself by means of a loan. In thiseathe costs must include loan interests. Thd thir
option is to build or renovate a suitable facilitith the help of Government Real Estate PLC
("GRE"). In this case, GRE remains the owner ofldbiéding, unlike for the above alternatives. Not
given the other conditions, the further end ofcbst-benefit scale accommodates the option ofrrgnti
a building from the private sector.

Before opting for this alternative which is mospenrsive for the state, at lease theoreticallyusee
of above alternatives, which are less expensivéh®state, should be precluded on acceptable
grounds.

The option of leasing from a company has been fweatquiring almost 20,000 m2 of space for the
Police Board, the Border Guard Administration amel Morth Police Prefecture and almost 8,600 m2
for the South Police Prefecture.

Now, let’s put the known facts in the above-desmtiframework of analysis.
Firstly, Tallinn

In summer 2002, the provisional space scheme atghenon complex of buildings for the Tallinn
Police Prefecture, the Harju Police PrefecturetardPolice Board was drafted on the basis of the
Police Board'’s activity plan for 2002. It statee theed for 10,385 m2 of space. The complex was to
be erected at Rahumée tee 6. The space schemerwasded to GRE for an estimate of the cost of
the complex, the rental price and the potentiaétable of design and construction. The GRE has not
given an official reply to this address by the peli

Now, we'll look into determining the possibilitie§ renting buildings.
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In Tallinn, on Octobgr 3, 2003, Robert Antropopnesentative of the Police Board and Mati Tusovi,
representative of OU Raldon signed a rental confoadeasing 14,000 m2 of space for the Police
Board and the North Police Prefecture at Parnul@at

This contract was supplemented on 8 July 2004 tgnaxex to the rental contract of the Police Board
signed by the same persons in order to lease adalit2,000 m2 for the Police Board and the North
Police Prefecture at Parnu mnt 139.  The NAO costprese contracts with the imputed price
level offered by GRE and commissioned expert assests from OU Uus Maa
Kinnisvarakonsultandid and OU Ober-Haus Hindamistieed and to determine the fair rate of rent
for the facility and from OU Uus Maa Tartu buroa fbe buildings in Tartu.

Here, | point out that the price level offered bRREis imputed on non-comparative basis.

On 24 September 2003, GRE sent its offer on this lbdshe space scheme delivered by the Ministry
of Internal Affairs in August of the same year. Bégen, it concerned 5,615 m2 of space. In GRE’s
offer the rent was EEK 75/m2 plus maintenance awrgost of furniture and VAT. When including
the said costs to the rental price to make theeienparable as to components with the rent charged
by OU Raldon, the rent would have been EEK 147.5@RE's offer would have excluded utilities,
which in OU Raldon's offer are included in the e¢mrice. Therefore, GRE'’s offer would have been
equal to that of Raldon’s, if not more expensive.

On 25 September 2003, i.e. one day after recethiegffer from GRE, the Cabinet of Ministers
discussed the draft Government Order ,Authorisat@meanter into a rental contract with OU Raldon".
In the rental contract submitted to the Cabinet,rémtal price was EEK 157/m2. The rental price
includes VAT, cost of furniture and all activitiedated to real estate maintenance, but not suppart
communication services which are payable by theele®n the basis of direct contracts between the
service providers and the lessee. The rental pridedes utilities.

On 2 October 2003, the Cabinet of Ministers auiemtithe Police Board to enter into a rental cohtrac
for a total space of 14,000 m2 for a period of 28rg on the following conditions:

» from 01.10.2003 to 31.12.2004, the rental pricé b8l EEK 157/m2;
» from 2005 to 01.01.2008, the rental price will HeKEL72/m2;

» from 01.01.2009, the landlord may increase the sane a year on January 1 on the basis of the
changes in the national consumer price index puddidy the Statistical Office of Estonia, but not
more than 3 % per year.

The rental contract was signed under the condisenhsut in the Government Order.

On 8 July 2004, the government authorised the &mard to rent a further 2,000 m2 at Parnu mnt
139. The government accepted that:

« from 1 July 2004 to 31 December 2008, the rentakpwill be EEK 150/m2;

« from 01.01.2009, the landlord may increase the saoe a year on January 1 on the basis of the
changes in the national consumer price index puddidy the Statistical Office of Estonia, but not
more than 3 % per year.

The Government Order does not reflect the contehctondition that in connection with the additional
investments to be made by the landlord the stateigired to pay the rent for all the rented spates
the said building for at least 11 years.
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The above comparison shows that the rental pritiegitontract made with OU Raldon is rather
favourable for the state. However, it should bet kepnind that the entire building was leased for a
long period and this benefits the landlord as well.

Honourable Chairman, as | undestand, my time ig apologise to the Members of Parliament and
the inquirers, because the list of facts is vengland | wanted to bring it to you as precisely as
possible so as to avoid any possibility of two-ngdapinions.

Thank you for your time!

Due to elapsing of the time provided for replying to the inquiry, the following part of the reply was not presented:

Annually, OU Raldon must be paid EEK 32.7 milliar the rooms rented in Tallinn to the North
Police Prefecture and the Police Board.

According to the real estate experts, the net rgnige of the office building at Parnu mnt 139 gas
from EEK 120 to 140/m2. VAT and furnishing, utiliand real estate management and maintenance
costs will be added to the price. The current ilrBEK 172/m2 per month.

The NAO asked the real estate experts to estirhatpdtential cost of constructing a new
administrative building for the police in Tallingi¢en the space need of 16,000 m2). The experts
believe that currently the construction cost o$ tililding would be EEK 210-250 million. The costs
of acquiring a plot would have to be added. Theesetgpfind that in 2003 the construction cost would
have been EEK 176.6 million.

Contracts in Tartu

On 21 January 2004 in Tartu, Robert Antropov, repnéative of the Police Board and Kersti Seli,
representative of AS Rondam signed a rental canfinradeasing 8,200 m2 of space at Riia mnt 132 in
Tartu to the South Police Prefecture. This contnaag modified on 2 August 2005 by increasing the
rental space to 8,574 m2.

In July 2003, the Tartu Police Prefecture senetstto OU Uus Maa Kinnisvarakonsultandid and OU
Fantico, and GRE requesting information on thelakdity of potential rental spaces suitable foe th
police. The letters set out the benchmark datdksited by the police.

On 19 August 2003, the then Director General ofRfbkce Board, Robert Antropov set up a
committee for renting, to meet public service needsuitable complex of buildings in the City of
Tartu for the South-Estonian Police Prefectureg@stablished. The committee’s functions included:

» to evaluate the offers for rental spaces submdtethe basis of benchmark data established by the
Tartu Police Prefecture and to determine the biést;o

» to conduct negotiations with the successful terrdamd to prepare the drafts of the rental contract
to be made with the successful tenderer and dirieacing application.

The committee examined nearly all submitted offélse premises were inspected, the space
inventory drawings and the plans of plots were @érath Having reference to:

» the location requirements — this means accesgibiitcar and public transport, distance from
detention house, connection routes for operatieelaicles with regard to different city districts,
the electronic and technical communication postst

« the criteria for functional suitability of premiseghe amount of effective space, office space,
parking area for 250 vehicles, car repair compdexjliary rooms;

» the time factor — given the fact the new premigsemnaeded as from the beginning of 2004;
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the committee found that the most suitable objecbpening negotiations is the property at Riia mnt
136 offered by the real estate agency Uus Maa.

On 27 October 2003, GRE delivered its offer onltasis of revised need for rental space of the South
Police Prefecture notified by Robert Antropov ortéder 3 of the same year. The offered rate of rent
was EEK 166.38/m2. The rate offered by AS Rondam K 162.5, including the gym and

shooting range equipment. Thus, Rondam's offerm@e favourable than GRE's. The real estate
experts find that the net rent for such office dimig ranges from EEK 90 to 120/m2. VAT, utilities,
furniture and real estate management and maintenaoald be added to the net rent. Annually, EEK
16.1 million is to be paid as rent.

The experts think that currently the cost of eregin Tartu a new police building with a space of
8,800 m2 ranges from EEK 95 to 105 million, depagdin the quality of finishing. At the prices of
July 2003, the cost would have been EEK 80 million.

There are some other details related to leasingipes for the South Police Prefecture in Tartu. In
connection with moving to the new building, the 8oBolice Prefecture cancelled prematurely the
contract for renting rooms in Tartu, Raekoja pfat¥he landlord, OU Fantico filed an application to
the court to declare the termination of the contuatawful. The Tartu County Court satisfied OU
Fantico's action in part. The County Court uphbinullity of the exceptional notice of cancellatio
of the rental contract made between OU Fanticath@®outh Police Prefecture on 9 April 2000 and
the validity of the rental contract, and dismis§€d Fantico’s action against the South Police
Prefecture to require the latter to comply with ¢batract. A month ago, the Tartu Circuit Court
dismissed the appeal and upheld the judgment ofdhntel County Court.

Due to moving to the new administrative buildirtie former office buildings of the South Police
Prefecture which are still state-owned are standingty - Vanemuise 64 and Tiigi 67. Their heating
and maintenance and electricity causes expensks &tate.

Under Government Order or 19 December 2003 the®8oard was authorised to enter into a rental
contract for 20 years for using a total space 88,m2 at Riia mnt 132 in Tartu on the following
conditions:

1) from 1 May 2004 to 31 December 2004, the renspaare metre is EEK 145 per month;
2) from 1 January 2005 to 31 December 2005, thiepemsquare metre is EEK 162.50 per month;

3) the rental contract may provide for the righatjust the rental price from 1 January 2007 once a
year on the basis of changes in the consumer imdiex published by the Statistical Office of Estni
but not more than 3 % per year

For conclusion

| reiterate the fact that the government’s reategpolicy allows transactions harmful for the estéiut
the lack of a long-term real estate program fothesagencies to find solutions on their own in some
cases. It is very hard to believe that there werether options besides renting. However, it ifialift
to determine afterwards whether there were othaitahle options.

3. Do the described examples provide the public with assurance that the public sector funds are used legitimately
and efficiently?

The public could be giver assurance that the Stadget means have been used purposefully and
economically, if leasing or constructing buildirfigs public authorities would be preceded by a
documented analysis of economic justification. A€ workplan for 2006 includes an audit which
analyses in-depth the reasonableness of rentinditgs and which will provide a framework for
future assessment of the justification of decisidmshe future, the same framework could help the
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contracting authorities to avoid misuse or decisittrat seem like misuse. The verifiability of
decisions and the control mechanisms could pravidgublic with the desired assurance.
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4. Opinion on the NAO internal control system

As the Auditor General, | find that the NAO intefeantrol system is efficient, i.e. the system is
effectively operational, conforms to the rules aofqedure, and ensures the agency’s legitimate and
economic performance and the protection of resgurce

The NAO internal control system includes structamenagement attitudes, applicable procedures and
other measures providing reasonable assurance that:

» the Office’s operations are legitimate;

» the Office’s assets are protected from damagetiegutom wasting, unintended use, fraud,
incompetent management, etc;

» the Office conducts its business economicallyceffitly and effectively, and ensures high quality
of services;

» the management and financial information reflecthmg Office’s business is reliable, accurate and
timely.

The NAO has established statutory and internakrafgorocedure which are respected and monitored

as to compliance. The separation of duties has &esmred in the performance of the Office's
functions and in the documentation and authorieatfctransactions, and supervision is exercised.

Mihkel Oviir
Auditor General
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5. Signatures to the annual report

The NAO annual report for the financial year thaded on 31.12.2005 consists of the management
report and annual accounts.

The management report and the annual accountsbieavedrafted by the executive management of
the NAO. The Auditor General and the Director haxamined the annual report.

Mihkel Oviir
Auditor General

TOnis Saar
Director of National Audit Office

31.05.2006
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6. Auditor’'s report
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AUDITOR’S REPORT

To the Parliament:

We have audited the National Audit Office’s (hegdtar ,Office*) annual accounts concerning the
financial year that ended on 31 December 2005. Offece’s management is responsible for the
accuracy of these acocunts. We are responsibliaéoopinion we express on the annual accounts on
the basis of our audit. The Office’s financial staents as at 31 December 2004 have been audited by
other auditors who have issued a report withouéladions on these statements on 30 May 2005.

Our audit has been conducted in accordance witlegtenian Auditing Rules. Pursuant to the said

Rules we plan and implement the audit to providéicsent assurance that the annual accounts are
free from material errors and false declarationise Budit includes a sample check of supporting
documents underlying the figures and disclosedrim&tion given in the annual accounts. The audit
also includes giving an opinion on the applicabtecainting principles and the major accounting

judgments made by the management and adoptingittoposn the overall presentation of the annual

accounts. We believe that our audit provides adeduasis for giving an opinion.

We are of the opinion that in the material partdahaual accounts provide a true and fair overviéw o
the Office’s financial situation as at 31 DecemB@65, and the performance and cash-flows during
the accounting year in accordance with the Estomiaoounting Act and the guidelines of the
Accounting Standards Board.

Veiko Hintsov AS Deloitte Audit Eesti
Chartered accountant

31 May 2006
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