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Foreword

This overview summarises a part of the work offa¢ional Audit Office (“NAQ”) in auditing the
state assets in 2005. Presentation of the Overgi@xconstitutional obligation of the NAO in order
inform the Parliament and the public, whether stéatgets have been used efficiently and in
accordance with the law. When preparing the Overvia the Use and Preservation of State Assets
(OUPSA), the NAO has been guided by the principé the primary responsibility for reporting on
state budget implementation, use of state assdteeanlts of actions lies with the Government &f th
Republic.

The task of the NAO is to assess the sufficiendyratiability of the information provided by the
government to the Parliament, specifying the dethitecessary, pointing out any discovered
problems, and making proposals to enable the Raghato use more efficiently its powers in making
budgeting decisions and exercising parliamentangrobover the activities of the government.

This Overview presents a selection of problemsaatal with state assets and their management,
which in the opinion of the NAO require speciakation of the Parliament and the public. Specific
information on the implementation of the 2005 bugdgevernment accounting procedures and
reporting can be obtained from the consolidatediahreport of the state and the evaluation of this
report by the NAO.

The Overview is not restricted to describing thelgbems but attempts also to propose solutions. The
highlighted problems and proposals have been disclis cabinet meetings. OUPSA has been
prepared in cooperation with the government angtgowent’s response to the proposals of the NAO
has been appended to the end of the Overview.

The examples provided in the Overview are preseatdtlistrate the problems. The report of the
NAO includes only a small part of the observatiorexle during the audits and the ministries should
not use this as a comparison base in managingassits.

The aim of the NAO is to help the state to be adgmanager. The independent information provided
by the NAO helps the Parliament to enhance theieffcy of the parliamentary control. The need for
parliamentary control has been also emphasiseldébarliament through the formation of a separate
committee for cooperation with the NAO and the Gaweent of the Republic.

In September 2005, the top experts from SIGMA (Supjor Improvement in Governance and
Management), an organisation operating at the joitiative of the European Union and the
Organisation for Economic Cooperation and Develagn@@®ECD), prepared a report on the Estonian
NAO, emphasising the crucial importance of theiparént’s support and efficient response to the
audit reports submitted by the highest auditingjtunson. This helps to strengthen government’'s
responsibility for the rational use of the budgetaurces allocated for policy implementation.

According to SIGMA experts, the current special auittee should be reformed into a permanent
committee in order to supply the audit committe¢hef Parliament with the necessary degree of
power and reliability in improving the accountatyiland management of the public sector. SIGMA
also found that the Parliament committee and th©NAould review the ‘life cycle’ of the audit
report, from strategic planning and selection siies to the type of approach adopted. This requires
more hours from the members of the committee thaumdvbe available if the work continues in the
form of a special committee.



Since 1992, the main efforts of the Parliamenehasen directed towards legislative development —
creation of the basic state structure. This stredinow, for the most part, complete. Thereftres,
would be the time to start discussions on possible focal points of the parliamentary work. The
time and energy that become available as a rekdéaeased amount of legislative work could be
increasingly used to inquire how the public fundséibeen used and whether these funds have
produced the desired results.

Increasing the significance of the work of the agdimmittee of the Parliament would help to
demonstrate to the public the actual work of theignaent and reduce the number of people who are
sceptical about the parliament. It is a specifipapunity available to the audit committee to beeom
the main driving force in the actual protectiorttué taxpayers’ interests by the Parliament.

In order to provide the parliament with exactly #woet of information that would be helpful in
decision-making, the NAO considers as its highestipy the audits to check whether the funds
allocated to certain programmes have led to thdtsethat were expected at the time of allocatibn o
the funds.

In other words — the NAO focuses foremost on pemforce audits to provide a valuable service to the

state and create added value for the parliamenthé&i) our plans include creation of overviews and
audits concentrating on dissemination of best mest

Mihkel Oviir
Auditor General

October 2006
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1. Financial Situation of the State in 2005

The financial situation of the state is good ansl lix@en improving continuously. The state has
sufficient funds to cover all existing liabilitieshe revenue has improved and expenses are whiin t
planned scope. These conclusions would be impessilthout the consolidated annual report 2005 of
the state, which deserves some recognition. Despites critical comments of the NAO on this report,
one could say that the consolidated annual ref@@% ubmitted by the government is more
comprehensive and informative than in any previmancial year.

Much money iskept on bank accountsand in securities

As on 31 December 2005, the statad the foundations and companies under directrgavent
control held 9.1 billion kroons on the bank accauand 20.2 billion kroons together with short-term
notes and bonds. This is more than a third ofdleylear’s state budget. The public sector as déewho
(incl. the Bank of Estonia, local governments aghl persons in public law) held 52.1 billion kreon
in liquid funds.

The funds on the state bank accounts are dividedyrtzetween State Treasury (4.5bn), foundations
(1.2bn) and companies (3.3bn). Compared with thieykear, the liquid funds of the state have
increased by 4 billion kroons. The increase isdat@n the bank accounts of the companies with stat
participation (1.6bn), but state-established fotioda also have by 300 million more disposable
funds. The average interest rate on the fundsdwetank accounts is 1.6 %. Short-term investments
in shares and bonds earn an average annual inbé2€t %.

Liabilities of the state have increased moderatey

Liabilities of the state payable in 2006 amount4adbillion kroons. Compared with 2004, short-term
liabilities have increased by 3 billion kroons. hilities where payment starts in 2007 amount to 23
billion kroons, and they also increased by 3 hillauring the year. The funds kept on bank accounts
and in securities outbalance the total amountadilities for 2006.

The major liabilities of the state include appragiins and loans. The largest portion of the baanc
item ‘Appropriations’ (10bn) is made up of the ampniation for future special pensions payable, e.g.
to the members of the Parliament, police officerembers of the Defence Forces, etc. The total
pension liability has grown by 1.5 billion kroorts,7.9 billion kroons. By the end of 2005, the stat
had contracted 11.7 billion kroons worth of loans|uding 3.1 billions by the government and 8.6
billions by companies with state participation. lildgies of the state constitute a quarter of ttates
assets. Despite small loan burden and the factthigbilities only amount to a quarter of thealo
state assets, it would be sensible to continuedhservative loan policy. The NAO believes that
before contracting any new loans, the size of th#ip monetary reserves should be thoroughly
analysed, as well as any options for increasin@theunt of dividends from the companies with state
participation and reducing allocations to foundagizvho have been unable to use the funds received
from the state earlier.

Value of tangible assets hasincreased

The total value of tangible assets (immovable priypéuildings, machinery and equipment, etc.) is
68 billion kroons, constituting a half of the totthte assets. In 2005, the state revaluateikdds f
assets: it turned out that the actual value ofitesl assets was 17.2 billion kroons higher than
accounted before. In addition, the amount of statestments in the fixed assets (7.2 billion)
outbalances the amount of annual depreciationbiign).

Revenue hasincreased

! The analysis is based on the consolidated bakstmeet and receipts report from the consolidatedameport of the state.
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Public revenues exceeded the expenses in 2005 yjldon. Compared with 2004, public tax
revenues have increased by 7 billion kroons. b# of this growth comes from the value-added tax,
3 billions from the social tax and the rest froncieg duties and income tax. Increased tax revease h
not been accompanied by the increase in ‘bad’ oollectible tax claims, which has remained at the
level of 4.7 billions. The amount of tax arrearswsbd now significant growth compared with the last
year, indicating that the payment discipline of tdvgpayers has not deteriorated.

State expenditur es conform to plans

Public operating expenses in 2005 amounted tolli@rbkroons. 15.3 billion kroons of tax revenue,
incl. social tax, individual income tax, land t&t¢., were transferred to the local governments and
other bodies of the government sector. More thiaalfof state expenditures is paid as support (53%)
while labour costs make up one fifth (20%), astiod@conomic and other costs (21%), with
depreciation at the level of 6%. In addition, tteteshas made investments worth 7.4 billion kroons.



2. Accounting and Financial Reports

In the public sector, budget and financial reparesthe pillars of good management practice. A good
budget does not only allocate more funds to thdipabthorities in each year, but rather provides a
simple and unambiguous overview of the benefitatea: by these funds, explaining how the
expenditures of taxpayers’ money help to improwedituation in the state. Financial reports, imtur
enable the Parliament and the public to see whédlxpayers’ money has been used reasonably and
purposefully, or whether the promises were delidefide financial reports also provide an answer to
the question, whether the financial situation Imagroved or worsened in comparison with the
previous year.

During the last decade, Estonia has made goodgssgn improving the quality of budgeting and
reporting. Budgeting has become increasingly giratend financial reports are created on the hidsis
international good practices. Naturally, thereuigtfer room for development in both fields.

2.1. Accounting
Quality of financial reportshasimproved

The year 2005 could be regarded as significaniew wf the annual report, because the completed
report is at a good quality level. The financiely 2005 was the second year in which the state
continued the implementation of the new reportiygiam. The state has created an information
system for financial reporting (so-called accousitince data system) where all bodmsbmit their
financial reports in an electronic format. The sitbed data is used to create the consolidated annua
report of the state, which provides informationtioa state, local governments and the public sexstor
a whole. In 2005, the companies in which the dtatedominant influence also joined this
information system. Additionally, the reports oétimformation system were made available on the
Internet in 2005. This enables all interested partd receive quick overview of the financial
indicators of the local government or public auities.

This completed the transfer to electronic collatiad consolidated financial data for the state
accounting: a month after the end of each qudtterstate should have a complete picture of its
financial situation and results. Implementatiorthaf unified information system has already had a
strong impact on the quality of the financial aatiing and reporting both in public authorities and
local governments. The unified system has enabletgate more accurate and comprehensive
reports; however, the system needs further impreves

Financial reports should be created and submitted earlier

The reports of the authorities were completedita®006. Despite the deadline being March 31, they
were finished only in April and the Ministry of Fince finalised the numeric indicators for the
consolidated annual report by the end of Junéhdrassessment of the NAO, the accounting
information systems and procedures need furthezldpinent so that the consolidated report of the
state could be completed by March 31 and the aliditesolidated annual report could be submitted
to the Parliament for review by May 31. So far, thport has been reviewed in October when the
information is almost one year old and has lostesoffits value. Earlier creation of reports and
review would make it more useful for drafting neuwdpets.

The Ministry of Finance is of the opinion that erddeadlines are necessary, but not accomplishable
at the current stage. The main reason is thateéhdluhes of annual reports of the companies,
foundations and legal persons in public law, ténstuded in the consolidated report, are April 3d a

2 Nearly 1900 bodies, incl. persons in which théestes dominant influence
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June 30, respectively. Consequently, shorteninpetieadlines would depend on whether the process
of auditing and approval of the reports of thesaié® could be accelerated.

Centralisation of accounting would increase efficiency

Management and processing of submitted informagemerates a high workload due to the large
number of independent accounting entities submgittiireir reports (see Table 1). The consolidated
annual report of the state includes indicators fegproximately 1700 entities. Independent
accounting is often maintained at the level of sthoursery school, etc. In the assessment of the
NAO, the limited scope of accounting in most easitshould lead to serious consideration whether it
would be more efficient (economical) to concentaateounting into larger units. The organisation of
accounting in Great Britain could serve as an exemth less than 1300 accounting entities being
consolidated into the annual report of the statethAer good example is Scotland (similar in size to
Estonia) where there are only about two hundredwatting entities.

Table 1. The number of entities consolidated into the ahreport of the state as on 31.12.2005.

State Local Legal personsin  Total

governments public law
Agencies/entities 382 765 41 1188
Foundations 56 155 11 222
Companies (subsidiaries) 43 253 8 304
Total 481 1173 60 1714

There are many good examples of centralised orgi@miisof accounting at both the state and local
government level (such as the accounting in thetsad the Ministry of Justice and the cities offlia
and Parnu). Compared with the last year, the bddieen able to reduce the number of accounting
entities. In addition, several ministries havetsi@io implement centralised accounting software in
their areas of government, which could lead toaetese in the number of entities, savings on
administration costs, as well as acceleration td ttansfer speeds and improved reliability.

However, a solution for the local governments éoakquired in order to achieve significant
improvements in the quality of data and transferesis. 70% of the accounting entities included én th
report submitted to the Parliament come from tlwallgovernments. A clear opportunity for more
economic use of resources presents itself froncohgparison of the volume of funds (transactions)
and the number of accounting entities (see Figur€&ntralisation of the accounting of the local
governments would significantly improve the useesfources and create a more efficient reporting
model.

Figure 2. Ratio between the funds and accounting entities

Total financial State sector 73% LG 22% 9
volume of assets 5%
Total financial State sector 74% LG 15% | PPL 11%
volume of budget

Number of State sector 26% LG 70% s
accounting entities 4%

LG — local government PPL — person in public law
Most local governments should have accessto state support in the organisation of accounting

A problem for smaller local government units isitheability to ensure the required standard of
administrative functions due to budget restrictidhievious accounting audits of the smaller local
government units by the NAO have shown that thegoanting clearly lags behind other units in the



public sector (the ministries, larger local goveemts, etc.). Insufficient standards of accounting i
these units and the resulting errors in the reuisnitted to the state make the creation of
consolidated reports of the state more complicatetllabour-intensive. The problems of financial
accounting in the local governments are discusspdrately in Chapter 7.

In the assessment of the NAO, the Ministry of Foeashould in cooperation with the Ministry of the
Interior and county governments demonstrate mdtiatine, because low quality level of accounting
and reporting may inhibit the development of tlatestis a whole. The Ministry of Finance should
support with knowledge, guidelines and finishediBohs the local governments intending to centealis
their accounting, replace accounting software aondganise accounting procedures. The county
governments could serve as centres that are aplevale accounting and reporting services to the
smaller local governments if needed.

2.2. Consolidated Annual Report of the State
The NAO gavea qualified opinion on the consolidated annual report 2005 of the state

The NAO audited the accuracy of the consolidatetiahreport of the state and the legality of
transactions, and prepared a corresponding separdiiereport. The Minister of Finance appended
this report to the consolidated annual report efdtate, which was approved by the Government of
the Republic.

The NAO gave a qualified opinion on the accuracthefconsolidated annual report 2005 of the state
and the legality of transactions. In addition toncoents on the consolidated annual report 2005eof th
state and the legality of transactions, the awgtiort of the NAO points out the most common
mistakes in accountancy and main violations regarthie legality of transactions.

Given as comments are the observations on theamcof the annual accounts and legality of
economic transactions that the NAO finds relevRegarded as relevant are observations, which will
probably affect the user of the financial reponil & the case of legality of economic transactions
such violations of the requirements of legislatilbat can cause significant damage. Relevancy
depends on the financial volufrend contents of the observation and it is assesséde basis of
surrounding conditions. The NAO made the followgognments:

* The NAO did not give an assessment to the congetidennual report 2004 of the state. The
balances compiled as of 31 December 2004 may iachidtakes that affect the annual
accounts of the state compiled as of 31 Decemb@5.2lhe NAO does not give an
assessment to opening balances compiled as ouardaP005 or to the influence of the
potential mistakes in them on the financial sitat@nd cash-flow of the state’s financial year
ending in 31 December 2005.

* The claims and liabilities of the Agricultural Retgirs and Information Board had not been
examined as required in the area of governmertteoMinistry of Agriculture, which is why
the NAO was not confident enough regarding the @ayuof the claims and liabilities
recorded in the annual accounts of the state. Tihestny completed additional procedures to
verify the accuracy of the balances in July 204 ,tbe NAO has not evaluated the reliability
of these procedures.

» Several state authorities have assumed long-tatrilifies at the expense of future periods
although the State Budget Agirohibits the taking of loans, use of financialde and assume

3 According to the standards of INTOSAI, the matésighreshold is 0.5-2% of the financial indicatarhich records the
audited entity’s economic activities in the mostquite way.
4 State Budget Act, § 29 (3)



other such liabilities. For example, the City ohuii(owner of the registered immovable),
FKSM AS’ (superficiary) and the Ministry of Culture (usuftuary) have concluded a
tripartite agreement on the right of superficigght of pre-emption, usufruct and
establishment of real right regarding the registémemovable located at 40 Pargi St. in Johvi.
Said agreement established the right of superfafigise registered immovable located at 40
Pargi St. in J6hvi for the reconstruction of J6@eincert Hall for the benefit of FKSM AS. It
was also agreed that the superficiary should cdiectin agreement with the usufructuary
establishing usufruct until the expiry of the rigtitsuperficies (i.e. until 30 September 2025).
For the right of usufruct a fee of 285 million krigoshall have to be paid to the superficiary in
the period of 21 years. Contract of usufruct pilte@nomic risks on the usufructuary. In the
assessment of the NAOQ, it is a contract concludetie terms of financial lease, assuming
liabilities prohibited by the State Budget Act @32million kroons. Thus, the Ministry of
Culture has violated the State Budget Act.

In other respects, in the assessment of the NA®arinual accounts 2005 of the state according to
which the state’s consolidated balance was 13%lidrbkroons as of 31 December 2005 and the
consolidated net surplus of the accounting peridcbélion kroons, account accurately and in
compliance with the generally accepted accountimiples the financial situation of the state &s o
31 December 2005 as well as the net surplus ardftas of the financial year ending on the said
date. According to the NAO, the economic transagtimcluded in the sample were carried out in
compliance with the State Budget Act, 2005 Statéd®ti Act and 2005 Supplementary State Budget
Act.

Arrangement of inventory-taking was unsatisfactory

Several state accounting entities have not paidgmattention to the inventory of assets and
liabilities. Shortcomings still occur in the courdeinventory of assets and liabilities:

» Several state accounting entities had not takegnitory of assets and liabilities or the inventory
had not been comprehensive, i.e., annual investditgenot cover all relevant groups of assets and
liabilities.

» Persons taking the inventory and proprietarilylegiersons had not approved the results of
inventories and the results had not been recordaddountancy.

» The course of the inventory and its results wer@lgalocumented: inventory sheets were missing;
inventory sheets were inaccurate; inventory shaeked the signatures of persons taking the
inventory, which is why it was not possible to domfafterwards whether the inventories had
actually been carried out or not.

» Persons responsible for the assets participatienyémtory committees.

The NAO identified the abovementioned shortcominge authorities in the area of government of
the Ministry of Culture, Ministry of Education aftesearch, Ministry of Defence, Ministry of Justice,
Ministry of Social Affairs and the Ministry of Ecomic Affairs and Communications. According to
the NAO, the shortcomings in inventories can camstakes in recording state assets and liabilities
comprehensively and in correct value. The NAO datt@ntion to the fact that state accounting
entities do not comply with the assets and lidb#itinventory and assessment procedures estathlishe
with the general rules of state accountancy aksoykear.

According to the NAO, there is another circumstathe refers to unreliable arrangement of
inventory-taking: several assets were identifiethencourse of audits that had not been regisigoed
example, land units and facilities in the use afestccounting entities), it was also found thatiest

5 As of 28 February 2005 by the name of AS YIT Ehitu



accounting entities had registered assets thatatidctually exist (e.g., equipment, facilitieg)ire
assets were double-registered. Mentioned shortgewirre identified in the Ministry of Foreign
Affairs and in the authorities in the area of goweent of the Ministry of Culture, Ministry of
Economic Affairs and Communications, Ministry ofuedtion and Research and Ministry of Social
Affairs.

Mistakes are madein recording investment properties

Regarded as investment properties is the leasitandf building or part of a building for the pugeo
of income or keeping it for the purpose of incregsinarket value, if the leasing party does not use
said assets for his main activity. Pursuant tagired accounting practice, the investment properties
must be recorded on a separate line of the bakimeet, but many state authorities have not
differentiated the assets regarded as investmepepies and record said assets as tangible assets
along with the spaces used for their activitiese Buinaccurate recording, the consolidated annual
report of the state provides false informationh® teader regarding the assets used for the main
activities of state authorities. According to th&®! a total of 418 million kroons of assets should
have been classified as investment propertieseimatithorities in the area of government of the
Ministry of Education and Research, Ministry of Bbéffairs and Ministry of Culture, whereof
approximately 400 million kroons of dormitorieswafcational educational institutions and institution
of professional higher education.

Chargesfor surplus sugar stocksare not recorded

Estonia has to make contributions to the budgéte@European Union for the sugar stocks considered
as surplus upon accession to the European UnianNRO submitted a notice to the Ministry of
Finance and Ministry of Agriculture as neither rsiny has recorded in its annual accounts the

liability of 715 million kroons formed because ofrplus stock. In the consolidated annual report of
the state, the chief accountant of the state lehigdad the said liability in the state balance shee
According to the NAO, it is unacceptable that thaistries have not been able to agree on the
recording of the liability. According to the NAGhé liabilities given in the consolidated reportiué

state have to be based on the reports of statei@iteg entities, as the state’s assets and liglditm

on the basis of the economic transactions of siateunting entities.

All off-balance liabilities have not been registered

Pursuant to the instructichsompiled on the basis of the general rules oésiatountancy, the
binding liabilities arising from fixed-term leaserdracts not subject to cancellation or from certai
lease contracts subject to cancellation in ternmadefince notice shall be recorded in an off-balance
entry of state accounting entities. An annex coetpfbr off-balance liabilities provides the reader
with information on how high the liabilities coutide if the reporting person should cancel the
concluded lease contracts as of the date of ttenbalsheet.

For example, pursuant to the contract concludeth®purpose of leasing the buildings of Police
Board and Northern Police Prefecture located atPamt 139, the Police Board and Northern Police
Prefecture have to pay contractual penalty in #se ©f the termination of the lease contract befare
years has passed from the date of the conclusitreafontract. The contractual penalty shall beakqu
to the sum of lease payments of 11 years, fromiwthie total sum of lease payments paid by the
police authorities by the date of the terminatibeantract has been deducted. The NAO found that as
of 31 December 2005 the Police Board and Northefité&Prefecture failed to record off-balance a
liability of ca 300 million kroons pursuant to the contract, indteecording off-balance liabilities
amounting to 97 million kroons. By now the saidipelauthorities have corrected the off-balance

8 Instructions compiled by the chief accountanthef state ‘Submission of off-balance sheet accamtf 31 December
2005
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sheets as of 31 December 2005, and the off-balaiskties of police authorities have been recatde
accurately in the consolidated annual report ofsthee.

According to the NAO, state accounting entitiesehawot recorded off-balance liabilities arising from
lease contracts pursuant to common principles.€fbeg, the consolidated annex on off-balance
liabilities does not give an overview of how mangding liabilities arising from lease contracts did
the state have as of 31 December 2005

All off-balance assets ar e not recorded

The annexes to the annual accounts of the statetddisclose information on the amount of protected
forests and protection forests belonging to theesRursuant to the general rules of state accoapta
biological assets shall be recorded in the balaheet either by fair value or acquisition costhére

is no reliable assessment given regarding thevédire of the biological assets or the acquisitiost ¢

is not known, the assets must be recorded off-balan

Keeping accounts of most of protected forests anteption forests owned by the state is the
responsibility of the Ministry of the EnvironmeiSttate Forest Management Centre, belonging to the
area of government of the Ministry of the Enviromtjenanagesa 164,000 hectares of such
protected forests and protection forests that haes given the value 0 and that are not recorded in
the annual accounts of the ministry. The balaneetsbf the Ministry of the Environment only records
by fair value those protected forests and protadtioests the state has purchased from private ®wvne
or exchanged for commercial forest (or land), total amount of 18.1 million kroons. In additiohet
balance sheet of the Ministry of the Environmeibrds the protection forests managed by the State
Forest Management Centre, with the value decrdagedrtain coefficients and with the total area of
ca 107,000 hectares.

As the state fulfils its duties that are assigreediin regarding nature preservation through the
possession and management of protected foresfsratettion forests, the NAO is of the opinion that
the annex to the annual accounts must includenrdton on the amount of protected forests and
protection forests and an assessment of theirldessilue.

It isdifficult to find links between the state budget and the consolidated annual report of the
state

Annually, the Parliament approves the state budgeétthe Government of the Republic submits a
report on the implementation of that budget inftiren of the consolidated annual report of the state
However, it is difficult to compare the budget witte report. State budget implementation repaat is
part of the annual report, but it only shows howchnmoney was received and how much was spent.
At the same time, neither the management reporampiother part of the consolidated annual report
of the state provides an answer to the questioptiven the money of the taxpayer was used in the
previous year for the same purposes it was askedliere is no clear link between the commitments
made in the letter of explanation to the draft &Bidget Act and the results achieved. However, the
NAO believes that such overview is crucial; othemyithe whole reporting from government to the
parliament would lose its main purpose.

For example, an ‘Overview of the ministries and&t@hancellery’s performance in 2005’ has been
published as part of the consolidated annual regdhe state. According to the NAO, it is necegsar

to give an overview of the performance of the gowegnt in the consolidated report, but the weakness
of said overview is its poor linkage to the repmrtthe implementation of the state budget. Whiée th
report on the implementation of the state budgeery elaborate, the results of the activities have
been described very generally. Thus, for exampkeréader of the report fails to receive informatio

on how much money has been used in every aredivityacThe overview also gives only a

description of activities carried out during thaseand it remains unclear whether the objectives o
activities set for the accounting year have beet) nee, there is no overview of the performance.
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It is also worth mentioning that while the statelgpet is structured by individual ministries, theaal
report includes reports (balance sheet, incomersgtt, etc., with notes) on the state as a whole,
preventing any substantial comparisons betweetwbeThe NAO finds than an opportunity to give
the parliament a better overview and control ofuke of funds by the ministries would be a
discussion of the annual reports and budget imphaiien of the ministries, as well as review of the
audit reports by the NAO in the committees of taeliBment prior to the summer leave.

Proposalsto the Gover nment of the Republic

» Develop principles for centralised organisatiormofounting in the ministries and reduce the
number of accounting entities.

» Offer state support to the smaller rural municigediand towns for more efficient organisation of
accounting.

» Establish earlier deadlines for the drafting anohsigsion of the annual report of the state.
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3. Lease of Buildings and Premises to Public Authorities

The public authorities have leased more than 220p@f area in buildings and premises, including
60% leased from Riigi Kinnisvara Aktsiaselts (Goveent Real Estate Ltd — “GRE”) and 40% leased
from the companies in the private sector.

Upon foundation of GREJeasing was seen as a beneficial opportunity, usecaurrender of the
administration of buildings enables the public auities to focus on the performance of their main
functions and leasing also enables quick respangeetchanging room requirements of the
authorities. The declared benefits of transitimmfrownership to leasing the buildings requirectifer
operation of public authorities also included ¢ladf the expenses on premises. In addition, the
transition to leasing was supposed to facilitafieieht use of premises in the public authoritiEise
ideological basis of the policy favouring leasatieins was maximum reduction of the responsibdlitie
of the state, or transfer to the private sectallofesponsibilities that the private sector iseatol
perform.

The analysis of the NAO indicated that the statedmncluded with companies lease contracts that
include disadvantageous terms and conditions fstate, such as the requirement to pay the amount
of lease for several years in the case of eartyitetion of the lease contract, annual automatic
increase of the lease amount in the extent excgédaincrease of the consumer price index, or the
obligation of the lessee to carry out maintenaepairs in the leased premises.

Assessing the process of conclusion of lease adateand the preceding financial analyses, the NAO
found serious deficiencies in the documentatiothefprocesses. The lack of analysis of different
options for meeting the space requirements of #moaity, as well as establishment of differenta t
general tendering criteria for the tenderers, léadssuspicion that some tenderers have been
preferred without a legitimate reason. Many compamiould like to lease their buildings to the pabli
authorities on a long-term basis, because it esgguaranteed income. If an authority has formulated
the conditions in a way that complicates the coisparof tenders or access to the tendering
procedure is unfoundedly granted to only a few camigs, it is difficult to eliminate the suspicidrat
the person making the decision was not impartiélas concluded a contract disadvantageous to the
state. It should be possible to verify the legaditygl economic justification of the transactionshwit
state budget funds also after the event, but $hi®i possible if the analysis of options and the
procedure have not been documented.

Even though the budgeting policy does not perngitutbe of loans or financial lease to Estonian publi
authorities for the purpose of renovation or pusehaf premises, several schemes have been
attempted to circumvent this prohibition. The NA@ncludes that leasing of the premises required by
an authority should be avoided if it would be eaoigally more beneficial to renovate the existing
premises or purchase new premises.

The NAO has analysed the process of contract cainoland the terms and conditions of the contracts
relating to the lease of premises in the area wégonent of the ministries on the basis of a samiple
contract$. The following main questions were posed in theyaisa

* Was the lease of selected rooms justified in viéthe room requirements of the authority and
various other options for meeting these requirestent

* Was the contract conclusion process (particulémydomparison of tenders) documented and does
it enable subsequent assessment?

” Government of the Republic Order No 461-k of 28eJ8001 and the letter of explanation to the dbater

8 The small size of the sample would not permit teed the results to all contracts for the leaserefmises concluded by
the public authorities. The examples are providetthé analysis only for illustrative purposes.
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» Is there a reasonable balance between the rigtteldigations in the contract from the viewpoint
of the state?

All ministries do not have an overview of the lease contractsfor the premisesleased in their area
of government

The NAO queried the ministries for data concerrihrgstart dates and terms, users and intended
purpose, areas of leased and useful space, invatstiokgations, lease price and accompanying costs
specified in the lease contracts for the premisasdd by the ministries and authorities in theia af
government (information on the area of leased mesmand lease prices is presented in Table 2).

The responses submitted to the NAO indicated tretuthorities in the area of government of the
ministries do lease premises, but the ministryndpeesponsible for supervision of all authoritiests
government area, is often unaware of the termsanditions of the contracts and sometimes even of
the fact of contract conclusion. If a ministry e an overview of the lease contracts and the
important terms and conditions of these contrgmis€, conditions of termination, etc.) in theiear

of government, it will find it difficult to plan th budget of the area of government and to take
responsibility for legal and efficient operationtb& authorities in the area of government. Ovevsie

of the important terms and conditions of lease remts$ for premises in the area of government were
available in the Ministry of Education and Resealistry of Justice, Ministry of Social Affairs,
Ministry of Finance, and Ministry of Foreign AffairThe information included in the overviews of
the Ministry of Justice, Ministry of Social Affaiend Ministry of Finance was presented according to
harmonised criteria.

Table 2. Areas and lease prices of the buildings and pesieased in the areas of government of the
ministries*

Information on the leased area Information on lease price
PRIVATE PRIVATE
SECTOR GRE TOTAL SECTOR GRE TOTAL

per centage per-

of total area per centage centage of

leased from of total area total area annual lease annual lease annual lease

private leased from leased expenses, expenses, expenses,
m? sector (%) m? GRE (%) m? (%) EEK EEK EEK
Ministry of
Education and
Research 4 96( 5 8 641 5 13 60! 5 4192 70¢ 6999211 11191 91
Ministry of Justice 16 28¢ 15 8108 50 97 37! 36 8120931 5918935 67 310 28!
Ministry of Defence 1 377 1 0 0 137 1 1013 65! 0 101365:
Ministry of the
Environment 6 527 6 13€ 0 6 66( 2 8 884 42! 77937 8962 36!
Ministry of Culture 15 09: 14 0 0 15 09: 6 13 472 69 0 13472 69!
Ministry of
Economic Affairs
and Communicatior 4 83( 5 934 1 5 76¢ 2 625334, 158873 784207
Ministry of
Agriculture 4 70C 4 15 0 4 71¢ 2 5289 43. 14 68: 5 304 11¢
Ministry of Finance 13 871 13 3343: 21 47 30¢ 17 14654 21, 3172309 46 377 30
Ministry of the
Interior 33 81( 31 3853 24 72 344 27 5940509 3878531 9819041
Ministry of Social
Affairs 5981 6 151 0 6 13: 2 5 644 14. 11950 5 763 64t
107 162 270
TOTAL 433 932 365 126 930 649 138 497 829 265 428 478
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* The information consolidated by the ministrieslaubmitted to the NAO may be imprecise, becauseetis no regular data collection and
no current overview of the changes in the contratietailed comparison of lease prices is impdsshiecause the ministries and
authorities in their area of government have us#erent calculation methods (the calculation maynay not include the value-added tax,
utility costs, maintenance costs, etc.). The tdbles not include data on the Ministry of Foreigfei§, because it does not lease premises
in Estonia; there are also no data on the buildamgspremises leased by constitutional instituteoms the State Chancellery. The table does
not reflect premises leased from one public autyr¢si another.

Room requirements of public authorities are generally unclear

A prerequisite of justified selection of premises the public authorities is an analysis by thedes

on the term of the contract, size and conditionthefrequired premises. Rapid decisions on the leas
of premises restrict the possibility of a transpaselection procedure and offering a bidding
opportunity to all companies.

Decisions to restructure the operations of an aityhare often not based on the long-term
development plan of that authority. For examplexpected room requirements were caused by the
moving of the Ministry of Education and Researci &otu, merger of the Ministry of Economic
Affairs with the Ministry of Roads and Transpomgdafoundation of the Southern Police Prefecture.
The Ministry of the Interior invited offers frometdevelopers for the new building complex of the
Public Service Academy and requested from the Gurent of the Republic permission for the
procurement of new premises before approval ohtve development plant of the Public Service
Academy. At the time of the call for offers anduegt for permission (9 January and 4 May 2006,
respectively), the development plan had been aggrowtil the year 2006, even though the new
development plan of the Public Service Academy siggificantly influence the room requirement,
depending on the curricula, number of students,letihe Ministry of the Environment, a room
committee established a room requirement of 4,19 Mut the area of leased premises was 6,000 m
at first the ministry applied for and received frtime government the permission to lease 4,740 m
but already before moving into the new premiseapiilied for and received the permission to lease
additionally 1,300 rh Modification of the requirements for the leasedpises in the course of the
procurement procedure or negotiations or shortraigning the lease contract indicates poor
planning of the actual room requirements.

In such cases, closeness of the new premises &xisteng ones may become the primary selection
criterion, which restricts the freedom of choicala# state. On 15 July 2002, the Tax Board leased
premises in Tallinn at Narva mnt 9A in order to cemtrate the entire central office in one location.
About a year later, additional premises at Narva@drca 2,400 m) were leased for ten years from the
same owner As a result of merger of the Tax Boatld thhe Customs Board slightly more than six
months later, these premises have become todftigtite merged central office and, consequentky, th
main objective of the additional premises was bieved. The Ministry of Education and Research
and the Agricultural Registers and Information Bblaave also negotiated expansions of the area of
leased premises due to expansion of the officeeatablishment of new positions.

The requirements for leased premises have beerfigthdiso because of stricter security
requirements, relocation of positions, closing péo office spaces and other reasons. In the case of
modified requirements, the changes to the prenasisdghe associated investments have to be financed
from the budget of the respective body. For exanthke Ministry of Education and Research, Tax and
Customs Board and Police Board have incurred axhditiexpenses in the leased premises from their
own funds.

A positive example is the building leased in K&rdfethe area of government of the Ministry of the
Interior, where the officials of the Police, Bordeuard and the Citizenship and Migration Board are
brought together in one building, which should tesubetter cooperation in overlapping work areas
in addition to savings on administration costs. dxding to the development plan, concentration of
divisions in one building has been also envisagethé Ministry of Economic Affairs and
Communications; and the Ministry of Agriculture lehieved some success in bringing the
authorities together on the same premises.
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L ease of premisesto public authorities may be economically mor e disadvantageous than
renovation or procurement

The room requirements of a public authority cowddshtisfied by adapting the premises in a state-
owned building to the needs of the authority, pasghof property by the state, or the lease of requi
premises. Both renovation of existing premisesf@odurement of new ones require investment. It is
clear that the annual budgets of the ministriemotoover the short-term requirements for property
investments, while ensuring sufficient funds fdydar and other costs. 2006 State Budget Act
provisioned amounts for individual ministries ticatld be used for investment after the sale of
surplus real property. The draft of the 2007 SBatdget Act gives the ministries an opportunity et s
the real property, which is not used, and to ditect thirds of the proceeds into investments in the
area of government. This opportunity facilitatespdisal of the buildings not required for principal
activities, but does not provide an universal sofufor satisfying the need for real property
investments.

Therefore, renovation or procurement of necessamises could be treated as alternatives to leasing
if they could be financed from the state budgeenese or existing reserves. Involvement of foreign
capital could also be a more economical alterndativeasing.

If a public authority leases premises for its ppatoperations on a long-term basis, it means-teng
financial obligations similar to a loan, particljeif the lease contract specifies a long periadWhich
lease payments have to be made even if the roamreatgnts of the authority change and the authority
would like to leave the leased premises or if @rentnation of the lease contract is expensive and
complicated for some other reasons.

Peeter Kreitzberg, Member of the Parliament, suleshibn 29 September 2005 to the Auditor General
an interpellation regarding possible economic darayised to the state in connection with the lease
contracts for the buildings at Parnu mnt 139 irifal(so-called ‘house of Kalev’) and at Riia 132 i
Tartu (KEK building). In order to respond to théerpellation, the NAO ordered expert assessments
to find out the cost of construction a new buildimigh similar cubage. The expert assessment
received did not include expenditures on land paseland fittings. The lease price of the Tallinn
Police Building includes utility costs, fees forifiishing, etc. The following is an argument regagdi
the economic justification of leasing a building tbe Police in Tallinn.

According to OU BK Konsultatsioonid, the constrocticosts of a building with a similar cubage than
the building at Parnu mnt 139 in Tallinn at the neotnof entry into the lease contract, i.e., Jul§30
would have been between 181.9 and 217.2 millionkspdepending on the materials used.
Presuming that the contract between the Policed3dwrthern Police Prefecture and OU Raldon will
not be cancelled and taking into account an estichahnual price increase due to the growth of the
consumer price index, the total amount payable 80eyear lease period, including utility and
maintenance costs, would be 775.2 million kroor@nlly, utility and maintenance comprise
approximately 30% of the lease price. After sulitoscof the 30% allocated for utility and
maintenance costs and discounting all contractayngnts, the present value of the contractual
payments would be 270.8 million kroons (price ines the cost of furnishing). The construction price
of a new building, excluding the land purchase st the 2003 price level would have been
181.9-217 million kroons.

The performance of police duties can be presumathisaged in a long term and there are no
indications that the room requirements would beiced in the future. The NAO finds that, even if the
acquisition cost had exceeded the present valtaalflease payments, it would have been
economically more beneficial to procure the buiddiequired for the Police Board and the Northern
Police Prefecture. If the state leases premisdefigrterm performance of its duties and the lease
period expires, the state will be faced again Withneed to lease or procure the premises. Theofack
real competition creates a forced-choice situatibere the new contract would have to be made with
the same lessor.
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The NAO cannot agree with giving unjustified prefece to leasing of premises required for the
public authorities. Economically, leasing of preesi€ould be more disadvantageous to the state than
acquisition or renovation. In the assessment oNA®, each case should be reviewed separately and
all options for satisfying the room requirementsaofauthority should be analysed. The selected
option should be best suited for the performandd@fiuties of the state, i.e., the most economical
option that meets the requirements.

In the last few years, some authorities have pldame in some cases used building lease schemes
resembling financial lease contracts. A plan tiaisaged construction of a study village for théliRu
Service Academy on the properties at Parnu mnah8%Xohila 4 specified that the state should
purchase the land, establish a right of superfiethis land for the benefit of the developeninhange
of a very small fee, and agree on long-term le&#igecbuildings located or constructed on that Jand
with an eventual purchase at the end of the leased> The plan for the construction of the new
building complex for the Public Service Academydalifes such scheme, adding that this is not a
financial lease. Formal assessment of this statecoeitd not exclude the possibility of paying a ke
level purchase price, which would mean double repnt of investments. Contracts concluded by the
public authorities should not permit even such &lrmterpretations indicating possible losses & th
state. A similar scheme was used for the constmucti the J6hvi Concert Hall of Eesti Kontsert (the
contract was concluded by the City of J6hvi asotlveer of the immovable, a right of superficies was
established for the benefit of the builder, with Estonian state being the usufructuary). The NAO
condemns a situation where the meaning of thedalisregarded in order to find the most beneficial
economic solution — a contract, which in esseripelstes financial lease, is treated as an operatin
lease contract, or schemes are devised, which wonéothe law formally but not in their essence.
Adherence to the legislation should be demandesisigmtly and if adherence is not possible, the
legislation has to be amended.

L ease contract conclusion processisinsufficiently documented in most cases

The room requirements of an authority, the compar@ different options for satisfying this
requirement and decision criteria should be docuetkaven if the poor condition of current premises
is generally known and there are few alternatillexumentation of the selection process is not only
necessary to verify the justification behind theigien, but it also protects the interests of the
authority and its employees. Firstly, correct doeantation enables easy handover of the work if
officials are replaced and, secondly, it proteleesdfficials from potential reprimands regardingith
bias. One would presume that many undertakingsavoalinterested in leasing premises to the public
authorities and giving preferential treatment tmeaasts doubt on the impartiality of the decision-
makers.

The NAO found that the selection procedures aendfisufficiently documented and tenders have

been invited on the basis of different or too gaheriteria, which make it impossible to compare
different tenders. For example, there are sevasdwhere possible components of the lease payment
are not itemised in the tender: fees for the ugkof space and furnishing, property maintenance

costs, utility costs, etc.

Even though the Public Procurement Act does natiregrganisation of a public procurement for the
lease of premises, many rooms, including those@Registration and Land Registry Department of
Harju County Court, Tax and Customs Board in Talkh Narva mnt 9A, Ministry of Education and
Research in Tartu at Munga 18, and ARIB in TartNatva mnt 3 and 9, have been leased by way of
a public tendering procedure.

If public authorities start to search for new preesi, they generally request an offer from GRE and
consider the possibilities of finding the requipgémises from their own area of government, because
there is no unified and easily accessible ovengéall unused buildings owned by the state.

The NAO found several shortcomings in the docuntaniaf the lease of larger buildings and
premises, even though the amount of lease payrfartsese buildings is particularly high and would
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require special attention. For example, there werelear criteria for selecting the best offerhia t
procedure of leasing premises for the Ministrytaf Environment. The whole selection process used
to lease buildings for the Police Board and Noritfeolice Prefecture was not documented in writing,
which is why it is impossible to evaluate the sttetafter the event. In the procedure for selectid
new premises for the Southern Police Prefectueelatation was decided first so that other poténtia
tenderers could not participate, as they were aatioaily excluded.

In the case of most of these contracts, there nemreceding comparisons between the lease costs
and possible acquisition or construction costs. @rewhelming motivation has generally been the
need to start using the new premises as soon a®leso that leasing remained the only viable
option. For example, while leasing the new premiseghe Southern Police Prefecture, a contract was
concluded, specifying that the term of moving irsve& months after conclusion of the contract,
which essentially eliminated the possibility of stmcting a new building.

GRE is usually asked to submit an offer for theséeaf premises, but it is foreseeable in many cases
that the offer from GRE would be inferior to otlodfers, because GRE is unable to offer sufficiently
large premises. Lease contracts with GRE are yscaicluded only if the building, which houses the
institution, has been previously transferred to GRHE the institution wishes to continue work in the
same premises after they have been renovated.

A positive example is the procurement of the Minyistf Justice to find premises for the Registration
Department of Harju County Court, where the ragoneen useful area and total area was taken into
account as one criterion of the functionality aémpises, and the whole decision-making process has
been thoroughly documented.

Concluded lease contractsinclude problematic termsand conditions

The contracts for the lease of premises to publibaities are usually reviewed once a year. The
main contractual reasons for increasing the leagmpnts include increases in the utility service
prices and the consumer price index, whereby indter case the upper limit is mostly fixed at 3%.
There are also some lease contract that spec#ytaic percentage by which the lease payments are
annually increased. As a result, the increasedndhse price has in some cases exceeded the growth
of the consumer price index in the last few yeBos.example, the lease payments increase annually
by 5% for the building of the Ministry of Cultur8% for the Karksi-Nuia Constable’s Office, and
10% for the Vandra Constable’s Division. In itséife price increase provisioned in the contracsdoe
not indicate disproportionate obligations of theske, but in the case of long-term contracts, tice p
on one square meter may increase to an extenthwbigdd not be foreseen at the time of contract
conclusion.

The public authorities have concluded contractudting that the lessee is responsible for
maintaining the leased premises. At the foundatfdBRE, the main stated justification for the lease
of buildings and premises to public authorities wes this enables them to focus on their principal
activities. The same consideration should appip¢dease of premises from other companies. If the
conditions of the contract obligate the lesseestbopm maintenance repairs in the leased premises
once in every five years, for example, this woubd indicate that the public authority wishes tousc

on its principal activity. Such conditions can berid, for instance, in the contracts for the lexse
premises in Tallinn at Vaike-Ameerika 19 to the @Btotection Inspectorate, and at Narva mnt 9A
and 9J to the Tax and Customs Board, whereas tteeMatection Inspectorate, being unable to find a
better offer, contracted the repairs from the lesso

Possibility to respond flexibly to the changing moequirements is an important criterion in
evaluating the economic justification of the leaspremises to the public authorities. If the lease
contract stipulates that lease payments have todake for a certain extended period even if the
authority terminates the contract before expirgréhwill be no essential difference between a lease
and acquisition through a loan: in both cases glssidecision creates a long-term financial oblgati
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For example, when leasing the Kalev building toRiaéice Board and Northern Police Prefecture, the
state undertook to pay a contractual penalty ilehse contract is terminated within 11 years fthen
date of entry into the contract, and the amoupenfalty equals the amount of lease payments for 11
years, less the amount of lease paid by the palitdeorities by the date of contract termination. It
means that the police authorities have to pay htsyworth of lease in any casat the same time,

the contract for the lease of the Staff Buildinghed Border Guard Administration does not contain a
clause of contractual penalty in the case of darlpination, even though the Government of the
Republic has in principle consented to a 5-yeadilease period. The Southern Police Prefecture has
permission from the Government of the Republicag five years worth of lease, irrespective of
circumstance¥’ The NAO believes that in future contract negotias, the state should avoid
inclusion of such long-term fixed obligations.

Proposalsto the Gover nment of the Republic

» Develop unified real property policy of the statelapply the principles of this policy to select
economically most justified methods for satisfythg room requirements of the public authorities.
The policy should include decisions on the prirespdf lease of buildings and premises, and the
future role of GRE. Consider changing the curraaticy that in essence prefers lease relations.

To the ministers heading the ministries

* Identify the precise room requirements on the bafsisng-term development plans before making
any decisions on the method of satisfying the roeguirements of the ministry and the
authorities in its area of government.

» Specify tendering criteria and evaluation critdoasubmitted tenders to ensure comparability of
the tenders.

» Prepare thorough documentation on the analysikarhatives to the lease of premises, as well as
on the process of selecting the best offer andlasion of the lease contract to enable subsequent
clarification of the justification of the decisioagad preclude any doubts regarding the bias of the
decision-makers.

» Collect current and comparable information, ingformation on contract amendments, on the
lease contracts concluded by the authorities irmfpeopriate area of government.

» Avoid agreeing to contractual penalties equal écatmount of lease for several years. Give serious
consideration to renovation or acquisition of preemgj if it is highly probable that the room
requirements will not change in the next ten yahesfunctions of the authority are stable and/or i
needs rooms adapted for special purposes.

9 Lease Contract No PA7-10.18/123 between OU Ratdhohthe Police Board
10| ease Contract No PA5-10.18/4 between OU RondaitenSouthern Police Prefecture
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4. State Investments in Local Governments

A total of 1.34 billion kroons (see Table 3) weheeated to the local governments in 2005 as sfecif
purpose investment support (through article 450@fGhe State Budget Classification). Compared
with 2004, the amount of investment support rededlih 2005. Significant areas of increase included
the European Union environmental investments apgan for the local roads. The 2006 State
Budget allocates 1.22 billion kroons to the loaaygrnments for investment.

The state budget does not provide a comprehensamrview of the amounts allocated to the local
governments for investment. Some support is alkmt#irough the programmes not included in article
4502.01 of the state budget, where the local gowemrm could be one of the beneficiaries. One of the
largest programmes of this type in the reportingoglewas the Development Programme for Local
Physical Living Environment financed from measui@ 4 of the EU Structural Funds (based on the
LGIS Plart’) and managed by Enterprise Estonia. Approxima&2 million kroons of support have
been granted to the projects through this progranumeal governments also receive hundreds of
millions kroons as a support from the Environmefriaestment Centre and measure 4.2 of the EU
Structural Funds. In addition, support has beerigeal to the local governments from the state
budget item intended for government agencies amgtblic authorities managed by them.

Table 3. Specific-purpose allocations for fixed assetaugstions by the local governments under
article 4502.01 of the state budget in 2005 andZ@0million EEK)

Ministry 2005 incl. EU 2005 2006 incl. EU
budget assistance supplementary budget assistance

(and co- budget (and co-
financing) financing)

Ministry of Education and 12,7 8,8 81,9 443 15,9

Research (2,2) (4,0)

Ministry of Defence 2,0

Ministry of the 806,2 806,2 84,5  796,9 786,9"

Environment

Ministry of Culture 84,4 59,3 98,0

Ministry of Economic 125,4 2,9 51,8 2821

Affairs and a,7)

Communications

Ministry of Finance 4,3

Ministry of the Interior 6,0

Ministry of Social Affairs 23,7 1,6

Total 1033 821,8 309,2 12229 806,8

*Incl. 17.2 m from the budget of the Road Admirasion

** Incl. 10.6 m from the budget of the Railway Iresyorate

*** Difference with the 2006 total budget (10 m) svdue to the sale of property

Sources: 2005 State Budget Act, 2005 SupplemeStiatg Budget Act, 2006 State Budget Act

Support from the Ministry of Education and Reseasatiivided between allocations to municipal
vocational education institutions (11m EEK in 2@0f&l 19.9m EEK in 2006) and other specific-
purpose allocation to the educational institutiohthe local governments (84m in 2005 and 24.5m in
2006). The allocation to the vocational educatiwstiiutions comprises assistance from the European
Regional Development Fund, measure 4.3 of the Sitrald-unds) and the corresponding co-
financing. The budget of the Ministry of the Enviroent forwards to the local governments the
assistance for waste and water management prdéjesighe EU Cohesion Fund (CF). Local

1 |GIS Plan — Local Government Investment SuppahPI
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government allocations from the Ministry of Cultune designed for the construction and renovation
of local sports and culture facilities.

The majority of the allocations from the MinistriyEBconomic Affairs and Communications
comprised assistance for local road maintenanasuBat to the Roads Act, the investment support
for the local road maintenance amounted to 142lkomin 2005 and 265 million in 2006. In

addition, the local governments have in both yeaesived support from the Phare energy efficiency
programme, and support has also been allocatde tNdrva transit project. The 2005 supplementary
budget included a special allocation of 17.2 millisoons to the Maardu City Government from the
budget item of the Road Administration. In 200@&dlogovernments have been allocated 10.6 million
kroons from the budget of the Railway Inspectomateonnection with the technical assistance project
for the construction of grade-separated railwagsirgs.

The other ministries have allocated investment stigp the local governments in isolated instances
and in smaller amounts. The Ministry of Social Affehas mostly supported care homes, day centres
and shelters of the local governments. In 2005Miméstry of the Interior allocated from the
supplementary budget support to nine rural muniities with small islands (eight of them also
receive support from the Equalisation Fund purstmttie Small Permanently Inhabited Islands Act;
the other recipient was Noarootsi Commune). Thé&2@lget of the Ministry of Finance allocated
4.27 million kroons to Piissi Town Government fargblvency problems. The Ministry of Defence
allocated from the 2005 supplementary budget lionikroons to the Tartu City Government as co-
financing for the sports ground in Tartu at Riia2&nd 1 million kroons as co-financing for the
renovation of the square in front of the Baltic &&fe College in Tartu at Riia 12.

Planning of investments needsimprovement at the level of state and local gover nments

The investment support audits by the NAO have dedeshortcomings in the planning of investments
at the level of both the state and the local gawemts. Even if long-term plans are drafted, they ar
frequently modified. For example, the Ministry afil@re did not disclose its perennial local
government investment plan precisely because tresplould be changed and the ministry did not
want to give empty promises to the local governmeRtanning problems at the state level also
complicate the preparation of local long-term depeient plans and vice versa — if the local
governments have not identified their needs anoluress, the central government would find it
difficult to make any strategic plans. The insu#fit long-term planning at the state and localleve
does not provide certainty that investments arectiid to the objects where they create most benefit

The NAO has found on the basis of the results @204 audit on ‘The Planning of Public
Investments for General Education Schools and #eedf such Funds’ that investment support may
be allocated to non-sustainable schools, becaese ifino comprehensive vision of the future school
network. The 2004 programme for public investm@&mt8004-2007 envisaged assistance to 21
schools (i.e., 15% of all schools), where in fivags the number of pupils will drop below the
minimum level required for opening a school. A syramong the local governments indicated that
80% of the local governments had adopted a schetvlark development plan by 2004. If the
Government of the Republic approved in the endd®42he list of sustainable schdd)ligible for
renovation funds allocated to GRE, the local gorents entered almost all schools into this list.
However, it is know that the number of pupils imstantly decreasing. According to the data from the
Ministry of Education and Research, already fivéhef ‘sustainable’ schools in the government-
approved list had been already closed by this gedra couple of schools will be still closed during
2006. The forecasts indicate that in ten yearsitieber of general education schools in Estonia will
decrease by 25-409% However, an investment that has been already ngiaks the local

government a justification to continue managemémat mon-sustainable school or even apply for
further investments. The local governments managely190% of the general education schools and

12 Government of the Republic Order No 911-k of 2&&mrber 2004
13 PRAXIS Center for Policy Studies survey on ‘Geh&gducation Schools Network’, 2005

21



they are not interested in closing the non-sustdénschools, because this would mean a loss of an
income source for the local budget. However, thtesthould avoid making public investments in
such schools.

The major investment objects in the area of culturé sports were included in the local development
plans, but the scope of these plans clearly exdedeactual building and funding resources of the
local governments and the amount of potentiallylakike support. County planning and the associated
action plan are used as part of the sources f@apirey a ranking order for investments in culture.
However, it has not been regulated who should peetbee county development plan and what
objectives and principles should be used, i.e. tldrahis plan should represent the development
trends of the local governments or the county gawent (central government). The analysis of the
local government development plans, county planistha action plan of the Ministry of Culture
indicated that a large number of investment objectbjectives were named, but priorities had not
been identified. In some cases, the action plapsraged to county development plans do not include
a list of investment objects.

The state has not set particular goals in allogdtimds for local road maintenance and supportieg t
investments in local roads. Development of locadsis not included in any national development
plans and, when allocating support, the state baspecified whether and to what extent the support
should improve the condition of local roads. Eveugh local roads comprise 38% of all public roads
only 10% of the funds allocated for the maintenasfgeublic roads are used for the local roadshén t
assessment of the Association of Estonian Countyefaonents, the support allocated for the
maintenance of local roads should be increasezhat three times. However, there is a lack of
information necessary for planning optimal statepsut, because the state and local governments
have not collected systematic data on the condlitisability and maintenance cost of local roads.

The planning of the regional water management ptejeoordinated by the Ministry of the
Environment, is based on the CF implementation pli&m which the government approves the list of
major projects to be financed during the entiregg@gramme period. Most of the projects included in
the list are going into actual preparations. Theewmanagement projects also conform to the general
objectives of the national environmental strategyg anvironmental action plan, but the investments
requirements have not been assessed in detaé &uél of local governments. The objects were
selected at the time of preparing the CD projeptiegtion, but the technological choices have to be
modified as a result of the poor quality of thaplégation. Establishment of a water management
infrastructure should be based on a public watpplstand sewerage development plan, but at the
time of submission of the application to the CHf bathe 63 local governments audited by the NAO
did not have such plan. In addition, in nearly Iudilthe cases, the actions and co-financing olitigat

of the CF project were not included in the gendealelopment plan of the local government. The lack
of development plans indicates that the local gowvents did not always analyse the requirements and
opportunities for the establishment of the watenaggment infrastructure. Consequently, there can
be no certainty that the decisions made are béstisior the local needs and that the most impaértan
works were really financed first.

Allocation of support issometimes non-transpar ent

The NAO was unable to clarify in the case of selveriaistries the reasons for making the decisions
and justifications for selecting some and rejecttiter objects for support. In addition, it was
sometimes impossible to identify, where and by whbenactual decisions were made. Therefore, it is
not clear who in the state is responsible for ioifht investment decisions.

There is no unified procedure for allocation of@fie-purpose investment support to the local
governments from the state budget (article 4502l@13ctual practice, the ministries have used this
article of the state budget to support a wide rasfgelatively liberally selected local government
projects. The only criterion is connection with #Hrea of government of the relevant ministry. Due t
the absence of clear application and allocatiotesys, decisions are made randomly and potential
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recipients of support are treated unequally, bexansagreed application procedure has not been
established.

An exception is the local roads support allocatgethle Ministry of Economic Affairs and
Communications, which is allocated pursuant toRbads Act and the associated implementing
provisions. Allocations of environmental investmant educational investment in vocational
education institutions have also been regulatechuze they deal with the finances from the Cohesion
Fund and European Regional Development Fund.

The Ministry of Culture has established a procedor@pplying for support and processing of
applications by a directive of the minister, whiskan internal instrument and cannot impose
obligations on local or county governments. Thecpdure of application and decision-making
relating to investment support has not been regdlet the Ministry of Social Affairs, Ministry ohe
Interior and Ministry of Education and Researclyéreling the investments in general education
schools and child care institutions). In 2005,dhésion of investments by objects was approveaby
directive of the minister in the Ministry of Soci&ffairs and Ministry of the Interior. The divisicof
funds allocated for local road maintenance by tlieidéty of Economic Affairs and Communications
was approved by the Government of the Republiabiwvidual local government units on 7 March
2005. For the Ministry of Culture, Ministry of tlgvironment and Ministry of Defence, the division
of support by objects was approved in 2005 by deroof the Government of the Republic, but it was
done only in December. An order of the Governnoéiihe Republic was used in 2005 to approve the
division of general education school and childeas#itution investments by objects. In 2006, the
Government of the Republic order was used to agptioe division of support by objects for the
Ministry of Culture, Ministry of Education and Reseh, Ministry of Social Affairs, Ministry of the
Environment and the Ministry of Economic Affairscta@ommunications.

In the case of the Ministry of Culture and MinistfyEducation and Research, the NAO reached the
conclusion that the applications for investmentpsupdid not include sufficient information for
decision-making. In addition, the applications dat comply with the requirements established by a
regulation of the Minister of Finance. In the cas¢éhe Ministry of Culture, applications were
sometimes not submitted at all.

In the response to the 2004 audit report on thesimrents in general education schools, the Minister
of Education and Research stated that as of 1 aB085 the funds intended for investment in
municipal schools are added to other educatiorzmeditures, i.e., money allocated on the basis of
the number of pupils in a school. The plan wasolinect all funds allocated to the schools with the
number of pupils as of 2006. The system based®nuimber of pupils was expected to solve the
problems of non-transparency, lack of consistemoy@esence of different sources of financing in
the allocation of educational investments. Indesd)f 2005, the investment support from the state
budget to the local governments has been includednainvestment component in the funds-per-
capita allocations to the general education schde®¥0 kroons per student). In 2005, the total
amount of the investment component of general dthrcachools was 240 million kroons (230m in
2006). As the funds-per-capita allocations do riif¢intiate between salary and investment
components, the local government can decide, whéchof the allocation is used for salaries and
which for investments.

The 2005 state budget, indeed, did not includespegific-purpose investment support allocations to
the general education schools, but the supplemehtatget of the same year already allocated more
than 80m kroons to the schools as specific-purpopport. According to the explanations given by
the Ministry of Education and Research, the inaigbcation was decided by the government coalition
partners and only after that were applicationfiéonhinistry submitted by the local governments
selected as recipients of the funds. While thesthwi of investments was decided on the county level
before 2005 and the problem was the lack of clearsibn criteria, the system has not become more
transparent after 2005, contrary to the expectatibhe ministry has justified the continued allgmat

of specific-purpose investment support by claintimgt the investment component in the funds-per-
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capita does not satisfy the needs of the educaitimstiutions and in the case of smaller schobls,
sufficient only for current repairs.

The Ministry of Culture has included in its activjtlan some general principles for allocation of
investment support to the local governments, baidifferent principles have not been prioritisedeT
NAO finds that the procedure for allocation of intraent support, established by a directive of the
minister, leaves open several important issuesnihestry has requested from the county
governments the annual creation of a ranking afired culture and sports investments at the county
level, but the order of this ranking has not beslofved when allocating support. Additionally,
support has been given to objects, which werematiided in the ranking or for which the local
government has not submitted any official applamagito the county government of the Ministry of
Culture. Only a quarter of the recipients of supfrmm the 2005 state budget were listed among the
three most important objects in the county rankikgsther, a quarter of the objects that received
funding were objects for which the county governtaemd local governments had submitted no
applications to the Ministry of Culture in the pati2000-2005. Nearly 6.7 million kroons were
allocated to objects without applications in 20@&jch comprises 8% of all allocations of the main
budget. New objects for investment support fromitheget of the Ministry of Culture were added
also in the Parliament — these objects do not exguire submission of an application or compliance
with any other requirements. For example, the &awdint added 38% of the objects receiving support
from the 2005 main budget, which comprised 16%ldhaestment support allocations. Of the 55
supported objects that were added in the Parliaaeatmendment proposals to the draft State Budget
Act only two were identified by name; for the remdgr, the division by objects was decided by a
letter from the Finance Committee of the Parlianterthe Ministry of Culture.

Support for the same purposeisallocated from several sources

Several ministries allocated investment suppornftbe state budget (article 4502.01) or through
national programmes to similar objects. Additiotwaihat are foreign assistance projects. Therefbre,
is very difficult to get an overview how much suppis allocated to the local governments for a
specific purpose. There is no central record on hmeh support an object gets from different
sources.

For example, according to data available to the Ngéheral education schools received investment
support from nine different sources in 2005. Frdthe investment component has been added to the
funds-per-capita allocated to the general educaibtiwol from the equalisation fund of the state
budget. The Ministry of Education and Researchcaties specific-purpose investment support
through the state budget (article 4501.01) andhéur separately from the programme of pupil homes
(the 2005 budget of the programme was 18m krodmshe period 2004-2006, the general education
schools receive approximately 200 million kroong&afopean Union assistari¢eEnterprise Estonia
manages the regional programme for allocating sugpanvestments relating to children, youth,
families, elderly and disabled persons out of thealgling tax, from where the schools received nearly
8.5 million kroons in 2005, as well as the Pharergy efficiency programme for the local
governments, from where the municipal schools x&c@éil million kroons of investment support in
2005-2006. Support for the construction of schgohg and stadiums can be also applied for from the
budget of the Ministry of Culture (article 4502.0Lpcal governments where schools are housed in
manor buildings may apply for investment suppastrfrthe national programme of the manor schools
of the Ministry if Culture (the 2005 budget of thegramme was 8.6 million), and as of 2006, foreign
assistance from the Norway and European Econongea Anancial mechanism (Estonia can use an
estimated amount of 113.7 million kroons until flear 2009). While the intention of the Ministry of
Culture and Research in establishing the systefunofs-per-capita was to create a unified
coordination system in order to allocated fundh®educational objects through a single channel, i
is now clear that this objective has not been aelie

14 Structural Funds measure 4.6.1 ‘The Developmehbo#l Physical Living Environment'
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The Ministry of Culture has granted allocationsirthe state budget (article 4502.1) to playgrounds
and sports fields, even though a separate prograiompdaygrounds and sports fields has been
established (the 2005 budget of the programme wlamBlion kroons), to health centres, even though

a programme for regional health centres 2003-2@3tbleen established, and to churches, even though
a national programme for ‘Preservation and Devekapnof Sanctums’ has been established (16.5
million kroons were allocated in 2005 for the reation of churches).

There have been instances where the Ministry ot&in and Research and the Ministry of Culture
have allocated support to the same objects frofardifit sources, but the NAO has not discovered any
instance of double funding of the same activities.

With the 2005 supplementary budget the Ministrpotial Affairs allocated from its budget 1.5
million kroons for the renovation of Orisaare Familealth Centre, and 0.55 million kroons for
designs of the Vandra Health Centre (designedfatsiine provision of family medical care), even
though family doctors are private entrepreneurs aredfinanced on the basis of a capitation fee
through the health insurance fund and whose expansthe lease or maintenance of premises have
been included in the base funds. The local goventsrteave the right but not obligation to suppoet th
family doctors servicing the local residents anaynl@cal governments do indeed offer favourable
work conditions to the family doctors, but in tei&se, the family doctors of two local governments
will get better working conditions at the expen§¢éhe state, while the total number of registered
family doctors is more than 900. In 2006, Tallieceived from the budget of the Ministry of Social
Affairs 1.1 million kroons of investment support f8A Tallinna Lastehaigla (Children’s Hospital),
even though hospitals are financed by the heattitrénce fund on the basis of the price list.

Loan burden of local governmentsis not sufficiently monitored

The local governments have the opportunity to afmlextensive investment support from both the
Estonian state and foreign assistance. Howevere sonount of co-financing is usually required from
the local governments. The local governments mastenprecise calculations to estimate the amount
of support they are able to accept without haviraplems with cost sharing. The Ministry of Finance
collects data on the loan burden recorded in thewatting of the local governments to make sure that
liabilities would not exceed the limits establisiBdthe Commune and City Budgets Act. The
ministry monitors the local governments only widlspect to existing debts, not additional future
obligations. The audits of the NAO have indicateat teven the ministries granting investment support
do not verify whether the local government in gisests able to comply with the cost sharing
requirements. Securing co-financing for a numbesupiport allocations simultaneously may create
financial difficulties for the local governmentftine case of incorrect planning. For example, the
Commune of Orissaare had solvency problems in 2005.

In 2005, Orissaare Commune initiated the conswaaif a new sports building with the assistance of
the investment support from the Ministry of Cultufée contractual cost of the building was 26.3
million kroons. By the end of 2005, the Ministry ©filture had invested 5.4 million kroons in the
construction of the sports building. At the sanmeeti Orissaare Commune had an outstanding heating
loan in the amount of 8.44 million kroons. In aduht the Commune participates in the water
management project of the Cohesion Fund, with theust of co-financing at least 2.4 million

kroons, incl. 2.17 million payable in 2006 (or @p3.5 million depending on the final value of the
building procurement). By the end of 2005, the Camenhad been able to pay only 5% of the amount
required for cost sharing for the sports buildibge to the heating loan obligation and participaiio

the water management project of the Cohesion RbiedCommune lacked the resources to continue
construction of the sports building and pay theltaken from the building company (11.2 million),
which is why the construction of the sports buitimas suspended. Suspension of participation in the
water management project would have increasedribedial obligations of other local governments
involved in this project, which would have put tlikole project to risk, with the possibility of

needing to repay the money received to the Eurofeammission. As a result of its solvency
problems, Orissaare Commune approached the Mirg§tFinance and asked for a readjustment
support. The committee for local governments witlvency problems at the Ministry of Finance
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decided that Orissaare should have the chancgish fihe construction of the sports building. The
Government of the Republic allocated by a decisioh June 2006 to the Orissaare Commune
Government 6.3 million kroons to secure the perforoe of the obligations assumed by the local
government unit. In addition to Orissaare Commtime government supported by its decision of 1
June 2006 also the town of V&ru, which had develgmdvency problems as a result of heating loan
as well and participates in the Cohesion Fund watatagement project for Viljandi County for
which the funding application is currently beingpared.

As the local governments are unable to build l&agéities without loans and their loan burden is
restricted by the Commune and City Budgets Act]dlal governments are searching for suitable
schemes to finance the construction dependingeinliiit of loan obligations. Several local
governments have formed foundations to act asdatipients of the loans. A new possibility for
constructing certain objects is a scheme wheréotied government establishes a right of superficies
for the benefit of a private company (building canp), the company constructs the building, and the
local government uses the building on the basissafruct. The clear benefit of this scheme for the
local government is the opportunity to postponepagment of large capital expenses by distributing
the cost across the life cycle of the project. Hoeveusufruct contracts create long-term obligagion
for the local governments, usually with the obligatto purchase. The current regulation enables to
exclude such obligations under usufruct contracimfthe loan burden restrictions imposed on the
local governments. The Ministry of Finance that itans the loan burden of the local governments
has no clear rules for handling the obligationsaingufruct in relation to the loan burden.

In the assessment of the NAO, the state has nghedithe risks associated with the transfer of
ownership of an investment object to a private legal person under the right of superficies, ustifru
or similar solutions, and has not anticipated piéproblems in the contracts for the use of
allocations from the state budget. For example|dbal government and private undertaking may
amend their contracts at any time so that the tideedouilding for is initial purpose will be
discontinued. Purposeful use of public investmeppsrt could not be ensured in such cases.

Use of investment support is not always purposeful and supervision sufficient

The NAO has in its audits highlighted several peofd related to the use of investment support in the
local governments: the local governments make kest&n organising public procurements, the cost
sharing limits are exceeded, and the funds aresed for the intended purpose. The audit of the
investments in general education schools indictitadsome money was used for operating expenses,
as well as procurement of inventory and study aldsen assessing the use of funds allocated for
local road maintenance, the NAO found that roachiteaance works are often ordered from
unlicensed persons and the planning, ordering aaidtenance of the road management works do not
comply with the Roads Act.

The audits of the Ministry of Education and Reskandicated that the concept of investment for a
specific purpose is not defined with sufficientritha The contracts for the use of allocations frthre
state budget include the provision that the mimsthave the right to reclaim the support in theeaaf
non-purposeful use, but the NAO believes that 8eaf allocations for the intended purpose is
difficult to verify and reclamation in the caserisuse is also complicated if the contracts forube

of allocations do not specify with sufficient levaldetail the objects for which the local govermine
is supposed to use the support. The contractswdedlby the Ministry of Culture often only included
the name of the receiving authority and an explanatuch as ‘renovation works’ or ‘construction’,
but not a list of the planned works or a descriptid the building to be constructed. No local
government has yet been requested to repay arcaadios to the Ministry of Culture.

Positive examples include the contracts for theafigélocations from the state budget concluded by
the Ministry of Social Affairs. The annexes to thesntracts provide details both on the planned
works and their cost. A positive practice in thatcacts of the Ministry of Social Affairs and Mitig
of Finance was also the clause that the ministsythea right to conduct general supervision over the
use of the allocated funds and to review relevactithents.
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In the Ministry of Culture, supervision of the useinvestment support has meant payment of invoices
on the basis of expense receipts, reviewing tlegimtand final project reports, and inspecting the
finished object. The ministry has not been ableupervise the economy and efficiency of the
projects. There was some confusion in definingstigervisory competences. On some occasions, the
county governments have supervised the use of sugltacated by the Ministry of Culture, even
though there is no legal basis for a county govemtnto conduct supervision over state budget
allocations to the local governments.

Supervision by the Ministry of Education and Resbkan the last two years has been limited to the
review of reports.

No executive body is responsible for supervisirgyldgality and purposefulness of the support
allocated for local road maintenance and the staseno overview of the actual use of these funds.
The respective data is not included in the locakegoement reports and submission of additional
reports is considered practical by the ministrid®e Roads Act that regulates the funding of road
maintenance does not require any executive bodypervise the use of funds allocated for
investments in local roads and no government ageasythe right to reclaim the funds from the local
government in the case of a discovered misusef 26@b, the State Budget Act provides the
opportunity for the state to conclude contractdffieruse of allocations from the state budget with
each local government, including the provision thatstate has the right to supervise the use of
allocations. The Ministry of Economic Affairs an@@munications opined that conclusion of such
contracts with all 227 local governments is impeadt because the ministry has not the resources to
supervise these contracts.

During the performance of CF environmental projeitts Ministry of the Environment and the
Ministry of Finance perform preliminary verificatiof the eligibility of procurements and
expenditures. However, financial supervision andhitooing by the ministries is carried out only uinti
the final report is submitted to the European Cossion. This report is submitted within 6 months
after the final term specified in the financing id&mn. The monitoring of projects does not inclaate
analysis of the efficiency and long-term effectsmiestments (compared against the improvement of
water quality and the condition of water bodie)ttBthe European Commission and the Member
State have the right to initiate project assesssndunting the project term as well as after the
submission of final reports in order to assessatieal impact. However, the Commission has not
initiated any assessments (the first ISPgxojects were completed within the last two years)
Estonia has demonstrated no respective initiative.

The NAO believes that if the state makes any imaests for specific purpose to the local
governments in addition to allocations from theadpation fund, such investments should be
prescribed by the development plans for the speaita or by legislation. The bases for allocating
support should be established by legislation aag #iould be public. All target groups should have
equal opportunities to apply for support and deaisishould be made on equal bases. The rights and
obligations of the granter and the user of fund=drepecific regulation as well.

Proposalsto the Gover nment of the Republic

» If support for specific purpose is allocated onllasis of applications, ensure that contractsher t
use of allocations are concluded with all benefies including the following clauses:

« specific purpose (list of works) for which the soppwill be used;

« right of the ministry allocating the funds to caayt supervision and review all relevant
documents;

151SPA — Instrument for Structural Policies for Fxecession
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« the amount of co-financing of the local governmeamd eventual consequences if the local
government fails to comply with the agreement;

« condition that if the local government surrendees@awnership of the investment object and
provision of the public service within a specifierjpd, the money allocated as investment
support should be partially or fully repaid to giate;

* requirement to repay the allocation if the localgmment purchases things or services and
orders construction works without organising a &ty procedure for public procurement.
Purchase of things and ordering services and agrigins works through public procurement

procedures should ensure economic use of the funds.

If support for specific purpose is allocated onlblasis of legislation, the respective legal
instrument should specify the precise purpose anditions of the use of support, as well as
requirements for reporting, supervision and refaiagms in the case of misuse.

Create an opportunity for acquiring an overviewha total amount of support allocated to the
local governments by the state, and establish @adeupervision system for the loan burden and
cost sharing abilities of the local governments.
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5. Activity of the Public Authorities in the Field of Information
Technology

The i2010 document on European information so@gttes that nearly a quarter of the EU gross
domestic product and two fifths of productivity iease are the result of information and
communication technology applications. Estonialieen internationally recognised as a country with
good level of information technology developmewtnpared with other countries in Eastern and
Central Europe, but the NAO believes that the sthteild take important steps to ensure that the
current rate of development continues.

Increasing availability of Internet connectionsin rural areas

According to studi€$, nearly 60% of the population in the age grouprfrth to 74 were regular
Internet users in spring 2006. Almost all instibis and companies have computers and an Internet
connection. However, approximately 40% of the hbokts still find that having a computer and
Internet connection at home would be too expensiviepractical.

The availability of Internet connections in ruragas is currently lower than in the cities. Thaaibn
should improve significantly after implementatiditloe ‘KillaTee 3’ project launched in 2005 to
provide Internet connection opportunities for rypapulation. The state has allocated 29.2 million
kroons for that purpose. By the end of the projgicect connection to the Internet should be abégla
in almost all rural areas on the conditions spedifiy the state.

Public sector iswell equipped with information technology

The institutions in the public sector have spemuatly more than half billion kroons on the
development and maintenance of information techgyofystems in the last years, which is more than
one per cent of the state budget. As of 2005,dkeurces of the European Regional Development
Fund can be used for that purpose as well, antepective measure 4.5 ‘Information Society
Development’ could be used to finance public septojects with a total value c& 130 million

kroons in the course of four years.

At present, most public sector agencies are welipgeed with information technology, the state
budget provides sufficient resources to ensur@pieeation of information systems, and funding of
important large-scale national development projiscit a problem because of the opportunity to use
EU funding. The current main challenges are theofiske existing equipment and the associated
information systems as efficiently as possiblealg@i&ghment of priorities for the funding of new
projects, and ensuring the quality of their implatagion. Further progress will depend primarily on
the possibility to engage sufficient number of cetept people, as well as the desire, skill and
opportunity of the officials in the field to makeeise people work towards shared goals.

Coordination continuesto be a problem

The NAO has repeatedly emphasised the need to waignificantly the coordination of information
technology activities of the public authorities.€fé have been some positive changes in the last yea
for example:

* ‘The Estonian IT Interoperability Framework’ documbéhat harmonises the principles of
information technology activities of the state émchl governments and the associated ‘Estonian
IT Architecture’ and ‘Estonian Semantic InteropéligbFramework™’ were prepared and made
publicly available at the initiative of the Minigtof Economic Affairs and Communications, the

16 eSeire, TNS Emor, May 2006
17 See http:/iwww.riso.ee/et/koosvoime/
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coordinator of the development of public informatgystems, and in cooperation between the
government agencies, local government authorpiegate sector and third sector specialists.

» The development projects co-financed by the Eumojitegional Development Fund are managed
under coordination of the Ministry of Economic Affaand Communications on a project basis.

However, there have been no fundamental changée icoordination of information technological
activities. Preparation of an information sociegyelopment plan for the coming years and the
planning of relevant organisational implementatisgasures progress slowly.

The Ministry of Economic Affairs and Communicatidmas so far practiced a so-called open (soft)
method of coordination, which consists primarilytioé following: establishment of the objectives of
national information policy; giving suggestionsather public authorities on how to approach these
objectives; supporting cooperation between agenkiaaching the most important projects for the
state as a whole; making proposals to the Ministdyinance regarding allocation of funds for
information technology investments to other minmgstr

In the opinion of the NAO, some more forceful adistirative measures in addition to the open
coordination method could be considered at theeatistage of developing a civil information society
For example, the ministries could be made resptnfip achieving compliance with the civil
information society objectives in the institutiangheir area of government, public law persons and
foundations founded by them, as well as state-oveoepanies. In addition to government agencies,
the process should involve the local governmendstie authorities administered by them, which are
most directly engaged in the provision of publio/gees to the people. It could be worth to consider
establishment of innovation centres that would tgvand implement civil information technology
solutions for specific fields and for the instituis that have no such capability.

In the assessment of the NAO, the adoption of Hstohian Information Development Plan 2010’,
which is being prepared by the Ministry of Econowféairs and Communications, should be
accompanied by the adoption of procedures to erisylementation of the development plan and
participation of all related organisations in tleelopment projects.

As the discussion on coordination and financinthef field has been going on for years, an
assessment of the current organisation of workerfield could be ordered from independent experts
(academic or foreign experts) to receive some recenaations for better administration of the
management and financing to create a civil inforomasociety.

Public information systems do not yet focus sufficiently on the citizen

Most of the information processed by the publicauties in Estonia is available in digital forrmeatd
X-tee, a secure data exchange environment, hasdoeated to transmit and use this information.
There is a considerable number of e-services, wdnietoften available through the portals managed
by the state. An identification system based orlEheard has been created to associate the person
with digital information submitted by that person.

All documents dealing with the information techrgitml development of public authorities
emphasise the need to shift the focus of the pirfiicmation systems from the institutions to the
persons and services. Everyone agrees that uspublaé services should not search for the offcial
and databases they need, and that the authotiteddsnot request from the citizens the data and
documents, which are already available in natigrfakmation systems.

There are some good examples of how this princgpi@plemented: transfer of the parental benefit
and family benefit application procedure into aecélonic format released more than 200,000 parents
from the obligation to obtain up to seven papemdoents from different authorities, while the

officials were released from the duty to verify arder the data from these documents. Unfortunately
these are still exceptional examples. For instahakinn City Government required in late springsth
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year that city residents wanting to purchase abkglland next to their immovable property (the
applications had to be submitted by 1 June) hatibonit their applications on paper, appending a
copy of their passport and an excerpt from the lagikter, even though the data on these documents
would have been readily available from the centegional databases.

The NAO believes that a list of public servicesjahshould be available to the citizens as e-sesyic
has to be compiled as soon as possible, basecdkdithist of priority e-services and the current
needs and opportunities in Estonia. At the same,tilre work of authorities should be reorganised,
taking into account the new possibilities providigdnformation technology applications. This would
enable to organise the information management adlib@ge of the authorities in such manner that
everyone would be able to provide the agreed desenafter a couple of years.

L ocal governments need support from the state

It is estimated that the local governments provideo of the public services to the people. Mostlloca
government authorities have been able to acquidemocomputers and have a reliable Internet
connection. However, it has not always been consitithat the information technology solutions
should be compliant with the national informatigstems in order to publish as much of the actisitie
of the local governments through these solutiorsoasible and that the solutions should enable the
citizens to use as many of the services provideth&yocal governments as possible through the
Internet.

Competent specialists for these tasks are not alaegilable. Most local governments operate
separately, without coordinating their activitieghaothers. The state has not attempted to coaelina
their activities or provide broad support, indiogtthat the local governments are independent and
there are no clear lines of responsibility. At preisone should admit that the information
technological resources of the local governmergsat used with a sufficient degree of efficiency
and the provision of e-services by the local gorents lags significantly behind similar
developments in government agencies.

In the opinion of the NAO, the state should attetopxpand its activities in developing the
information society to the whole public sectorjrigyto integrate the information systems of theesta
and of the local governments. The needs of thelptipo in general should come first. The
information society should be developed in a regligrbalanced manner; the task of the state is to
implement measures to reduce the digital gap.

Proposalsto the Gover nment of the Republic

- Establish a single set of rules for the preparadiot implementation of information technology
development projects at the national and local govent levels.

- Select a body responsible for the developmentfofimation systems in the country as a whole, as
well as the competence and responsibilities ofrathigistries.

- Find an efficient form of cooperation between theal governments and the state, and establish
measurable targets for overcoming problems assatigith the application of information
technology in the local governments.

- Identify the services, which should be provided idigital form by the state and local government
authorities.

- Establish a prohibition (effective as of 2008, éaample) on the authorities to request from the
people data and certificates, which have beendreabmitted to the state and local government
authorities or which they have collected or congplefore.
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6. Major Conclusions from the Audits of the NAO

In addition to the problems discussed above in rdetail, this chapter also presents some otherrmajo
conclusions and observations from the audits comegbliem 2005-2006. The background of the
conclusions is given in the form of short explamasi, with the detailed discussions being available
respective audit reports. For simplification puggmghe issues that deserve the attention of the
Parliament are presented by individual ministries.

6.1. Ministry of Education and Research

Accounting hasimproved in the ministry but needsfurther refinement in the area of
gover nment

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Mirnistr

of Education and Research for the purpose of asserf the consolidated annual report 2005 of the
state’ indicated that 663 state asset objects aub®rdinate institutions and biological asset ctisjef

4 subordinate institutions were revaluated withrtfaér value as of 31 December 2005 in the course
of revaluation of state assets governed by thesi#tinbf Education and Research. The revaluation
increased the fair value of the fixed assets oftiivéstry byca 3.76 billion kroons.

However, there were some shortcomings in the osgéion of the fixed assets revaluation. For
example, all fixed asset objects subject to revelnavere not submitted for revaluation; in some
cases, the consolidated data approved by theastagts revaluation committee included duplicata dat
and calculation errors; the committee did not apipéyestablished methodology consistently and did
not deduce the value of privatised apartmentsrevaluated building from total value of that buiidi

The internal audit system does not ensure presemvet the assets in several institutions in theaar
of government. There were some cases where invest@ere not taken or accounting data had not
been adjusted according to inventory data; soneslfasset items were not recorded in accounting,
etc.

The NAO discovered in the course of the audit Hoate assets subject to registration in the state
assets register had not been registered, somenvdff or transferred assets were not deleted fram
register, and the register did not record thevalue resulting from the revaluation of fixed asset
This did not enable getting reliable informatioarfr the state assets register and did not ensure
efficient use and monitoring of preservation of $fete assets.

In many cases, the institutions in the area of gowent did not comply with the Public Procurement. A
Sometimes public procurements were not organispdrithase products and services with the value that
exceeds the limit established by the Public Prooarg Act; in some cases, tenders were not requested
from at least three tenderers and contract awaifications were not submitted to the registersame
cases, procurements were organised but the litoie vd the procurement contract was exceeded.

In order to eliminate the shortcomings, the NACQoramended the Ministry of Education and
Research apply additional measures to ensure iagaofithe state assets in the area of governnfent o
the ministry with their fair value, order the datghe state assets register, provide training on
financial management, organisation of accountindpli® Procurement Act, conclusion of contract and
other topics to the heads of the institutions mdhea of government, and increase the respomhgibili
the heads of the institutions in the organisatibeconomic activities.

Updating of building recordshas started

After the audit of the ‘Administration of state-oedhbuildings by the Ministry of Education and
Research’, which was completed in August 2005Mhestry of Education and Research has taken
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important steps to improve the administration afesassets managed by the ministry. The ministry
has adopted principles for the use of state assatsged by the ministry with the respective action
plan, and has prepared a list of superfluous as&st§ July 2006, 118 buildings (or parts of the
building registered separately) managed by thestmnivere deleted from the state assets register,
incl. 107 buildings transferred, 9 written-off, éadlared unusable, and 1 transferred to another
authority. The process to transfer the apartmeri®aadiku Street and Meeri manor complex owned
by the ministry has been initiated.

Internal audit system of Tallinn University needsimprovement

As a result of the audit of ‘Economic Activities Béllinn University’, the NAO reached the
conclusion that the accounting management of Tralliniversity economic transactions is weak and
the internal audit system needs to be improved.

In some cases, no public tender had been orgattided lessees and the concluded rental contracts
included unfavourable conditions to the grantore Tniversity did not have a comprehensive
overview of the rental contracts.

In making investments, the internal audit systedhrdit function when accepting performed works
and when paying for therbue to the deficiencies in the internal audit systsnd management of
accounting, it had become possible that there eewgs in the documentation of cash transactions
and the money from sales was received later thasphcified due date; the fuel cards registered to
cars were used when the cars were in the Univegaitgge; in several cases, the University had paid
for works and services without having conclude@mpcontracts and/or preparing statements of
acceptance of work, etc. In some cases, the payoheemuneration was registered as the payment of
scholarship to evade paying taxes.

After the audit, the University Senate approvedaa ffor measures, including the deadlines and
persons responsible for the refinement of the atesudit system. The plan envisaged development
of a regulation for rental contracts and procedéwesontract conclusion, as well as improvement of
the public procurement regulations and internabanting rules. The Rector was required to submit to
the Senate an overview of the measures taken tmirapghe University internal audit system by 1
October 2006.

6.2. Ministry of Justice
Accounting isat good level

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Miryistr
of Justice for the purpose of assessment of theotiolated annual report 2005 of the state’ was used
to examine the records of the annual accountseoMimistry of Justice, which were important for the
consolidated annual report of the state. The aeditlts indicated that the balances of the examined
transaction classes were recorded substantialhecty in the annual accounts. In addition, the
transactions included in the sample were perforimedmpliance with the important legislation
governing such transactions. An observation wassitiae of the liabilities associated with the
deposits of prisoners had expired.

6.3. Ministry of Defence
Salary management and accounting of fixed assets needs ordering

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Miryisif
Defence for the purpose of assessment of the ddated annual report 2005 of the state’ indicalted t
the salary grades specified in the General Stafi@Defence Forces did not comply with the State
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Public Servants Official Titles and Salary Scale. Atthe opinion of the NAO, the General Staftlué
Defence Forces and other institutions of the Defdfarces should follow the salary grades estallishe
by law. If the Defence Forces feel they need diffieisalary grades, they should initiate a relevant
procedure to amend the legislation. At the timehefaudit, the Commander of Defence Forces
submitted a proposal to the Minister of Defencprigpare a draft legislative amendment.

In addition, there were individual cases where jouimlocurements were not organised, some contract
award notices had not been submitted, or had hdanitted late. The internal procurement procedure
was being updated at the time of the audit.

The Ministry of Defence is required to transfer sit@e assets possessed and used by the Defence
League, except for any military weapons, ammungiand other military equipment, to the ownership
of the Defence League by 31 December 2006 at testlaAs on 31 December 2004, the balance
sheet of the Defence League recorded assets irathe of 67.2 million kroons (acquisition value) fo
which the ownership had not been legally transtefrem the Ministry of Defence. In the course of
revaluation of fixed assets in 2005, the acquisitialue of these assets was increased to 70.@milli
kroons. In 2005, the Ministry of Defence has trangfd no further assets to the Defence League, even
though the value of the assets still to be transfkeis nearly 20 million kroons. Particularly
condemnable in the assessment of the NAO is thetfatthe Ministry of Defence has been unable to
ensure legal transfer of ownership to the Defereague in 1.5 years.

6.4. Ministry of the Environment
Accounting of forestsisa problem in accounting

Pursuant to the general rules of state accounténalpgical assets not subject to development and
without a reliable assessment of the fair valudl Siearecorded off-balance, providing an estimation
of the value if possible.

The Ministry of the Environment is responsible keeping records on most of the state-owned
protected and protection forests and the StatesEManagement Centre in the area of government of
the ministry manages 164,000 ha of such forest, which has been reconitbdzero value. ‘Audit of
the accuracy of the annual accounts 2005 and g¢adithe of the transactions of the Ministry of the
Environment for the purpose of assessment of theatmlated annual report 2005 of the state’
indicated that the report of the ministry doesnediect the existence of protected and protection
forests and does not include the estimation of tredue.

The balance sheet of the ministry only recordsehprstected forests and protection forests the stat
has purchased from private owners or exchangecbfomercial forest (or land), in a total amount of
18.1 million kroons. Recording of the value of stioiests on the balance sheet of the state is
disputable, because the state does not gain aest diconomic income from these forests either.

Supervision of hazar dous waste operator s can be improved

The state is required to take all measures to ersafe handling (collection, transport, recycling,
disposal) of hazardous waste. The audit of ‘Hazadwaste handling in intermediate depots and
landfills’ indicated that the necessary legal rajoh has been established at the initiative of the
Ministry of the Environment, the organisationausture necessary for implementation has been
created, and the state has spent over 150 millioons on the creation of a hazardous waste handling
system.

According to the reports of the waste operators, 8B tons of hazardous waste were created in
Estonia in 2002-2004 (not including the waste fiaihshale processing) and 161,000 tons were
recycled. The actual quantity is larger, becausetiligation to prepare and submit respective tspor
only applies to waste operators that handle questitf waste above a certain limit. There are only
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estimates regarding the quantities of hazardousevelisposed of by the population together with
mixed consumer waste. It is clear that some of fimzes waste is not processed according to the
regulations and may, therefore, pose a greatoishe human health and the environment.

Issuance of licenses and permits to waste openag@d more specific regulation, and supervision of
the waste handling operators should be made signilly more efficient.

6.5. Ministry of Culture
Quality of accounting in the ingtitutions of the area of government isuneven and needsordering

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Ministr
of Culture for the purpose of assessment of theaafated annual report 2005 of the state’ inditate
that 99 state asset objects were revaluated weih fir value as on 31 December 2005 in the course
of the revaluation of state assets managed by thisti of Culture. The revaluation increased the
fair value of the fixed assets on the 2005 conatdidhalance sheet of the ministry by 762.7 million
kroons.

It was also discovered that the internal auditesystioes not ensure preservation of the assetsria so
institutions in the area of government. There vgenae cases where inventories were not taken or
accounting data had not been adjusted accordimyéntory data; some fixed asset items were not
recorded in accounting, etc.

The NAO discovered in the course of the audit Hoae assets subject to registration in the state
assets register had not been registered; somenvaff or transferred assets were not deleted fram
register. This does not enable getting reliablerimftion from the state assets register and ddes no
ensure efficient use and monitoring of preservatibtine state assets. In some cases, financia leas
contracts were concluded that conflict with thet&Budget Act, and loans were taken under the cover
of factoring contracts.

In the assessment of the NAO, the level of accagriti the area of government of the Ministry of
Culture has improved in 2005 compared with the guig year. In order to eliminate the
shortcomings, the NAO recommended the Minister wifue improve the internal audit system and
demand adherence to the established proceduresueeecorrect accounting of the assets, and order
the data in the state assets register.

Therewere shortcomings associated with the construction of Kumu Art Museum

The objective of the audit of ‘Economic activitiesthe Foundation for Building the Art Museum’
was to assess the economic activities of the Fdiomde 2001-2005, as well as to establish the cost
of building the museum and the reasons for its gia@wmpared to the estimated cost.

The growth in the construction cost of the Art Murseof Estonia when compared to the initially
estimated cost was 264 million kroons and 77.7ionilkroons after awarding of the contract for
services. The final cost of the building was 864iam kroons*® The cost of the new building of the
Art Museum increased due to the construction otdheel, a slight shift in the initially planned
location, modifications to the project, additiomathitectural solutions, additional works, several
changes regarding building materials and furnitang] a great number of commissioned expert
opinions. The Foundations has commissioned expéntans on the circumstances of the rise in the
cost of the building and the Supervisory Boardhef Foundation has accepted the growth. Therefore,
the NAO had no reason to doubt that the growthéncost was unjustified.

18 Including all expenses associated with the constm, furnishing and financing (both capitalisedigeriod expenses)
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However, the changes in the scope of some works#sed the increased cost were not sufficiently
documented and in some cases, the Management 8iciduel Foundation was not active enough to find
opportunities for saving.

In most cases, public procurements were organiséukiprescribed mannéit the same time, it
became evident that in some cases, public procuntsmaeere not organised (e.g., for finding the
organiser of asset sales, contracting for additipreparatory works of the construction, etc.).

Although pursuant to its articles of associatitw Foundation may use its revenues and assetsoonly
reach the objectives specified in the articlesssbaiation, it had incurred the expenses that shoul
have been incurred by the Art Museum several tifiks.audit identified such expenses in the
amount of 2.83 million kroons.

Deficiencies were detected in awarding the corgrimtemployment and service, and calculating
remuneration on the basis of these contracts, Aagveegistration of assets.

The Minister of Culture notified that the Supervis8oard of the Foundation will take into account
the proposals made in the audit report in the &utArmember of the Management Board of the
Foundation notified that the work on improving theernal audit system has begun.

Rental contracts of Estonian Television should be reviewed and the management of
remunerations should beimproved

The audit of ‘Economic activities of Estonian Teten’ indicated that Estonian Television (ETV)

has not used all the possibilities of earning tleimum income from granting use of their premises.
The NAO finds that the rent is low, particularlynsidering that in most cases it included utilitglan
other costs. Contractual opportunities to incréhseent charged from the lessees have not been use
It was also established that purchasing supplidsoatsourcing requires better coordination between
the structural units of ETV in order to get an ad®g overview of the need for supplies and
outsourcing. Thereafter it will be possible to orige open tendering procedures in order to ensure
sustainable use of funds.

Another conclusion was that the organisation ofueenation of the employees of ETV needs
reviewing in order to ensure justified and transpause of the money allocated for remuneration.
Remuneration rules had been established, but veg¢r®liowed in some instances.

The action plan prepared by the Broadcasting Cbandi the Management Board of ETV after the
audit requires to amend the rules for possessigagaiand disposal of the assets of ETV in order to
specify the principles for renting the assets;e@vihe existing rental contracts and implement
measures to change these contracts; prepare ag@muant plan and establish new remuneration rules.

Major deficiencieswer e discovered in theinternal audit system of the National Library of
Estonia

As a result of the audit of ‘Economic activitiestbé National Library of Estonia’, the NAO found
that the system of income collection and accourtirttpe Library needs refinement. All the options
for maximising the income had not been used, bectneslease rates of the premises were low and
did not correspond to the market prices for thg @@ntre area; in most cases, the lease rates also
included the constantly increasing utility servigaswer supply, surveillance and cleaning charges.

It was also discovered that the internal auditesystor asset accounting included several
shortcomings, which is why there were occasionsnoégistered fixed assets, while some assets
recorded as fixed assets were already out of ubéudlip depreciated. There is a need to develop and
enforce a unified and comprehensive proceduresimording publications, tracking their movement
and keeping relevant records in order to ensureibgervation of the publications.
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The NAO also noted that the internal audit systentésh and bank transactions was weak and
insufficient, generating a risk of accidental olilukerate errors.

The audit report was discussed at a meeting dbthmervisory Council of the National Library. The
Director General of the National Library notifidtetNAO of the measures planned for the refinement
of the internal audit system.

6.6. Ministry of Economic Affairs and Communications

Accounting of fixed assetsisa problem in accounting

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Mirnistr
of Economic Affairs and Communications for the mgp of assessment of the consolidated annual
report 2005 of the state’ revealed several defaesnin the accounting of fixed assets. There were

some assets, which were not recorded as fixedsassdtsome errors from the previous years were
discovered. For example, some low-value assetsedRailway Inspectorate were recorded as fixed
assets, and the internal auditors of the minigtghllghted shortcomings in the organisation of ainu
inventories in several institutions.

It was also discovered that some assets subjeegistration in the state assets register had eert b
registered, some written-off or transferred asaet® not deleted from the register, and the registe
did not record the fair value resulting from theal@ation of fixed assets. This did not enableiggtt
reliable information from the state assets regiatel did not ensure efficient use and monitoring of
preservation of the state assets. Further defigsmeere discovered in the organisation of revaduaat
of fixed assets. For example, the committees ofesmistitutions administered by the Road
Administration did not apply the established mettiody consistently, which is why the value of
national roads was estimated 33 million kroons lotlian the actual value.

Based on the above observation, the NAO recommetiaelllinister of Economic Affairs and
Communications ensure the accuracy of data inttte assets register and impose an obligation on
the Road Administration to supervise the orgaresaéind accuracy of accounting in its subordinate
institutions.

Funds allocated for road maintenance are not sufficient for maintaining theroads

In the end of 2005, the state owned 16,470 kmadsdi.e., 29% of all Estonian roads), valued at
14.13 billion kroons. The Road Administration resgible for road maintenance spent in 2005 more
than 400 million kroons for that purpose. Two teiaf the national roads are maintained by private
companies under contracts concluded with the redjimad offices, and a third is maintained by the
employees of the road offices themselves.

The NAO organised an audit of ‘Organisation andnteiance of national roads’, auditing also the
requirements included in the contracts for the nmaihtenance services and supervision of
compliance with these requirements, and reachedahelusion that the state cannot require from the
companies maintaining the roads preservation ofdads in a condition that complies with the
requirements for national roads. It was discovéhetl all roads given to maintenance (particularly
secondary roads that comprise three fourths ofdaéds of the country) cannot be preserved only
through maintenance — the roads should at firsergwrepairs. However, the funds allocated for that
purpose over the years have been insufficient.gbivernment has approved the road maintenance
plan for 2006-2009 that provisions significant e&se in expenditures on both the repair and
maintenance of roads.

Service charges collected by the state are insufficient for making the investments necessary to
ensure safe navigation
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Pursuant to the Maritime Safety Act, the statesponsible for maintaining the public waterways. Fo
this reason, the ships entering the ports are redjio pay lighthouse and navigation dues to thie st
The amount of such dues collected by the Maritirdenfistration in 2005 was 137.3 million kroons.
The NAO audit of ‘Activities of the Maritime Admisiration in collecting lighthouse and navigation
dues and organising procurements’ indicated thetthrent tariff rates established by law are
insufficient to cover the expenditures necessathéncoming years to ensure safety of navigation
(incl. procurement of crucial ice breakers for ¢ete). If the state would raise the tariffs, thetp
could be forced to reduce the port dues, i.e.r theh income, in order to retain their competitigss.
The NAO stated that the state as the shareholdbeafompany that owns Estonia’s largest port has
not sufficiently analysed the potential impactlod increase or decrease in port dues on the puits a
the economy of the state.

Thetargeted share of bio-fuelswas not achieved and no responsible authority appointed

In the end of 2004, the Parliament set the objedtivachieve in 2005 a share of 2% of bio-fuels in
vehicle fuels and by 2010 a share of 5.75%. Redutia share of oil products does not have merely
economical or environmental protection implicatiomgt also serves an economic policy objective, as
the establishment of a new type of fuel increalsesecurity of supply. Increasing the share of bio-
fuels is a priority on the EU level as well.

As a result of the audit of ‘Handling of issuesated to rape and bio-diesel fuel by the Government’
the NAO stated that the objective for 2005 wasaunbiieved with regard to the use of bio-fuels in
transportation. None of the filling stations in &sg was selling bio-fuels in the end of 2005. Bio-
fuels have been exempted from excise duty, butsthghtly lower cost is for most car owners not a
sufficient reason to replace their vehicle with tweo one suitable for using such fuels, or to modif
their vehicles accordingly. Additional state measuare required to persuade government agencies
and persons benefiting from government supporrémsport to prefer vehicles propelled by bio-fuels
and carriers using such fuels. None of the mirmsthias found that it has the responsibility to take
respective initiative and start working towards sichievement of the objective set by the Parliament

6.7. Ministry of Agriculture

Accounting ismost problematicin ARIB

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Mirnyistr

of Agriculture for the purpose of assessment ofcthresolidated annual report 2005 of the state’
indicated that claims in the amount of 1,032 millend liabilities in the amount of 616 million ki

of the Agricultural Registers and Information Bo&RdRIB), recorded in the annual accounts 2005 of
the ministry, had not been inventoried as on 3ledier 2005. Therefore, the NAO lacked assurance
that these balances have been recorded compreblyraid with accurate values in the annual
accounts of the ministry. The accounting in ARIRlissipated between several structural units aad th
Director General had not appointed a person redplerfsr the accounting in the institution. The
accounting records of the Board were maintaineskireral non-compliant software applications,
creating a potential for errors. The ministry coetetl additional procedures in July 2006, but the
NAO has not evaluated the reliability of these prhaes.

Like in previous years, the Ministry of Agricultuaad its subordinate institutions permitted the afse
state assets under unfavourable conditions andcguioicurements were not organised on some
occasions.

For a second year in a row, the NAO pointed oufalcethat the Ministry of Agriculture and the
Ministry of Finance have not included in their aahaccounts the obligation to pay 715 million
kroons to the budget of the European Union. Thigyabon was created in 2005 when the European
Commission required from Estonia the payment ofgsfor surplus stock located in Estonia at the
moment of accession to the European Union.
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ASWerol Tehased was brought to the brink of bankruptcy

98% of the shares of AS Werol Tehased were owndtidgtate and managed by the Ministry of
Agriculture. The NAO audit of ‘Handling of issueslated to rape and bio-diesel fuel by the
Government in 2004’ indicated that when the mana§éte company developed and started to
implement ambitious expansion plans, the minisityndt request the Supervisory Board of the
company to exercise stricter control over the & of the manager. The Supervisory Board also
failed to do so at its own initiative. As a resafitmanagement errors, the company ended the figlanci
year 2004/2005 with a loss of 42.4 million kroohbe related financial problems took the company to
a situation nearing bankruptcy by the beginningQ6.

6.8. Ministry of Finance
Accounting hasimproved

The purpose of the ‘Audit of the accuracy of thawal accounts 2005 and the legality of the
transactions of the Ministry of Finance for thegmse of assessment of the consolidated annualtrepor
2005 of the state’ was to assess the indicatdiseimnnual accounts of the Ministry of Finance
important from the viewpoint of the consolidatechaal report of the state and the legality of
transactions behind these indicators.

Similarly to the previous year, the NAO commentedie fact that neither the Ministry of
Agriculture nor the Ministry of Finance have receddn their annual accounts the obligation to pay
715 million kroons to the budget of the Europeanodrior surplus stock. The NAO also found that
the budget revenue and expenditure statement iedlurdthe annual accounts is not comprehensive,
because the budget revenue and expenditure stdtefrtee ministry only includes the expenditures
arising from the 2005 State Budget and Supplemgi@tate Budget Acts and does not include, for
example, the money allocated to the Ministry ofdfice from the reserve of the Government of the
Republic and the money transferred to the 2005 &iufdgm the year 2004. The NAO found that the
audited transactions had been made in compliarttetia¢ main legislation regulating them and
recorded accurately in accounting.

In his response to the NAO, the Minister of Finaocacurred with the proposals of the NAO and
described the activities for the implementationhaf proposals.

Organisation of tax audits can beimproved in various ar eas

The NAO found in the audit of ‘Organisation of @xdits’ that frequent exceeding of the deadlines of
tax audits and audits of single cases and pooopeéance of the audits indicate that the tax autyori
does not always organise the procedures with $effitispeed and effectiveness. The major
conclusions of the NAO regarding the planning afdadits were the following:

General planning of the auditing activities of thr authority has enabled to set sufficiently good
audit objectives for individual projects. In thesassment of the NAO, this has improved the
overview of the objectives and results of audits.

Central auditing samples are designed on the basi® general criteria, without paying sufficient
attention to the specific characteristics of diéfgreconomic sectors and regions. There are no
specific and updated data on the taxable persoch @s differentiation between the core and
auxiliary business of a taxable person, deternonadf the business seat of a person), which
would be necessary for the preparation of riskyaea and audit samples. The use and efficiency
of created samples is not systematically analyfied auditing. In the assessment of the NAO,
these circumstances have prevented a more effigettion of objects.
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- The preliminary analysis of central audit sampiesegional information authorities is poorly
organised (responsibilities, use of local informatietc.). This is also related to the poor usgbili
of the preliminary information added to the auditnple by the central authority. In the
assessment of the NAO, these circumstances havenpeel a more efficient use of central
samples in auditing.

The major conclusions of the NAO regarding the genfance of tax audits were the following:

- The audit files often lack the mandatory additiansl. the audit plan as the main planning
document. In the assessment of the NAO, this isdination of poor preparation for auditing.
The NAO found that an average of at least 71 taktsuiand audits of single cases —i.e., 11% of
the potential total number — remain uncompleteesich year due to insufficient time planning.

. The documents included in the audit files do nowjate an overview of the operating procedures
of the tax auditor. In the assessment of the NA@ifeéd documentation complicates achievement
of a uniform quality level of the audits.

As a result of the audit, the NAO made proposattéoDirector General of the Tax and Customs
Board to ensure better planning and efficiencyagfaudits, and implementation of a quality
management system. The reply of the Director Géoétae Board includes an action plan for the
implementation of the proposals of the NAO.

Accreditation audits of implementation of the EU assistance have improved

The NAO audit of ‘“The activity of the Ministry ofifrance in accrediting the Intermediate Bodies and
Final Beneficiaries’ was designed to assess whdilgecontrol measure of the Ministry of Finance —
accreditation of the internal audit systems ofltliermediate Bodies and Final Beneficiaries — takes
into account the requirements specified in the &gislation and whether the activities themselves
have been carried out accurately. During the pragra period 2004-2006, a Member State can
decide whether to accredit the relevant agencies far the implementation of support funds, the
evaluation of management and audit systems withbedatory in the next programme period 2007-
2013 according to the Council’s draft of the gehezgulation on the structural assistance.

In the opinion of the NAO, the criteria used ashhsis of accreditation comply in principal aspects
with the requirements for the management and aydtem as specified in the legislation of the EU
and the Ministry of Finance has created precomitior implementation of accreditation as a control
measure.

The NAO found that the quality of the accreditatardits of the Ministry of Finance has improved.
While the documenting of the accreditation aud@fle the autumn 2004 did not comply with
international audit standards, the audits conduatesnt autumn 2004, when the Financial Control
Department had updated the auditing methodologye wenerally compliant with the requirements
specified in international audit standards.

The Ministry of Finance has not documented the &iiom process of accreditation decisions with
sufficient degree of thoroughness. In additiondowinenting, there were also problems with
preservation of accreditation documents and theange of information between the parties involved
in the accreditation. The NAO considers documenniaéind preservation of documents important
because this enables the ministry justify its denssubsequently if necessary and prove them with
documents. Documentation and exchange of informatiso play and important role in the
elimination of shortcomings discovered during adite¢ion audits.

The NAO believes that the importance of monitotimg accreditation audits and the elimination of
discovered shortcomings is confirmed by the exaraptee Labour Market Board. During the

accreditation audit of the Labour Market Board, Hireancial Control Department of the Ministry of
Finance pointed out that the document ‘Draft procedor processing ESF [European Social Fund]
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project applications’ includes several vague piiovis, such as the procedures for registration of
documents and preservation of information, forabgessment of a project, selection of assessors and
ensuring their independence. According to the engilans given to the NAO, the Foreign Financing
Department of the Ministry of Finance believed tiié$ observation does not affect accreditation and
did not consider it necessary to require from thbdur Market Board elimination of deficiencies
before the accreditation decision. The Foreign fiéimrey Department has not documented the analysis
behind this decision. It was discovered after atitation of the Labour Market Board that the
management and audit system included several defigs, the most serious being the generality of
the procedures for the processing of structurast@ssce applications. After discovering these
deficiencies, the Ministry of Finance had to suspére payments to the projects of the Labour Market
Board, Ministry of Social Affairs, Public Employmiegervice and the Unemployment Insurance
Fund. By now, the rules have been specified.

6.9. Ministry of the Interior

Accounting hasimproved in the ministry but needsfurther refinement in the area of
gover nment

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Ministr
of the Interior for the purpose of assessment@fctinsolidated annual report 2005 of the state’
indicated that the level of accounting of auditethsaction classes in the area of government of the
Ministry of the Interior has improved compared witie previous year but it remains uneven and
needs further improvement. There were also soma@gms with failure to organise public
procurements for the purchase of products andcswiith the value exceeding the limit specified in
the Public Procurement Act. This problem has sdwed in 2006 by conducting central
procurements.

In 2005, the Ministry of the Interior took importasteps to implement the accrual method of
accounting for the revenue and claims associatddfimes and procedure expenses. In addition,
gueries are made in all regions to the POLIS so#iviar recording the fines and procedure expenses.
Nevertheless, there are still some problems wighestimation of the probability of payment, and the
accurate recording of the fines imposed by onesptefe and paid to the bank account of another
prefecture.

The audit did not gave the NAO a complete assurtirateovertime work in the area of government of
the Ministry of Finance is remunerated in complemgth the Wages Act. The working hours tables
do not indicate that overtime work has been comgtexsby time off.

According to the NAO, the institutions in the asdggovernment of the Ministry of the Interior have
not recorded off-balance liabilities arising froease contracts pursuant to common principles.
Consequently, the report does not show the amdiputential off-balance liabilities as on 31
December 2005.

The analytical registers for recording the privatiizn of land on deferred terms are incapable of
issuing the information needed for accounting witfficient degree of accuracy and reasonable time
consumption. Different county governments use tfii€ evaluation criteria and methods for the
preparation of the annual accounts. The use dérdifit evaluation criteria and methods and different
accounting environments may lead to errors in teeanting and reports of the county governments.

Waiting listsfor forensic examination hinder the administration of justice

The NAO audit of ‘Waiting lists for forensic exanaition’ examined two national institutions that
perform expert analyses — the Forensic Servicer€€REC, area of government of the Ministry of the
Interior) and the Bureau of Forensic Medicine ofolB&a (BFME, area of government of the Ministry
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of Justice) — with regard to their ability to praguexpert analyses within reasonable time. The NAO
found in the audit that the demand for DNA and érggint examinations is bigger than the capacity of
the forensic institutions to conduct them, whiclwvtsy getting the analysis results takes unreasgnabl
long time. Excessive length of the waiting lists éapert analyses reduces the total efficiency and
reliability of the justice system, and increasesd¢bsts of administration of justice. Long procegdi

are in direct opposition with the criminal polichjectives of the state.

For example, the demand for DNA examinations haktipliad by seven in the period 2002-2004.
While all orders were still completed in 2002, l&@san a half of the ordered expert analyses were
completed in 2003 and 2004. At end of 2005, thiimgalist for DNA expert analyses in BFME was
so long that completion of all analyses at the skawel efficiency would have taken two years and
four months on the condition that no more analyse® ordered after that.

The NAO found that only about 60% of the DNA amipgrprint examinations on the BFME waiting
list are ‘active’. The criminal proceedings, whiglere the basis of other expert analysis ordersien t
waiting list, had been terminated or suspendedhAsnalysis orders were not cancelled and the
national forensic institutions were not notifieddne time, several analyses were completed, which
were no longer required.

The quality of the examination rulings (includirrgetobjective of analysis) was poor, which in turn
unnecessarily increased the burden on the exf2éBtef DNA and fingerprint examination rulings
and 1/3 of the rulings of forensic medical exanmioma of the deceased contained errors. Almost half
of the materials of fingerprint and DNA examinasomere defective.

The results of the NAO audit provide substanceafalysis also from the viewpoint of procedural
economy. The analysis indicated that, considetiegiumber of ordered DNA and fingerprint
examinations, 25% amra 1,850 examinations are associated with crimelersecond degree with the
damage amounting to 2,000 kroons or less, whiddémtally is also the average cost of a DNA and
fingerprint examination. The NAO pointed out théetfin order to emphasise the need for the
prosecutor conducting the proceedings to assesetessity of ordering an expert analysis with
greater care in a situation of long waiting lists.

The NAO submitted a number of proposals to the 8taniof the Interior and the Minister of Justice,
aiming to achieve parity between the volume of Beagy examinations and the funds and human
resources allocated for examination, as well aspyove the procedure for ordering the
examinations. The Minister of Justice and the Merisf the Interior have started taking steps to
implement the proposals of the NAO; among otharghij a policy decision on merging the BFME
and FSC has been made.

M easur esimplemented to prevent fires are insufficient

As Estonia is among the first in terms of the rafidire fatalities in the European Union, the NAO
conducted an audit of ‘Fire prevention in residartuildings’. For example, in 2005, there were
10,614 fires in Estonia and 9.9 persons per 100p@@ple died in fire, while the respective numiper i
Finland was six times less. The number of fireslp@®0 people was 2.5 in Finland, 7.9 in Estonia,
3.8 in Latvia and 4.4 in Lithuania. The numbericé fatalities per 100,000 people was 10.2 in Latvi
and 8.4 in Lithuania. More than 700 persons haea lkdled by fire in Estonia during last five years
Compared to the persons killed in traffic accidetits number of is almost the same. The NAO
audited the efficiency of the two main measurefirefprevention in the rescue service — shaping
fire-safe behaviour and ensuring the adherencedadfety requirements.

The NAO found that regrettably little work has bekme to ensure fire safety of residential building
prevent fires and change the indifferent attitutithe people, even though fighting the causesresfi
would be much better for reducing the damage thymifg the consequent fires themselves. The
preventive measures that have justified themsedisesvhere in the world have not been implemented
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enough in Estonia. For example, the schools d@rmtide children with sufficient knowledge of fire
prevention in everyday life.

Effective national supervision is important in peating fires and that includes establishment of
reasonable requirements for residential premisdsasuring actual compliance with these
requirements through substitutive enforcement mighument in the case of non-compliance. The
NAO believes that supervision of fire safety ofidestial premises is insufficient, because moratha
82% of the fire fatalities occur in residential ldings. In Estonia, the requirement to install akm
alarm in the existing habitation areas will becaaffective only on 1 July 2009. 52 % of the people
interviewed by the NAO do not protect their homé&wvamoke detectors, fire extinguishers, fire
blankets or fireproof doors. In Finland, smoke misthave been installed in 98% of homes.

The NAO submitted proposals for solving these potd to the Minister of Economic Affairs and
Communications and the Minister of the Interior.

Collection of instalmentsfor privatised land isnot secured and management of claimsis
expensive

By the end of 2005, the accounting records otthenty governments included land purchase
instalment claims in the total amount of 2.2 biilikroons, including 109.3 million recorded as
uncollectible claims. In 2005, the performanceanfd instalment claims created 347.5 million kroons
of revenue for the State Treasury; in addition, deferred payment contracts were concluded with
the total value over 400 million kroons. Accordiaghe State Treasury, nearly 7 million kroons were
spent on the management of land instalment clain@905. All county governments employ at least
one person who manages the land instalment claims.

Payments for land privatised in the course of #&mel Ireform may be deferred for up to 50 years, and
the persons privatising have access to severafiteneterest is calculated on the amount payable
one year and not the total amount of debt as uGeaisequently, the use of deferred payment is much
more advantageous than a bank loan. Privatisedciamdbe resold and the purchase debt can be
transferred to the new owner under concessionamstesubject to the approval of the county
governor. Having noticed problems with the recogdifiland instalments in the accounting of county
governments and difficulties in ensuring collect@rpayments within the schedule, the NAO
organised an audit of ‘Recording and securing tilection of the land instalment claims’ in order t
clarify the extent and reasons of the problems.

The audit indicated that the information technatagdatabases of the county governments do not
support management of instalment claims and, tbexefio not ensure the collection of the amounts
payable. Claims to make the delayed payment haee abt been submitted immediately, but in the
case of possible bankruptcy of the debtor thisdoutate a risk that the state will be unable tiecb
the amount payable. Cancellation of the privatisatdontracts due to delayed payments and
compulsory execution of the instalment claims by whselling the land as a security are both
complicated for several reasons. In practice, taiens that have not been paid on time are simgty le
to grow.

Generally, the new owner of the land that has begold is permitted to continue the payment to the
state in instalments instead of requiring the ovwiogray the total redemption price immediately.
However, the price of the land has multiplied amglamount of the instalment debt is small compared
to the purchase price of the land. The law doegsiatblish sufficiently clear guidelines for theinty
governors in protecting the interests of the stdten privatised land is resold. The law could be
interpreted as stipulating that the county govetras the right to refuse continuation of payment by
instalments only in certain restricted cases, butgposing interpretation is also possible. Thefua

of the county governments has been variable.

In 2003, the NAO organised an audit of ‘Risks mditio the privatisation of public land on deferred
terms’ and the resulting proposals were submittetie Minister of Finance and the Minister of the
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Environment. Many of the problems highlighted haet been solved within the past three years; as
far as the NAO is aware, the sale of privatisatleht claims has never been seriously considered. In
the assessment of the NAO, legislative amendmeritsetLand Reform Act should be considered to
stipulate that the full redemption price shouldol&l to the state at once. The NAO considers it
reasonable to specify in the Land Reform Tax daddilases for cancellation of the contracts.

6.10. Ministry of Social Affairs
Accounting hasimproved but the quality isuneven in different institutions

‘Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Ministr

of Social Affairs for the purpose of assessmerihefconsolidated annual report 2005 of the state’
indicated that 35 state asset objects of the myngsid seven subsidiary institutions were revalliate
with their fair value as on 31 December 2005 indberse of the revaluation of state assets managed
by the Ministry of Social Affairs. The revaluatiamcreased the fair value of the fixed assets of the
ministry byca 177.3 million kroons. However, one building in llfah city centre was not revaluated.
The fair value of this building is significantlydtier than the current residual value on the balance
sheet and, therefore, the NAO is not assured lieatetcorded value of the fixed assets managedeby th
ministry is fair.

The NAO discovered in the course of the audit Huae assets subject to registration in the state
assets register had not been registered; somenvaff or transferred assets were not deleted fram
register. This did not enable getting reliable iniation from the state assets register and did not
ensure efficient use and monitoring of preservatibtine state assets.

The Ministry of Social Affairs and the institutioagiministered by the ministry have not taken all
necessary steps to depreciate fully any fixed agkat have become unusable. The institutionsen th
area of government had some deficiencies in thanisgtion of inventories. Deficiencies were also
discovered in the documentation of inventories. &@mple, the final inventory statements did rsit i
physically worn and outmoded unusable fixed asgéiigh were no longer in use.

The institutions in the area of government of thaidiry of Social Affairs did not always comply

with the requirements of the Public Procurement Aot example, they did not invite tenders from
three tenderers, did not submit contract awardcastor submitted them much later than required by
law. Some assets had been acquired under findea&d contracts, which conflicts with the State
Budget Act.

In order to eliminate the shortcomings, the NACoramended the Minister of Social Affairs apply
additional measures to ensure recording of the stsdets in the area of government of the ministry
with their fair value, order the data in the s@dsets register, provide training on financial
management, organisation of accounting, Publici®esaent Act, conclusion of contract and other
topics to the heads of the institutions in the afegovernment, and increase the responsibilithef
heads of the institutions in the organisation afreenic activities.

Proprietary background of the beneficiaries was not always checked when paying subsistence
benefits

As a result of the audit of ‘The use of money aled from state budget to local governments for
paying subsistence benefits’, the NAO concludetidiapite the amendments to the Social Welfare
Act that took effect in the beginning of 2005, ffeyment of subsistence benefits is still too uristab
and partly uncontrollable. The conditions laid dawrhe law still enable different interpretatians
the planning of the amounts necessary for berafitisallow discretionary decisions in the grantifg o
benefits. It is ambiguous which revenue and expganeimust be regarded in the granting of
subsistence benefits.
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In the recent years, the amount of money plannéerstate budget for subsistence benefits has
always been approximately 20 % higher than the aniwat is being used later. The subsistence level
that remained unchanged for eight years was raistte beginning of 2005, but until today, it has n
been bound to the minimum means of subsistendmwh according to the law, the minimum
consumption expenditure to satisfy the primary segéabd, clothing, footwear, and other goods and
services) must be taken into account when estétdjghe subsistence level. At the moment, the
subsistence level covers only the cost of the minmfiood basket for the first family member.

Subsistence benefits are paid by local governm&his.audit revealed that the granting and paying of
subsistence benefits in local governments has begamised differently.

The NAO found that the existing audit systems dbamsure that the subsistence benefits are being
paid only to those in need. The beneficiaries engample had often not informed the social workers
of their incomes, which caused the payment of #reeht on the basis of incorrect data. The
incorrectly paid amounts formed 4.6% of the audiiedefits. Proprietary situation of families was

also not taken into account when granting the bhenefithough local governments are entitled to do
that. Thus, many persons owning several real astadhicles or land received the benefit. The
granting and paying of subsistence benefits to packons/families became possible only because the
social workers did not verify the data on the pessivom the Tax and Customs Board database, traffic
register or land register.

As a result of the audit, the NAO proposed the Btii of Social Affairs to budget in the future in
cooperation with the Minister of Finance the fufmisthe subsistence benefits on the basis of actual
need and to correlate the subsistence level watisgtal indicators. The NAO also made in its mepo
further proposals, which would facilitate the gragtof benefits and strengthen the control system.

Internal audit systemsin the payment of the parental benefit can beimproved

During the audit of ‘Organisation of payment of fferental benefit’, the NAO did not find that the
parental benefit had been allocated incorrectlyjtidid find several shortcomings in the system.

During the period of receiving the parental bengférsons earning income did not notify the Pension
Board thereof, as a result of which the benefitd paceeded the permitted level and had to be
reclaimed later. Although the law obligates thedfmmaries of the parental benefit to notify the
Pension Board of any and all circumstances pertgitd the payment of the benefit and the size
thereof, they often failed to do so.

The data about earning income, which is subjesbtial tax, moved from the registers of the Tax and
Customs Board to the pension register with a delagveral months. During the audit, the NAO
found several instances where the beneficiary hagee higher income than permitted, but the
respective data had not reached the Pension Beéardlyerefore, the Pension Boards could not start
making the reclamations in due time. Since the datecome earned reached the Pension Boards
late, the payment of the parental benefit was ditegady over and the overpaid benefit could not be
withheld from future payments under an agreemettt thie beneficiary, but had to be reclaimed from
the beneficiary.

The NAO also found that the agreements for theyreeat of the benefit were concluded for a
surprisingly long period. The NAO does not considleight that the repayment term is up to ten sme
longer than the period of benefit. The current fation does not establish any limits to the repayme
term stipulated in the repayment agreement. Th@&Bmsurance Board has notified after the audit
that the terms of repayment of overpaid benefiteHBeen shortened to 6-8 months on the average.

6.11. Ministry of Foreign Affairs

Accounting in the ministry and foreign representationsisat a good level
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In the assessment of the NAO, the organisatiortadanting and procedures for collection and
recording of state fees are at a good level ifvhmestry of Foreign Affairs and the audited foreign
representations (Embassy in Brussels and PermRegnesentation of Estonia to the E&Yhe

NAO discovered no significant shortcomings in thieinal audit system for the implementation of
Schengen assistance. The Ministry of Foreign Adfaais implemented most of the proposals made by
the NAO in the last year.

In respect of legality of transactions, the NAO mademark on tax accounting. The Ministry of
Foreign Affairs has not recognised as fringe béséiie compensation for the cost related to the
participation of its employees in receptions, basilunches and other evefitaccording to the
explanations of the ministry, the representativenés are regarded as principal activity and the
participation of the employees in these eventseésnlging to their professional duties, which is why
the said expenses are not subject to fringe beafiiThe 2005 budget of representation expenses of
the Ministry of Foreign Affairs was 17 million kras. The NAO agrees that the nature of the
activities of the Ministry of Foreign Agrees regsrparticipation of its employees in receptions,
business lunches and other events, but in thesaseses of the NAO, the current legislation does not
provide for any basis for the Ministry of Foreigfff#irs to refrain from calculation and payment of
the fringe benefit tax. In his response to the N&@, Minister of Foreign Affairs agreed with the
proposals of the NAO and explained that the mipilstis prepared a draft to specify the Income Tax
Act.

Deficienciesin theimplementation of public procurementsarerepeating

As a result of the audit of ‘Implementation of piclgrocurement in the ministry of foreign Affairs’,
the NAO found that most of the public procuremdratge been implemented by the ministry in
compliance with the requirements of the Public Brement Act and the public procurement
organisation procedure laid down by the Secretawyetal of the Ministry of Foreign Affairs.
However, the NAO found some deficiencies that regear after year.

For example, no tendering procedure was organiseskfveral procurements: technically single
public procurement (purchase of telephone exchaageselephone sets) was implemented in two
parts, the value of both parts remained below puirtbcurement limit, and thus no open or restricted
tender procedure was organised, because indiviifaalirements could not be aggregated into a
single procurement; no tendering procedure wasnisgd for the procurement of electronic
communication service for the embassy and consefaesentation. The implementation of several
procurements has not been carried out with requiil@gknce: the requirements of the procurement
contract (design project of reconstruction work angervision service provided by the author) ditl no
comply with the requirements laid down in the iatittn to tender documents and in the successful
tender; procurement contract for consulting ses/{geeparation of the documents of reconstruction
work and public procurement) was concluded ex fautb after partial provision of the service,
although the successful tender had been submitechionths earlier. The Minister of Foreign
Affairs considered the proposals made by the NAQregriate and proposed a plan of action for the
implementation of the proposals.

6.12. State Chancellery

Organisation of accounting isat a good level

19«Audit of the accuracy of the annual accounts 2808 the legality of the transactions of the Minyistf Foreign Affairs
for the purpose of assessment of the consolidatedad report 2005 of the state’, ‘Organisation af@unting and legality of
transactions of the Estonian Embassy in Brusselsl@Permanent Representation of the Republistufria to the EU’

2 Income Tax Act, § 48
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The purpose of the ‘Audit of the accuracy of thawal accounts 2005 and the legality of the
transactions of the State Chancellery for the pgemd assessment of the consolidated annual report
2005 of the state’ was to assess the indicatdifseimnnual accounts of the State Chancellery
important from the viewpoint of the consolidatechaal report of the state and the legality of
transactions behind these indicators. The impottansaction class in the State Chancellery froen th
point of view of the state’s annual report includiz@d assets. In addition to the said transaatiass,
the NAO also audited appropriations of the Europgaion. In the assessment of the NAO, the
accounting has been organised at a good levespent of the audited areas.

The State Chancellery had acquired assets undercia lease contracts, which is conflict with the
State Budget Act.

The NAO proposed the State Secretary to improvendéeagement and audit systems for the
implementation of measure 1.4 of the Estonian Mati@evelopment plan to ensure purposeful and
proper use of the assistance, and recommended argehd directive for the establishment of the
working group and the procedures of the workingigrim such manner as to avoid conflict with the
Structural Assistance Act and to define clearlytteks and responsibility of the working group and
experts. The NAO recommended that the audits redudy the Structural Assistance Act should be
organised by the Internal Audit Department, andoaitoring plan should be prepared and approved.

In his reply, the State Secretary provided add#ti@xplanations to the observations in the drafitau
report and described the activities planned foiitiidementation of the proposals of the NAO.

6.13. Miscellaneous
Organisation of accounting in constitutional institutionsisat a good level

Pursuant to the State Budget Act, the NAO auditiedaccuracy of the annual accounts 2005 and the
legality of the transactions of the Supreme Cdh#,Office of the Chancellor of Justice, the
Chancellery of the Parliament and the Office offhesident of the Republic. For the most part, the
earlier proposals of the NAO relating to the impment of accounting and internal audit system have
been implemented.

Similarly to previous years, the Chancellery of Haliament had rented without charge to its own
employees the residential premises not requiregriacipal activities. When assessing the legatfty
the transactions, the NAO found that some leasimgracts were audited, which could be regarded as
financial lease contracts (primarily for the acdfioa of cars and office equipment). The use finahc
lease conflicts with the State Budget Act. Thereewastances of failure to organise public
procurements in the Chancellery of the Parliamadtthe Office of the President of the Repubilic.

European Commission support project failed and Sonda Commune hasto repay the money

In the audit of ‘HASCO project of the European Coission in the Commune of Sonda’ the NAO
focused on the review and analysis of the actiwviéied documents of the assistance project ‘OileShal
Semi-Coke Processing Into Soil Improver, Soil ImjygnoUsed to Stabilise Slurry and Restore
Damaged Soils for Foresting mainly with Hybrid Aspéhereinafter ‘HASCO project’) funded by the
European Commission.

The European Commission approved the project, whiachfinanced out of the Financial Instrument
for the Environment (LIFE), on 2 August 2002. Adtiolg to the project plan, the total cost of the
project was 55.5 million kroons of which 19.9 ndtiiwas to be contributed by the European
Commission. The European Commission made a payoi&®ts,994 euros (7.9 million kroons) for
commencing the implementation of the project. Idithan to the said amount, Sonda Commune
contracted a loan in the amount of 3.8 million kredrom the Environmental Investment Centre as
short-term funding for the co-financing of the Cooma. The European Commission terminated the
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HASCO project on 23 February 2005, because the Gssion could not verify, which results had
been achieved upon implementation of the projext,retified of the claim for repayment of the
money.

According to the assessment of the NAO, the prdghire was caused by the following reasons:

- The supervision of the activities of the Sonda CemenGovernment by the Sonda Commune
council was insufficient, because the council ditlsemand the submission of the project to the
council and did not pay sufficient attention to thgplementation of the project and the problems
highlighted in the memorandum of the Commune audito

- Project management was insufficient: the projeatag@ment work groups did not do any real
work; the financial resources and expert knowleafggome partners involved in the project were
not suitable for achievement of the project goakmenditures were not in compliance with the
project budget; there was no control over the parémce of tasks.

. The report submitted to the European Commissioh7oBecember 2004, in which the Commune
claimed that most of the project goals have be&reaed, was deficient. The results of the project
as presented in the report were not confirmed hycgodocuments; the report indicated
expenditures that had not been made or had notdugzatied with evidence.

Consequently, the demands of the European Commisgoe justified in the assessment of the NAO,
because Sonda Commune had violated the assistdasethey did not submit the required reports;
they did not prevent a conflict of interests; tligy not conclude proper agreements with the pastner
and they did not preserve the documents provingnipeementation of the project.

The failure of the HASCO project has created aasitm where the obligations taken in the framework
of the assistance project constitute the maingfatie annual budget of the Commune and it is,
therefore, unlikely that the Commune would be ableepay the funds. It is unclear at the moment
who would perform these obligations in such caseddition, the Government of the Republic has
currently proposed no solutions on how to preveoall government units from getting solvency
problems, what to do in respect of the local gowents that are in difficult financial situation and
how to supervise the financial situation of thealogovernments.

The NAO made a proposal to the Sonda Commune papFen action plan for the performance of
the obligations and submit it to the council of @@mmune for approval, and to the Minister of
Finance to speed up the submission to the Parliofi¢he draft acts regulating the financial
management and resolution of the insolvency ofl lagthorities drafted by the ministry.

In the reply to the draft audit report of the NA®e Mayor of Sonda Commune agreed with the
suggestions of the NAO. In his reply, the MinistéFinance promised to submit the draft acts
regulating the financial management and resolutfdnsolvency of local authorities to the
government by October 1 this year. The Ministethef Environment found that the observations
included in the report could be taken into acconnhe future when updating and developing
procedures for the implementation of the structfuatls.

48



7. Economic Activities of Local Governments

Observations of the NAO on the problems in thellgoaernment units are based both on the
observations from the first audits of the local g@mments and the information on the field collected
so far. As the number of audits is currently reklii smalf’, the conclusions cannot be extended to all
local governments. However, it is enough to stase additional external control over the economic
activities of the local governments is necessary.

Internal audit systems need significant improvement

According to the initial observations of the NA@aller local government units lack an efficient
internal audit system. The NAO regards as parthefnternal audit system of the local government
primarily the activities of the internal audit contiee; publication of information pursuant to the

Local Government Organisation Act and the Publforimation Act; existence and relevance of the
norms regulating work procedures (internal procedutes, internal accounting rules, instruments
governing the drafting and implementation of bugdgedcedures regulating the management of assets,
etc.); existence and relevance of job descriptiefigient document management and regular conduct
of inventories.

Therole of audit committees was mostly for mal

The Local Government Organisation Act stipulates the council should form an internal audit
committee to supervise the activities of the Igmlernment unit as a part of the internal auditesyis
According to the observations of the NAO, the aadinmittees failed in several instances to achieve
the objective specified by the law and their r@mained mostly formal. This is caused primarily by
the lack of necessary competence and experiertbe imembers of the council, but also by the
reluctance to make the audit committee work effittie For example, the members of the opposition
parties in the council, who would be more interéstehighlighting the problems, were not nominated
members of the committee.

Procedures established by local government wer e not followed

The Local Government Organisation Act stipulates the council is competent to adopt several
procedures governing the activities of local goweent (procedure for granting support and providing
services paid for from the budget of the city orm@aune, procedure for managing the assets of the
Commune or the city, procedure for the use andogdepof the reserve fund), as well as the
procedures governing the administration of thellgoaernment units in compliance with the general
administrative procedures (internal procedure rudpsrations procedure, etc.).

According to the observations of the NAO, the diésct procedures had not been updated in local
governments, which is why they are not relevarihencurrent legal and economic environment. There
were also important deficiencies in the observaridbe established procedures by the local
governments. As a result, the heads of differecdllgovernment authorities have exceeded the limits
of their competence, have used public funds inrepwrposeful and non-transparent manner, and
have been impractical in the management of asBeéstesponsibility of these managers has become
ambiguous and there is no overview of the asdgtstsrand obligations of local government.

Necessary asset recordswere not kept

2L Structure of internal audit system, organisatibaazounting (incl. disclosure of financial infortiwn) and legality of
transactions in Saare Commune in 2004 and 2005;

Structure of internal audit system, organisatioaafounting (incl. disclosure of financial infornuat) and legality of
transactions in Vormsi Commune in 2004 and 2005;

Structure of internal audit system, organisatioaarfounting (incl. disclosure of financial infornuat) and legality of
transactions in Rakke Commune in 2004 and 2005
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The audited local governments lacked a comprehersierview of their assets and the value of these
assets. The accounting of fixed assets and regpdditransactions related to the fixed assets wete

at the required quality level. According to the evstions of the NAO, local government units still
have assets, which have not been recorded, fixasalbave not been revaluated, assets have been
incorrectly classified, assets are not inventoviitth sufficient frequency and thoroughness, which i
why the financial reports of the local governmenitsido not reflect the actual status and valuthef
assets.

Problems were observed in drafting and following the budget

Pursuant to the Local Government Organisation #het,council is solely competent to adopt and
amend the Commune budget, approve the annual repdrmominate and auditor. The budget of a
local government unit is drafted pursuant to thecpdure provided for by the law, taking into acdoun
the local development plan. According to the Comenand City Budgets Act, the Commune
Government shall organise the implementation obildget pursuant to the procedure established by
the council.

The quality level of budgeting in the local goveemhunits was not good. The draft budgets were
often submitted without letters of explanations #meladopted budgets were very general. This
complicates significantly the monitoring of implentation of the budget and contributes to the non-
purposeful use of public funds. The budgeted fumeie not used only for their intended purpose and
the budget was not amended if the funding needsgelth In addition, supplementary budgets were
not adopted for expenses for which the budgetsdidliocate any funds or which were under-
financed by the budget, i.e., the values of thdreots concluded exceeded the budgeted amounts.

L ocal governments need to be monitored from the state level aswell

Assessment of the consolidated financial reportlatiral municipalities and cities indicates thtze
financial situation has improved in the last yé#owever, short-term assets do not exceed short-term
liabilities. This indicates that local governmehgsse not any reserve funds for possible difficult
periods. A cause for precaution is the fact theallgovernments have actively contracted loans and
increased their long-term loan obligations by altof 0.5 billion kroons in one year. The contingou
growth of the loan burden of the foundations, conigmand other institutions governed by the local
governments needs monitoring as well.

The NAO points out that the current practice hakécated that when a local government has assumed
obligations that exceed their capacity, the stalidoe forced later to support the local governnsent

with solvency problems. Although the contractindazins by the state and local government has been
restricted by law to ensure a long-term budgetrizaaand the resulting ability to perform the duties
the public, the NAO believes that the state as elevheeds to be attentive to prevent the publitosec
from assuming significant hidden obligations thredgundations, companies and other institutions,
which could become a long-term burden for the muddictor.
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8. Implementation of Proposals of the NAO

The NAO considers its main objective to contribiat¢he improvement of the state. Therefore, the
NAO does not present to the Parliament only an anisi of problems, but makes also proposals to
improve the situation. Even though these propa@&of recommendatory nature, the government has
in each year presented its positions and promsé@tdpglement the proposals.

Only a few of the proposals made in the last yhax® been fully implemented. The best progress has
been achieved in improving the financial reportamgl accounting of the state. Implementation of
other proposals has been very modest. The followirgview is compiled on the basis of the
proposals made in the previous annual audit repdttee NAO, which the government has accepted
and promised to implement, but has not yet don@&lg@roposals mentioned remain topical in the
assessment of the NAO.

State still lacksareal property policy

In order to gain more benefit from the investmeéntthe buildings and prevent future losses from
unused real property, the NAO proposed that thegowent should lay down a real property policy
of the state, incl. the rights and obligations iffiedent parties (the ministries, the Ministry ah&nce,
and Government Real Estate Ltd — “GRE”") in its iempéntation. The government assigned to the
Minister of Finance the task of supplementing thiagiples of the real property policy and the right
and obligations of the Ministry of Finance in thev@rnment of the Republic Act. In addition, the
government had already (7 October 2004) assigreetMthister of Finance the task of developing a
new draft State Assets Act by 31 December 2006arattion plan for the management of buildings
by 12 November 2004. So far, the Ministry of Finahas not completed these tasks. The Government
of the Republic has discussed the real propertigyahd the issues related to GRE on some
occasions, but none of the proposals of the NACbleas implemented. In order to accelerate
development, the Ministry of Finance assembled &kwooup for real property development strategy
in August this year and it also includes speciglistm outside the public sector.

The NAO also recommended the ministries identigyrimal estate objects (particularly office and
residential premises), which are required for thieqgipal operations of the state, and transfer the
remaining premises. The government agreed to thiggsal and assigned the ministers the task of
compiling a list of transferable assets by the ieigig of drafting period for the 2006 budget and
transferring in 2006 the residential premises rqtiired for service. Some ministries (such as the
Ministry of Education and Research) compiled tHeste and transferred unnecessary buildings, but
some have not done so.

In order to simplify accounting and improve contogkr state assets, the NAO proposed that the state
assets register should be brought up to date hétlactual situation and that the public authorities
should be required to enter all buildings, fa@htiand land (registered as cadastral units) ifatite
register within a couple of years. The buildingd &arcilities should be also entered in the register
construction works. The government undertook t@othle state assets register by the end of 2005
and to include in the new State Assets Act the ldeesdfor entering data in the land register arel th
register of construction works. The draft Stateeds#\ct has not yet been submitted to the
government and, having audited the accounting dscof the ministries, the NAO still discovered
deficiencies in the data of the state assets \rgist

The NAO recommended establishment of guidelineghfersize of and requirements for the work
premises of public authorities, but this has narbgone.

Limited progress has been made in the management of companies

In order to assess better the performance of #te st the management of companies with state
participation, the NAO proposed to establish thgdives of participation and dividend expectations

51



in the case of all companies with state particgrgtand to consider using more loan funds instéad o
the equity capital to finance investments.

The government decided that state’s participatioa company is justified only if this creates
significant monetary revenue for the state, thepamy is a natural monopoly, or the company
performs public function¥. The government assigned the ministries the tagktablish the
objectives of participation in the companies byMey 2006 and to determine the optimal share of
equity and external capital in the year 2009. Theister of Finance was required to include in the
new State Assets Act a separate provision on tableshment of the principles and procedures of
state participation.

The NAO assessed the implementation of the saidrgovent decision by the Ministry of Economic
Affairs and Communications and the Ministry of thevironment that manage 2/3 of the companies
with state participation, using the 2006 reportshenparticipation in the companies from these
ministries as a basis. The analysis indicatesttii@gagjovernment decision has not been implemented.
Both ministries asserted in their reports thatstia¢e should not surrender participation in the
companies managed by them, but they did not meatigrof the three predefined reasons for state’s
participation in these companies. The ministrideelsed that these prescribed reasons did not permit
spelling out all the reasons of participation imganies. However, the submitted reports do not
explain any other reasons or indicate which duifake state are supported by the participatictnén
companies or which objectives have been set bgttte for these companies.

Any more dividends from the companies with statéigipation cannot be expected either. An
exception is AS Eesti Energia, which will pay 2illidn kroons of dividends to the state on the
income from the CO2 emissions in the next threesydde Ministry of Economic Affairs and
Communications and the Ministry of the Environmieave set for the companies with state
participation development goals, which lag behimel general economic growth, predicting the
reduction in productivity of the funds investeddii® companies in the period 2006-2G8&8ccording
to the reports of the ministries, the sales revaiuke companies where the state has majority
participation increases annually on the averag®. 5%, which is a third less than the overall
economic growth forecast of the Bank of Estoniawkleer, the predicted profit of the companies was
expected to remain at the 2006 level. The state@ins not to withdraw 60% of the annual profit, s
that the share of equity capital in the companidlsnerease. Consequently, the companies will
continue to use mainly the funds of the owner, itee state, to finance their investments, and will
remain modest in using external capital.

The ministries predict that the increase in eqedpital will exceed the increase in profit of the
companies, so that the productivity of the stagetsinvested in the companies is expected to
decrease in the period 2006-2008. For examplestttie leaves in the companies managed by the
Ministry of Economic Affairs and Communications radhan 700 million kroons of their profit in the
next three years and, consequently, will have ebbyehe end of the period only a half of the catre
amount on each kroon invested.

The NAO also proposed that the public investmemtmpanies with non-profitable core business
should be transferred. The government agreed anahithisters undertook to implement this proposal.
In the beginning of July 2006, state had parti¢ipes in 46 companies, being the sole owner of 30 of
these companied.Between July 2005 and August 2006, the statefaeesl its participation in four
and liquidated it in one company. Five other trarsthat were also promised were not completed.
The value of state’s participations has been egtidhat 22 billion kroons in the consolidated annual
report, which constitutes 16% of the monetarilyrapgable state assets. In 2005, the state withdrew

22 Government of the Republic Decision No 53 of 220025

2 The report of the Ministry of Economic Affairs a@®@mmunications did not reflect the long-term ficiah objectives of
AS Eesti Energia and AS Vedelkitusevaru and, thezgthe present calculations do not include ticesepanies.

24 Data from the Ministry of Finance
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owner's income from 20 companies and 851.7 milkooons were paid into the state budget as
dividends.

Sustainable use of mineral resourcesis not ensured

In order to improve control over extraction of migeresources and to ensure their sustainable use,
the NAO recommended establishment of annual usafs bn non-renewable and renewable natural
resources. This has been done so far only for paatMinister of the Environment has promised to
establish such limits on oil-shale as well andspeetive development plan is in preparation. The
usage limits have not been set on other mineraliress.

In order to determine the sustainability of pedtawtion, the NAO proposed to classify peat at the
legislative level as renewable or non-renewablamatesource. The Minister of the Environment
promised to include the amendment of the legistatio the classification of peat reserves in thekwor
plan for 2006, but no decisions have yet been riratleés respect.

The NAO proposed to develop a system of guaramteesmpensate any future losses of the state due
to failure to rehabilitate the peat extraction ardae Minister of the Environment promised to garr
out an audit of abandoned peat fields and to gldné need for rehabilitation. The minister also
promised to develop a concept of the guaranteermsyst cooperation with the Minister of Finance

and to submit it to discussion at a cabinet mediing0 June 2006 at the latest. At present, thé aud
has been initiated and will be carried out withiree years. The guarantee system has not been
developed nor discussed.

Development of the quality of thework of internal auditors and supervision of their work is not
systematic

The NAO has recommended paying more attentionea@ttality of the work of internal auditors and
to consider certification of their skills. The Mater of Finance promised to develop quality créteri
and assess the quality of the work of internal tausliby 30 April 2005, but no agreements have been
made regarding the quality assessment criteridtenduality of the work of the internal auditorsha
not been assessed in the last few years. In 200%&ssessment was limited to examination whether
the internal audit function of the Ministry of Just complies with international standards. In Maig t
year, the cabinet discussed a concept of intetrdit development submitted by the Ministry of
Finance. The Ministry of Finance believes that, aghother things, competence criteria and
supervisory system should be established for tteerial auditors. No deadlines have been set for the
development and implementation of these measures.

Financial reporting and control needsfurther refinement

The NAO recommended the government implement simgteunting software in order to improve
the quality of accounting. The Minister of Finaveas expected to submit a respective action plan by
30 November 2004. At present, successful test giofeave been carried out, but the action plan has
not been discussed by the government.

In order to improve the annual reporting of the ggovnent, the NAO proposed to the Parliament that
the management report included in the consolidatedial report should be associated with the
strategic budgeting plans and their implementaffdgre Government of the Republic assigned the
Minister of Finance the task of preparing a traasito activity based budgeting, but the transitias
not taken place.

The NAO proposed to specify section 29 (3) of tteteSBudget Act that prohibits the ministries from
taking loans, using a financial lease and assuimer guch liabilities. The State Budget Act has not
been amended.
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The audits ordered from private auditors in theeggdscompanies with state participation, legal
persons in public law and foundations establishethb state should be more extensive so that
auditor’s report would also include an assessmemether the management has used budget funds
and assets legally. The Ministry of Finance wantetést the arrangement in one company with state
participation before submitting its opinion to ttebinet, but testing has not been started, thelidead
for presenting the opinion to the cabinet has expiand a new deadline has not been set.

The NAO also recommended that the government shirudlop and approve a so-called good
practice for the payment of benefits, which woigédfy the minimum requirements for the
administration of benefits. No respective guiddihave been submitted to the government for
discussion.

Prablems of public service have not been solved

The Public Service Act is outdated and the remuimgrachemes used in the public sector are highly
variable. The NAO proposed that the government lshioitiate a legislative amendment to change
the remuneration schemes of the public sector.gbvernment has attempted to propose a new draft
Public Service Act for several years and many disians have taken place, but unfortunately, no real
progress has been made.

Land reform isnot completed and the extent of stateland reserve has not been deter mined

The NAO recommended to complete the prolonged tafam, to determine the extent of the state
land reserve in the process and, thereafter, dedi@¢her the remaining land should be sold or
transferred to municipal ownership. The governnaasigned the Minister of the Environment the
task of preparing the draft legislation for the gbation of the land reform and submitting to the
government the results of determination of the lesgrve. Some steps have been taken to complete
the land reform, but the state land reserve hhsestibeen determined.
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