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Dear reader!

In 2006, the National Audit Office also worked tanig real
benefit to the state by providing competent obg@aa,
opinions and recommendations. Taxpayers have gheto
demand a lot from us. For the amount of money spent
the NAO’s maintenance costs the taxpayers expsuttse
that are worth the expenses.

In drawing up the 2006 work schedule thorough dismns
were held with each department in order to filter those
possible audits that would be the most profitabletfie
state in the current year. Social expectations hdigyh
place among our many criteria. From these discosdigot
the impression that several steps have been takémdhe
year to know the auditee, the people and polioyelkas
information acquired regarding the solutions preddor
problems. We need to pay more attention to analytic
work.

However, it is very clear that the steps takenas@fe not enough. But | also realize that thiz lihat
needs years to develop cannot be created quiclkdpyNdeople in our building carried out their first,
second or third audit in 2006. It is undoubtedtyadt characteristic of our organization, something
that would be hard to understand anywhere eldaeinvorld. But this is our situation and therefore w
have to work twice as hard.

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

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

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

Mihkel Oviir
Auditor General
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1. The NAO'’s core activity in 2006
Who does the National Audit Office work for?

The National Audit Office is an independent audit@at operates in the interests and on the acadunt
taxpayers and has the task of looking into howsthte and local governments have spent taxpayers’
money and what they have offered in return. Thelteef the work of the NAO are first of all
addressed to the Parliament, Government and trexgguublic.

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

While the National Audit Office and ministries & discussion and debate partners, whose task is to
see to it that the state manages the affairs pbigers as efficiently and economically as posstble,
roles of the Parliament include both that of agiesi of discussions and of an intermediary. On one
hand, by issuing legislation the Parliament progithee framework discussions, on the other hand it
evaluates, on the basis of the information subthittet by the NAO, how in spending public money
the Government has abided by the will of the peésplpresentatives, i.e. laws. While doing thag, th
NAO is not only interested in the activity’s offdicompliance with the legislation but also in wiest
the legislation and the activity of the Governmisrgnough to ensure the expedient and purposeful
use of the funds as well as reporting that wowe gin adequate overview of the expenses. Thus, the
objective of communicating with the Parliamentasitake recommendations on improving the
management of the state (i.e. first and foremasute of taxpayers’ money). It is not in the
competence of the NAO to punish anyone, nor doessitcise authority, by making recommendations
the NAO helps those whose job is to adopt decisions

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

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

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

Both the Constitution and the State Audit Officet Aeclare that the NAO is an independent
institution that is competent to decide on the nesntime and nature of its audits. Nonethelessove d
not aim at independence to an extent where notetigally depends on us. We are ready to consider
the wishes of those for whom we work within thepeof the criteria that we have established for
ourselves (the aim of carrying out audits the tssafl which could be universalised in broader terms
as regards the entire government sector; the nuailpsople whom the topic essentially affects; the
amount of money). Generally the audit objects aternined as a result of monitoring. This means
that information has to be collected systematicafyarding the areas of life that the NAO is
interested in, in order to get an overview of thebems and the steps the state has taken to solve



them. In addition to looking for new audit objewis also observe the course of things when already
audited objects are concerned, considering a feilpvaudit.

In the international usage, institutions like thelare referred to as “supreme audit institutions”,
which means that they have a say in other supeyvadivities of the public sector besides the
principal activity, i.e. audits. Auditors of the KDAadvise officials in the development of management
accounting, control systems and audits. The siaigheis to ensure that as much taxpayer money as
possible is controlled with as few expenses asilpless

Essence of financial audit

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

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

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

 the legality audit observing the legality of tragi®ans, i.e. assessing the compliance with
applicable law and regulations (compliance wittuisgments).

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

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

Essence of performance audit

The objective of the performance audit is to prexidmprehensive information on the shortcomings
of the activities of the public sector for the Rarlent, Government and the public as well as tectlir
the responsible officials to eliminate said shamoms. But the National Audit Office does not saip
identifying and characterizing the shortcomings|$b tries to analyze the reasons for the problems
and suggest ideas for their elimination. Anothgeciive of the performance audit is to identify the
best administrative practice and contribute tortistribution.

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

Performance audit focuses on three aspects — egomdfficiency and effectiveness.



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

In assessingfficiency,the NAO analyzes the processes administered byubkc sector — if and
how it would be possible to increase the profithef activities by using the same resources, ohreac
the same goal by spending less.

In assessingffectivenessthe NAO analyzes the following:
» achievement of objectives declared in legislatiod planning documents;

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

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



1.1. Structure
In 2006 the structure of the National Audit Offivas as follows:

Audit Department | audits the area of government of the Ministry afdfice, the Ministry of

Foreign Affairs, the State Chancellery and constihal institutions. Ines Metsalu, the Director of
Audit of Department | accepted an apprenticeshihe@European Court of Audit and her position was
assumed byuhani Lemmik.

Audit Department Il audits the area of government of the Ministrywtite, the Ministry of
Defence and the Ministry of the Interior as wellasinty government&llle Madiseis the Director of
Audit.

The duty ofAudit Department Il is to audit the area of government of the Minigtf{education and
Research, the Ministry of Culture and the MinisifySocial Affairs.Juri Kérge is the Director of
Audit.

The auditors oAudit Department IV are responsible for auditing the area of governroéttie
Ministry of the Environment, the Ministry of Econ@yAffairs and Communications and the Ministry
of Agriculture. In autumn, the Director of AuditJ& Liils assumed the office of NAO Advisor — his
work is continued by Director of Auditarmo Olgo.

Audit Department V works with local governments in order to contribtdehe strengthening of
control over the legitimacy of using public sediamds.Krista Aas is the Director of Audit.



1.2. Audit Department |

Audit Department | audits constitutional institut®(Office of the Chancellor of Justice, Officetioé
President, Chancellery of the Parliament, Banksibiia and Supreme Court), Ministry of Finance,
Ministry of Foreign Affairs, State Chancellery asliras the state authorities and companies opegratin
in their areas of government and areas of admatistr. The area of government of the Ministry of
Finance comprises the Tax and Customs Board, Stati©ffice and Public Procurement Office as
well as AS Andmevara, AS Eesti Loto and Riigi Kiswara AS. The area of government of the State
Chancellery comprises the National Archives.

There were 16 positions in the department, onefdiref audit, three audit managers, 5 senior
auditors, 6 auditors and junior auditor. At theibemg of 2006, ten of these positions had bedadil

— the positions of a director of audit, two auda@magers, two senior auditors and 5 auditors. During
the year, three new people were employed by tharttepnt, one as the director of audit, one as audit
manager and one for the position of auditor. Adoeof audit, one audit manager and one audifor le
the department in 2006. The principal problem lfar department in 2006 was the poor filling of
positions and staff turnover.

In 2006, one of the objectives of the departmertt twamprove the quality of auditing the
consolidated annual report of the state and gatifi@mation on problems occurring upon using the
EU support. In 2007, the work continues on reachimggreement on the method and scope of the
assessment of the consolidated annual report cftéte and on the regularisation of necessary
amendments. An overview of the use of the Eurojidan’s funds shall be submitted to the
Parliament.

During the year, 10 audits were launched and l#ssuere completed with an audit report, including
five of those that had started already in 20050flibhe completed audits were financial audits and 4
were performance audits. The preliminary analysiohe audit led to the decision that audit
procedures are not necessary. Initially, in additmaudit procedures, a section was to be prepgared
the overview on the use and preservation of stgeta. Due to the scarcity of material, it was disti
to include this section in the special report “Sple@port on the use of European Union financial
support in Estonia 2004—2006".

In the past few years, the quality of accounting famancial reports has improved in the state. Here
the NAO contributes by annually drawing attentiorstortcomings and making recommendations in
an overview on the use and preservation of staetsas well as in the consolidated report of the
NAO on the consolidated annual report of the st in the audits of annual reports of state
accounting entities. The NAO shall continue to meferts to complete the consolidated annual
report of the state earlier, by 31 March. This wicallow the Parliament to approve the audited
accounts by 31 May instead of the current Octobdrthus improve the usefulness of the report, e.g.
in discussions addressing the budget of the neiighe

During the year, Juhani Lemmik, the departmentedar of Audit, participated as a lecturer several
times in the Estonian Public Service Academy’s @efur Public Service Training and
Development’s training ,Adaptation training of n@ublic servants“. A workshop titled ,Auditor — a
helping hand or an anguishing factor?” was orgah&ehe Public Service Conference with the
participation of many officials of the NAO. Auditanager Krista Uuna gave a report on auditing the
consolidated reporting of the state at a cooperatixent of the supreme audit institutions of thii®Ba
Republics and Nordic Countries in Jurmala. As ofoDer, Ines Metsalu, former Director of Audit of
the NAO, is practising at the European Court of ifard.

Important audit results

“Implementation of Public Procurement in the Mimjsbof Foreign Affairs”



All public procurements were not audited, thusdbeclusions of the audit are not comprehensive.
Procurements concerned with state secret wereudited as the auditors were not authorised to work
with state secret.

General level of the implementation of public preuent in the Ministry is satisfactory — stages of
procedure have been documented well enough argktieral level of knowledge of standards of the
officials organising public procurement is satisfag. Identified infringements are the result of an
accidental mistake or lack of experience rathem tifamalevolent irregularity.

The NAO considers it extremely positive that inesag/here the Public Procurement Act had not been
fully complied with, the responsible officials dimbt try to provide excuses but wished to find
reasonable solutions for the future.

There are two problematic areas in the MinistrfFofeign Affairs — public procurements concerned
with embassies and vehicles. As embassies aretboatside Estonia, it is inevitable that in addfiti
to Estonian law it is also necessary to be acgedinith the laws of the country of location. This
situation causes some problems for the organi$grghdic procurement.

The NAO addresses vehicles as regular utility l@tialong with the incontestable liabilities argsin
from it to organise procurement, this especiallyglation to repair services and spare parts. The
officials of the Ministry of Foreign Affairs do naoncur with the NAO. If, in the future, the Mimigt
of Foreign Affairs can find solutions to procurernproblems concerning the embassies and shall
carry out procurement for vehicles as requiredraadonably, it can be assumed that nearly full
compliance with the Public Procurement Act is plassin the Ministry of Foreign Affairs.

“Public Procurement in the Bank of Estonia”

To understand the specifics of public procuremenhé Bank of Estonia, one must definitely take
into account that the Public Procurement Act laysilan exemption for the Bank of Estonia. Due to
the ambiguous and vague nature of this exemptisimplementation is convenient when the
procurement is complicated or capacious or timgeatior with mutually exclusive terms and
conditions, etc. In other words — the Public Preaugnt Act has created a situation for the Bank of
Estonia, where the law can be implemented optigrzadtl options depend first and foremost on the
assessments of the management of the bank.

The NAO had not audited the Bank of Estonia inry W@ng time (10 years). The audit in the Bank of
Estonia was emphatically correct and abundantforimation from both sides, due to which it is
possible (unlike in the audit of procurement in Bhigistry of Foreign Affairs) to claim that all tigs
were addressed and a complete overview was obtafr@@dcurements organised in 2004—-2005.

According to the audit team, the employees of thelBof Estonia are efficient enough to effectively
carry out public procurements in the Bank of Esidnipurchase regular things/services/works and
ensure their implementation on an equal footindnstate authorities.

“Organisation of tax audits”

The audit assessed the activities of the Tax arsioGws Board in performing reviews and audits of
single cases. The audit identified frequent excegedi deadlines and poor performance of auditss Thi
shows that the tax authority does not always osgaprocedures with sufficient speed and
effectiveness, spending resources and laying aessik@ burden on the taxpayer. As a result of the
audit it became clear that the problems are lardeg/to the poor planning of audits as well as
bottlenecks in the organisation of work. The NA®@fighe opinion that more efficient time control
would enable the tax authority to perform at ldds®6 more tax audits with same resources. As a
result of the audit, the NAO made recommendatiortee Director General of the Tax and Customs
Board concerning the improvement of the effectiwsnaf tax audits by better planning and



implementing quality control. The reply of the Diter General of the Board includes an action plan
for the implementation of the recommendations efNIAO.

»The activity of the Ministry of Finance in accréidig the Intermediate Bodies and Final
Beneficiaries”

The NAO audit of “The activity of the Ministry ofifrance in accrediting the Intermediate Bodies and
Final Beneficiaries’ was designed to assess whdllgecontrol measure of the Ministry of Finance —
accreditation of the internal control systems &f littermediate Bodies and Final Beneficiaries -esak
into account the requirements specified in the &gislation and whether the activities themselves
have been carried out accurately.

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 preconatfor implementation of accreditation as a control
measure. Compared to the beginning of 2004, thktyjoé accreditation audits of the Ministry of
Finance has improved.

Although the quality of audits has improved oves ylears, the Ministry of Finance has not been
documenting the shaping of accreditation decissufiiciently enough. In addition to documenting,
there were also problems with preservation of alitaton documents and the exchange of
information between the parties involved in theraditation.

.-European Commission Assistance Project HASCO imd&drural Municipality”

The NAO has audited the circumstances of reclairttiegcuropean Union assistances, based on the
appeal of Sonda Rural Municipality Mayor of 21.0J03. The audit focused on the review and
analysis of the activities and documents of theststce project ‘Oil Shale Semi-Coke Processing
Into Soil Improver, Soil Improver Used to StabilSkirry and Restore Damaged Soils for Foresting
mainly with Hybrid Aspen’ (hereinafter ‘HASCO praf®) funded by the European Commission.
According to the project plan, the total cost & groject was 55.5 million kroons, including 19.9
million from the European Commission and 35.7 miilas self-financing from the beneficiary and its
partners. European Commission has paid 505 993 ¢ar@m kroons) to launch the implementation
of the project; no further payments were made lkeyGbmmission. The European Commission
terminated the HASCO project on 23.02.2005 dubédact that the reports submitted by the Rural
Municipality and the visit of the Commission on 262004 did not enable assessment the results of
the implementation of the project. In the samestethe Commission submitted the claim for
refunding the money.

After analysing the HASCO project materials anddRplanations given, the NAO has to admit that it
was difficult and on several occasions even imfbas$0 assess afterwards the chronology of events
and the content of transactions due to incompleteiehentation. As a result of the audit, the NAO
concluded that both the management of the projetsapervision of Sonda Rural Municipality over
the activities of the Rural Municipality Council veeinsufficient. The inactivity of the Council call
have been influenced by the mutual employment actérmade between the Chairman of the Rural
Municipality Council and the Rural Municipality Mayfor the purpose of implementing the project.
Furthermore, in the opinion of the NAO, the demaofdthe European Commission were justified,
because Sonda Rural Municipality had violated tHeales:

»LAudit report of the National Audit Office on themsolidated annual report 2005 of the state”

The NAO audited the annual accounts of the statetemreport on the implementation of the state
budget submitted with the consolidated annual @05 of the state as of 31 December 2005 as well
as the additional information on local governmettis,public sector and the general government
sector.
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The NAO made two comments on the accuracy of tl® 2tinual accounts of the state. The first
comment was a result of the fact that the NAO ditlassess the consolidated annual report 2004 of
the state, which is why there may be errors orbtience sheet as of 31.12.2005 that affect the 2005
annual accounts of the state. The second commenbaged on the fact that by the time of the audit
the claims and liabilities of the Agricultural Retirs and Information Board had not been examined
as required in the area of government of the Mipist Agriculture, which is why the National Audit
Office was not confident enough regarding the amcyiof the claims and liabilities recorded in the
annual accounts of the state.

Without taking into account the effect of these cments, the NAO was of the opinion that the 2005
annual accounts of the state were essentially atur

Like in the annual accounts, the NAO made a comroetibe legality of transactions — several state
authorities have entered long-term commitmentsherbasis of future periods, even though the State
Budget Act includes a prohibition to take a loase financial lease and enter into other similar
commitments.

According to the NAO, except for that mentionedha comment, the economic transactions of the
sample were carried out in compliance with theeSBatdget Act, 2005 State Budget Act and 2005
Supplementary State Budget Act.

In addition to comments on the annual accounte®@ttate and the legality of transactions, thetaudi
report of the NAO points out the most common misgaih accountancy and main violations
regarding the legality of transactions.

Juhani Lemmik
Director of Audit, Audit Department |
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1.3. Audit Department Il

Audit Department Il of the NAO audits the Minisiy Justice, Ministry of Defence and the Ministry
of the Interior and the businesses in their aregogernment as well as companies where said
ministries have majority ownership and foundatiatere the ministries exercise the rights of a
founder.

The area of government of the Ministry of Justioesinot include governmental authorities. In a
wider sense, the authorities in the Ministry’s arehgovernment comprise courts (4 county courts, 2
administrative courts and 3 circuit courts), Prosecs Office, prisons, Courts Centre of Accounting
Bureau of Forensic Medicine of Estonia and Centiieagisters and Information Systems.
Administered authority Estonian Legal Language €ewas merged with the Ministry of Justice at
the beginning of 2006.

In 2006, the budget for the area of governmenhefinistry of Justice was EEK 1.2 billion
according to the National Treasury’s cash managenegort, it differs from that shown in the 2006
State Budget Act due to the funds added with tippleunentary budget. The Ministry of Justice
governs the shares of public limited company Estofrison Manufacture.

The area of government of the Ministry of Defenomprises the Information Board and Defence
Resources Agency. The Ministry’s area of governnaésd comprises the Defence Forces, educational
institutions of the Defence Forces and NationaldDeé League. The Ministry of Defence administers
the Laidoner Museum and Seli Health Centre. Thesttiynof Defence governs the shares of public
limited company E-Arsenal and exercises the rights founder in the National Defence Development
Foundation and International Centre for Defenceli®gl The Ministry of Defence participates in the
financing of the Baltic Defence College that hasrbbuilt as an international organisation, and also
offers the College the support of the host country.

The 2006 budget of the Ministry of Defence was EEXbillion according to the National Treasury’s
cash management report, it differs from that shiowthe 2006 State Budget Act due to the funds
added with the supplementary budget.

The Ministry of the Interior is the ministry withe largest and most complicated area of government:
its more than 100 authorities employ over 14,00fppee The area of government of the Ministry of
the Interior comprises the Police Board, Border@usdministration, Rescue Board, Security Police
Board, Citizenship and Migration Board and Datat€gtion Inspectorate, also county governments
with the agencies under their administration, dedEstonian Fire-fighting Museum. The area of
government of the Ministry of the Interior compsdbe Forensic Service Centre as a national
specialised police authority. The Ministry of timdrior administers the Estonian Public Service
Academy, an institution of professional higher etian for public defence. Militarily organised
Muraste Border Guard School, state vocational echre institution for public defence, and Neeme
Border Guard Dogs School were merged with the Ntyisf the Interior in September 2006.

As of 31.12.2006, the area of government of theidtiiy of the Interior comprised over 100
authorities and the 2006 budget for the Ministgrsa of government was EEK 5.14 billion according
to the National Treasury’s cash management repalitfers from that shown in the 2006 State
Budget Act due to the funds added with the suppteang budget. Considering the extreme
complexity of the area of government of the Minjistf the Interior, it must be noted as a clarifiocat
that the state budget differentiates between tlgéts of the areas of government of the Minister of
the Interior and the Minister of Regional Affaitee latter includes the budgets of county
governments. The expenses of authorities admietstey county governments are prescribed in the
budgets of the ministries whose area of activitympases these authorities on the basis of their
activities. National Treasury’s cash managemenintépcludes these expenses in the expenses of the
area of government of the Ministry of the Interior.
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The Ministry of the Interior governs the sharepoblic limited company Andmevara. Additionally,
the Ministry of the Interior or an authority in ésea of government exercises the rights of a feumd
21 foundations and is a member of 12 non-profibeissions.

Audit Department Il had 16 positions - 1 directbaadit, 3 audit managers, 5 senior auditors, 5
auditors and 2 junior auditors. At the beginnin@006, 10 of these positions were filled: direabr
audit, 2 audit managers, 3 senior auditors anddt@s. During the year, the department employed
two new people who were promoted to the positioausfit manager in the middle of the year. One
audit manager, one senior auditor and one audifothle department in 2006. By the end of the year,
9 positions were filled. In 2007, the departmeiainglto fill 4 positions, the positions of 2 junior
auditors, however, shall be eliminated, as the deyant does not need employees of such
qualification to meet its objectives.

The department’s principle objective was to creamézequisites within the department for performing
quality audits that would have a positive effectistonia. Three main prerequisites were defined:
personnel with high qualifications (very good skitif analysis and expression in writing, profesaion
experience in private sector or state authoritglcg-making area, knowledge of the functioning of
the Estonian society and knowledge of state org#nis); implementation of modern culture of
management and work as well as implementationtimfiral work methods; stress-free working
environment supporting development and good results

Another strategic objective was a functioning aggsburce-saving assessment system for monitoring
and risks in the Ministry of Justice, Ministry dfet Interior and Ministry of Defence. It was
established by the end of the year, but needsrfaineeloping also in 2007.

The third strategic objective was to abandon theadled clean financial audits (except for the Audi
to check accuracy of the annual accounts and tggdliransactions of the Ministry, the methods of
which shall be prescribed by Audit Department l)itgluding the aspect of performance audit. The
department has already abandoned the clear diffetien between financial auditors and
performance auditors, the described way of thinkiag been adopted and already successfully
implemented in first audits (e.g. land hire puréhelgims administration audit).

During the year, 15 audits were started and 8 sweite completed, including 5 financial audits @nd
performance audits. By the end of the year, 4 afditinancial audits, 2 performance audits) wexe n
completed due to extensive changes in teams aradtdep of several employees. 7 audits were
excluded from the work schedule due to the laciesburces or it was decided after the terminatfon o
pre-studies that it would be more reasonable tahseesources for other audits. 5 new audits were
stated at the end of 2006. In 2007, 16 audits aspkeial project (recommendation for limiting and
organising the ministry’s administrative and polii management) shall be completed. It will be
possible to meet this objective if the planneduigrent will be a success and no factors impeding
work will be added.

In 2006, Audit Department Il performed other ovews and analyses on the request of the
Parliament, Government and Chancellor of Justige (& the request of the Prime Minister, he was
given an overview of the funds actually spent anrdmuneration of officials of rescue service and
the principles of its allocation, the NAO partidipd in the improvement of a control system for
financing political parties, gave an assessmerguistance for the add-ons implemented in prison
shops, etc.). The NAO also assessed planned largjects from the viewpoint of sustainability,
efficiency and effectiveness (e.g. Estonian Pubtcvice Academy’s relocation project) and
participated in the meetings of the field’s opinrfonmers, incl. with a report at the internal setyur
meeting of the Academic Council of the PresiderthefEstonian Republic.

Employees of Audit Department Il have used theningj opportunities offered to them in a
responsible manner. The main stress was put owidhdil development, further study of international
standards (INTOSAI, IFACIi ISA) and improvement bétfield’s knowledge through the department’s
strategic seminars. The employees also participatidining exercises for crisis management.
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There are regular meetings with the internal awslibd the Ministry of Justice, Ministry of Defence
and Ministry of the Interior to discuss both metivatlissues and issues related to work schedules.

Thanks to the frequent observations and recommiemgadf the NAO, the Ministry of Defence has
hastened the transfer of assets returned to therdhDefence League and legal formalisation of the
transfer of ownership. In the audit of the NatioDafence League’s economic transactions, the NAO
drew attention to the inefficiency of the activitiand poor organisation of management of the
Kaitseliidu Kinnisvara foundation. As a result @nements, the National Defence League has
renewed the composition of the foundation’s Managi@nBoard and Supervisory Board and
hopefully, the assets of the National Defence Leahall be governed and developed in a more
purposeful and effective manner in the future.

As a result of the land hire purchase claims adstriaion audit, the Ministry of the Interior haggbe

to adjust and harmonise the accounting of landgurehase claims. Upon accounting the land hire
purchase claims and revenue, the Ministry of therior has decided to continue with the LIS (Land
Information System) computer program by develogind introducing it also in those county
governments that have been using other progrargleSimstructions and application for the LIS
accounting program for finding land hire purchalsénes for reporting have been developed. Central
database of hire purchases shall be transferredtiie Ministry of Finance to public limited company
Andmevara in the area of government of the Minisfryhe Interior, who shall be the processor and
program developer for the central database.

Important audit results
“Waiting lists for forensic examination”

In the course of identifying the reasons for exehnhong waiting lists for forensic examination the
NAO found that there were over 1,000 expert analysethe waiting list without a clear explanation
what they were needed for, in many cases the pldicoceedings in relation to what the analyses
were no longer in process.

As a result of the NAO’s work, an inventory of exaation rulings was arranged for in cooperation
with the Public Prosecutor’s Office, Police Boarttlgolice prefectures, 2129 unnecessary orders for
expert analyses of DNA were cancelled. Poor qualfitgxamination rulings was one of the reasons
for long waiting lists for expert analyses, as suteof the audit the quality control of examinatio
rulings has been improved. The recommendationseoNtAO to shorten the waiting lists for expert
analyses have mostly been followed (or startedltovf) in 2006. Internal audit performed in the
Police Board in 2006 revealed that waiting listsdrpert analyses of DNA have shortened by 30 %.
For instance, the Chief Public Prosecutor issustituntions for the more purposeful use of the
resources of criminal procedure, an inventory gfegkanalyses in the waiting lists was organidesl, t
budget of Forensic Service Centre (FSC) was ineckasd the centre’s internal structure changed,
etc. Arising from this, the waiting lists for expanalyses of DNA should continue to decrease had t
situation should be better by the end of 2007. Mutooperation of forensic institutions has impmbve
and as of the the end of 2006 the Bureau of Farévisticine of Estonia began to carry out DNA
analyses for the FSC as professional assistaneepifiblem should be fully solved within the next
two years when the mentioned forensic institutisimall be merged and the use of resources shall
become significantly more sustainable and the @gtmore efficient.

“Accounting land hire purchase claims and ensuraogruals”

The purpose of the audit was to assess the acoguritpayment of hire purchase amounts for
privatised land and the means taken for ensuria@terual of the amounts receivable.

It became clear that the used information technottajabases do not support ensuring the accrual of
hire purchase payments for privatised land. Thdegaacy of the databases does not allow for a
thorough analysis or monitoring of payment of lgtechase amounts. Delaying the collection of
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debts generates a risk that in the case of therbpidy of the debtor the state will not receive the
amount payable for the land. Due to the unclafiitthe possibilities of compulsory execution and
deficiencies of the system of administration ofrakathe hire purchase debts are let to grow in
practice The audit revealed to the public that upon reaahaarket price of the land privatised on
favourable terms and conditions, the new owneersnitted to continue payments for the land to the
state by way of hire purchase instead of demandingediate payment of the entire purchase amount.
In current conditions, the new owner is usuallyatdp of immediately paying the purchase amount
and granting of new favourable terms, substantaltyeap loan, is clearly not justified. According
the NAO, the law should allow for the demand of iethate payment of the entire purchase amount
upon resale. Upon assessing the incurring damgeost of the long-term administration of claims
must also be taken into account.

“Prevention of fires in residential buildings”

The most relevant result of the audit is that atsgy for the preventive work in the field of rsdoe

the next four years has been approved and it mdllide the objectives measured upon reducing the
number of deaths caused by the fire and damagesfires. The importance of prevention work is
emphasised more than before. Unfortunately, theuatnaf damage from deaths caused by the fire has
not decreased so far.

* k%

There is reason for mentioning the analysis oftistainability of leasing buildings to state
authorities, the results of which were recognisgthie Auditor General in an overview of the use and
preservation of state assets in 2006. So the fwagsagain drawn to the damage arising from the
failure to reach an agreement on the real estdieypf the state. If the state rents office builgs to

be used for a long time by authorities, whose fonstdo not disappear, it is in a long-term
perspective generally more harmful than acquisjtammstruction or renovation of buildings into stat
ownership. Upon entering a residential lease miathe profit of the developer is generally alaip
for in addition to the loans the developer hasnakemprove the premises. Concluded contracts do
not usually allow for a release from the administraduty of buildings or cancellation of the lease
contract, rather, the state has taken long-teritenadle financial obligations, foreseen the refglya
large increase of the rent and put itself into sitpan where, at the end of the lease period, fibised

to continue leasing the premises under the term<anditions set by the lessor.

The NAO also pointed to the fact that the role @istbn of Riigi Kinnisvara AS are unclear.
Substantially, Riigi Kinnisvara AS, whose activign be influenced by the state by governing its
shares, has turned into just another private séatalerer among others. Undoubtedly, the preference
for lease relation may hide an ideological or mamronomic consideration, but this should not jystif
the axiomatic preference of lease relation witHatther contemplation in each specific case. If the
need for office premises should arise, the NAO meoended always determining the need for space
regarding both volume and time, fixating in writitige alternatives for satisfying the need for space
and the reasons for adopted decision. Naturaleyddmands for the premises to be rented should be
submitted to all possible suppliers at the same amd in the same manner, in order to get comparabl
offers.

This has not been the case in current practiceueatation of the analysis preceding the renting
allows for a retroactive examination of the decisid renting and thus enables to eliminate the toub
that one lessor in the private sector was prefdaoeshother or that the lease contract has been
concluded at unfavourable terms to the state.

Ulle Madise
Director of Audit, Department II
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1.4. Audit Department IlI

Audit Department Il audits the area of governmafthe Ministry of Education and Research, the
Ministry of Culture and the Ministry of Social Affa. The expenses of the areas of government of
these three ministries form a little over half €xpenses of the state budget; biggest amountsrgo fo
the payment of health insurance and pensions.dtakriumber of audited state authorities is 108; th
number of legal persons governed by public lawfanddations founded by the state is 45. In
addition to them, 4 companies are audited.

As of the end of 2006, the department employedffi@ias — 15 auditors and senior auditors, three
audit managers and director of audit. During theryene official left the department and 2 new
officials were employed. Both new employees hawgiterm professional experience from working
in the public sector.

The auditors are specialised either financial audlitperformance audits. All auditors have theinow
area of monitoring, where they observe changek,dompliance with the recommendations made in
the course of previous audits. They also obsemel#ivelopment of legislation addressing the
department’s sphere of responsibility and, if neagg submit recommendations for their
supplementation on the basis of previous auditfteand monitoring.

In 2006, the department carried out 22 audits,fIBem were completed. Most of the completed
audits were financial (compliance) audits. Threéhefn dealt with the organization of accounting and
legality of transactions of the ministries in 2G4 were carried out with the purpose of providing
opinion of the NAO level to the consolidated anmeglort of the state. In the course of the reshef
audits the NAO assessed the economic activiti@ssaiparate legal person, or the legality of the
control system of allocations provided in the statdget of the use of money (e.g. use of funds
allocated from the state budget to local governmémtsubsistence benefit).

Performance audits focused on topics of how the stadget funds could and should be used more
efficiently (rehabilitation of persons with speciededs) if there have not been clear criteriatfer t
allocation of funds (granting investment aid todlbgovernments by the Ministry of Culture) or i&th
issue concerns finding solutions for relevant peoid concerning many people (education
opportunities of children with special needs).

Mostly the auditees included state authoritiesdataudits also covered the economic activities of
several legal persons governed by public law (Matidibrary of Estonia, Tallinn University,
Estonian Television) and foundations founded bysthge (Foundation for Building the Art Museum).

All audit reports were forwarded to the State Budgedit Committee of the Parliament. In several
cases the standing committees of the Parliamerd iwésrmed of the results of the completed audit,
and those committees organized discussions of eeglitts where necessary. For instance, the Social
Affairs Committee of the Parliament discussed thghdy the results of audits on the organisation of
paying subsistence benefits, use of funds allodatetthe rehabilitation of persons with specialagee
and efficiency of the organisation of rehabilitaticalling on the relevant ministers, ministries’
officials and representatives of related partigsauicipate in the discussion.

In addition to audits, the department analysedehase contracts for premises rented by the state an
prepared a separate chapter titled “State investfuads for local governments” into the overview of
the use and preservation of state assets subrtotteeé Parliament.

The reports that have been drawn up as a restiieafudits contain many recommendations for
eliminating shortcomings, improving the controltgys and of making the activities more efficient. In
most cases, the compliance with recommendationbéd®s good. However, it must be taken into
consideration that compliance with some recommemasshall inevitably take more time. Several
explanatory memorandums for Acts note that themegendations of the NAO (e.g. draft Act to
amend the Parental Benefit Act that was completdideaend of 2006, procedure for allocating
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investment aid from gambling tax established byGlogernment) have been taken into consideration
upon their preparation. Financial management andwatting of the ministries has improved, its level
in the authorities of the area of government, hawes still uneven.

Important audit results
“Investments allocated for local governments byMiristry of Culture”

The NAO audited the distribution and use of invesitraids allocated for the local governments by
the Ministry of Culture. The purpose of the aud#asto assure that allocation of funds from theestat
budget is transparent and reasoned and these shatlprovide that what had been applied for and
what had been promised. The NAO concluded thasykeem for the allocation of funds is

insufficient. Problems were identified in the legakis for the system and in the substance of adopt
decisions. As a result, the investment decisioasat transparent and it remains unclear who is
responsible for inefficient investments. In theesgnents for the allocation of investment aid, thges
and local governments did not agree precisely emaugthe intended purpose of and terms for the use
of funds. Control over the funds allocated for istveents was poor.

The Ministry of Culture promised to supplement $gfion and other regulation in relation to the
allocation and recovery of appropriations. Necgsaarendments shall be entered into the Regional
Development Management Act as well as into the #$flipis instructions. Finance Committee of the
Parliament submitted the wishes of the Parliamenterning the investment aid for cultural objects
from the 2006 supplementary budget first time ®Ministry of Culture in an official letter.

“Education opportunities of children with speciateds”

The NAO investigated the educational opportunibieshildren with special needs in order to assess
whether the created opportunities take the spaekdis of the children into account and allow them t
manage in life later. The NAO identified severabisbomings in the state’s organisation, noticing
children with special needs at an early stage amdiucation opportunities created for them. The
analysis of the effectiveness of the teaching systeeated for the children with special needs
assessed the children’s fate after obtaining tseekelucation. It was found thafifih of the people
having the capacity for work, who have obtaineddaducation at a special needs school or class, do
not study or work. 42% of the persons with speregds who could potentially work have not gone to
work, they have not continued their studies or Hareden off their further studies after acquisitifn

the basic education. Studying in a special nedussd@nd a special class of an ordinary school has
produced similar results in terms of the fate ef students after the basic school. In more serious
cases (children with a moderate or severe mergabdity) the special needs schools have achieved
better results and children with standard intellente achieved the best results in an ordinarg dés
an ordinary school.

In the 2007-2013 draft development plan for genedakation system, the Ministry of Education and
Research has drawn attention to several bottlergaiksed out by the NAO and taken the made
recommendations into account. There shall be ratestzanges in the counselling system of both
students and teachers, the issue of teaching fatsldren with special needs is being addressed,
necessary diagnostic materials and instructioni Ishaeveloped. A new financing model for the
general education system is also being prepared.

“Effectiveness of organisation of medical rehalbiion”

The audit revealed that only 19 % of those who edededical rehabilitation had received it and that
only half of them received it in a timely mann€he analysis indicated first and foremost the cost-
effectiveness of the medical rehabilitation of dal@y patients, because their later average treatm
expenses in the case of receiving medical rehatiiit were lower. Cardiology patients who had
received medical rehabilitation were also liketereturn to work.
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The NAO found thathe availability of the medical rehabilitation semridoes not depend so much on
the medical rehabilitation needs of the patient,dmnithe existence of the medical rehabilitation
service provider in the proximity of one's placeedgidence. This is especially characteristic ef th
outpatient service. Likewise, it became clear thatlical rehabilitation was received by patients who
did not need it and there have been cases whaentsaivere provided with inpatient medical
rehabilitation (which is more expensive) due tompaaailability of outpatient medical rehabilitation

Like all other medical specialties, the availalilif medical rehabilitation is affected by the
possibilities and priorities of the budget of thedth Insurance Fund. Additionalljhe increase of the
availability of the medical rehabilitation servigealso limited by the lack of specialists.

On the basis of the audit, the NAO concluded thatavailability of the medical rehabilitation sexi
must be improved and this especially in terms efatailability of outpatient service. The Ministdr
Social Affairs and the Chairman of the Managemedr8 of the Estonian Health Insurance Fund
concurred with the NAO’s opinion. Based on the 2bQdget of health insurance, it can be said that
the NAO’s recommendations have been taken intoustand sums spent on medical rehabilitation
have increased on the average more than sumsteliiowaother specialities. The number of medical
cases has also increased, especially in outpaises.

“Outsourcing services for rehabilitation of peopléth special needs from the state budget”

In the course of the audit, the NAO concluded thatsystem designed for rehabilitation of people
with special needs is not sustainable and doegeararate any prerequisites for achievement of the
goals of rehabilitation. According to law, all didad persons and persons who are applying for a
degree of disability are entitled to rehabilitatservices, but the funds allocated for such purpose
the state budget were scarce and therefore theeelarey waiting lists of those who liked to receive
the service. In 2005, less than 10 % of the taggmip received the services, only a rehabilitagitzm
was drawn up for most of them and the servicefitgas never provided. The Ministry of Social
Affairs has tried to cut the waiting lists by deténing the financial volumes by target groups i9&0
preferring disabled children and people of workawgg, but the law does not provide for such an
opportunity. The audit showed that even in the cdsestrictions there were waiting lists among the
so-called preferred target groups in 2006.

However, the same waiting lists may cause an urssacg waste of money, Hee services are
provided only on the basis of the rehabilitatioarplwhich is made for a period of six months te¢hr
years. The rehabilitation plan may become outddtgthg the waiting period and a new rehabilitation
plan must be drawn up to receive the service.dh¢hse the money spent on drawing up the
rehabilitation plans has been wasted. Namely, baHrthe funds were spent on rehabilitation plas a
well as on accommodation and travel expenses, whialny there was not enough money for the
activities that would help persons with specialdse® better cope in life. The rest of the serviaek
standards, and because of that the same servicdiffexysignificantly in rehabilitation instituticn

The results of the audit were discussed in thegbddfairs Committee of the Parliament and State
Budget Audit Committee of the Parliament. In 200ig, volume of medical rehabilitation service has
been increased significantly, and unlike in presigaars, the state budget provides the funds &r th
medical rehabilitation of disabled children on pasate budget line. The Ministry of Social Affairs
plans to develop standards for the service andgiiten control systems.

»The use of money allocated from state budget ¢allgovernments for paying subsistence benefits”

The granting of subsistence benefits has beenglaithin the competence of local governments, but
at the same time the Ministry of Social Affairs imad performed its duty of coordinating social
welfare adequately. There are several deficiennid®e Social Welfare Act that significantly
complicate the granting of benefits. The audit edee that the granting and paying of subsistence
benefits in local governments has been organidésteltly.
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The NAO found that the control systems do not ensloe payment of subsistence benefits only to
those in need. The beneficiaries in the sampleofftett not informed the social workers of their
incomes, which caused the payment of the benefih@fasis of incorrect data. The incorrectly paid
amounts formed 4.6% of the audited benefits. Petgmy situation of families was also not taken into
account when granting the benefits, although Igoakernments are entitled to do that. Thus, many
persons owning several real estates, vehiclendrrieceived the benefit. The granting and paying of
subsistence benefits to such persons/families begassible only because the social workers did not
verify the data on the persons from the Tax andd@us Board database, traffic register or land
register.

As a result of the audit, the NAO made recommendatthe compliance with which shall facilitate
the granting of benefits and shall strenghten trgrol system.

“Economic activities of Tallinn University”

As a result of the audit, the NAO reached the amioh that the accounting management of the
University’s economic transactions is weak andimibernal control system needs to be improved.

In some cases, no public tender had been orgatddew 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 control systikdnot function when accepting performed works
and when paying for them. Due to the deficienanethe internal control system and 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 matlecontrol system. It revised the coskttient places

not funded from the state budget, developed new statutes for the University’s satsblips and accounting
policies and procedures, established a procedufluding agreements and observing compliance
with them, taxes on illegally paid scholarshipseveaid to the state, etc.

»Economic activities of the Foundation for Builditige Art Museum”

The objective of the audit was to assess the ecmnactivities of the Foundation in 2001-2005, as
well as to establish the cost of building the museund the reasons for its growth compared to the
estimated cost.

The growth in the construction cost of the Art Murseof Estonia when compared to the initially
estimated cost was EEK 264 million, and EEK 77.llioni after awarding of the contract for services.
The actual cost was EEK 864 million. The cost &f tlew building of the Art Museum increased due
to the construction of the tunnel, a slight shifthe initially planned location, modificationsttze

project, additional architectural solutions, aduhal works, several changes regarding building
materials and furniture, and a great number of c@sioned expert opinions. The Foundation had
commissioned expert opinions on the circumstantdseaise in the cost of the building and the
Supervisory Board of the Foundation had acceptednitreases. Therefore, the NAO had no reason to
doubt that the cost increase was unjustified.

However, the changes in the scope of some works#used the increased cost were not sufficiently

documented and in some cases, the Management Bitrel Foundation was not active enough to
find opportunities for saving. In most cases, pupliocurements were organised in the prescribed
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manner. At the same time, it became evident thabime cases, public procurements were not
organised (e.g., for finding the organiser of asaéts, contracting for additional preparatory vgark
the construction, etc.).

Although pursuant to its articles of associatitre 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 timies.audit identified such expenses in the
amount of EEK 3 million.

Deficiencies were detected in awarding the corgrmtemployment and service, and calculating
remuneration on the basis of these contracts, A@gveegistration of assets.

The Minister of Culture notified that the Supervis®oard of the Foundation will take into account
the recommendations made in the audit report irfitttuee. The Management of the Foundation
informed the NAO of the measures taken to imprieeinternal control system.

7

“European Social Fund measure 1.3 "Equal opportiesiin the labour market

During the audit the NAO assessed the fulfilmenthefrecommendations regarding improvement of
the control systems made in the previous auditeedsure 1.3, the organisation of the control system
of the implementing agency and final beneficiarg #me compliance of the organisation of the
projects included in the sample with the planneghorsation.

The audit revealed that the recommendations madegdorevious audits have been largely taken into
account and the control system of support procgsdias been improved, but the main problem upon
implementation of measure 1.3 has been the exeessimplexity of the process, which Hees

required additional work on the part of the impletnay agency, the final beneficiary as well as the
implementers of the project.

The NAO saw a problem in the fact that the audiierjects were changed a lot and it had turned into
an everyday activity. There were also cases, whEjects’ budgets were amended only after it turned
out that some of the already made expenses werdigiile. The NAO disapproved of the
establishment of the budget amending procedureinrnhe course of the audit.

The NAO audited the imeplementation of three pisje the European Social Fund and found that
the projects had generally succeeded accordintato plowever, in the course of the audit it became
evident that projects’ funds are not fully sperd &#me NAO recommended to quickly complete the
projects whose objectives had already been métaddie remaining funds could be distributed to
other projects. The Labour Market Board took theX\recommendation into account and said
projects were completed.

Juri Kérge
Director of Audit, Audit Department Ill
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1.5. Audit Department IV

Audit Department IV evaluates the Ministry of thevitonment, the Ministry of Agriculture and the
Ministry of Economic Affairs and Communicationswasll as state authorities operating in their area
of government; legal persons governed by publicdad foundations whose rights of a founder or
rights of members are performed by abovementionedstries. The department also audits
companies where the ministers at the head of saigtnies have an obligation to represent the 'sate
interests in carrying out the state’s majority ieg in said companies.

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

There were 19 positions in the department — orextlir of audit, 3 audit managers, 2 senior auditors
and 12 auditors as well as one junior auditor.hithieginning of 2006, the department employed 14
people — one director of audit, 3 audit managesgr2or auditors and 8 auditors. During the year, 3
new auditors were employed and a director of aamtit2 auditors left the department. The
employment contract was suspended for two employeesof whom left to study and the other is on
parental leave. By the end of the year, the postaf a director of audit, 2 senior auditors and on
junior auditor were not filled. The department’égipal problem in 2006 was the lack of auditors
with long-term auditing experience.

The department’s objectives for 2006 included angliof the preparation of larger environmental
projects funded by the European Union and the &ffmeess of agricultural refunds. The audits draw
the state’s attention to the shortcomings iderifiethe use of the EU support and provide
recommendations for their prevention in the impletadon of the EU structural aid strategy launched
in 2007.

The department also focused on evaluating the @gton of management of state companies and
foundations so as to find an answer to the questtether the supervision of the owner and founder
in state companies and foundations has been ogghimsa purposeful and functioning manner. The
department audited regulations, ministers’ actiintgoverning holding and execution of the rights o
a founder and supervisory activities of the sugemyi boards of companies and foundations.

During the year, 17 audits were launched and 9tswmdire completed with an audit report, including
seven of those that had started already in 20051l completed audits were financial audits and 4
were performance audits. The preliminary analyseghiree audits led to the decision that audit
procedures are not necessary. In addition to awgditfocedures, the department prepared a pareof th
overview on the use and preservation of state gashtch was submitted to the Parliament by the
Auditor General.

Last year, the department’s audit managers paatieipin several international trainings. Audit
manager of the area of financial audit took pathminternational training programme “Auditing in
the environment of information technology” in Indénd the audit manager of the environment
participated in the international course of perfante audit in London, organised by the National
Audit Office of the United Kingdom.

Employees of the department also represented the iMAhe international working groups of
supreme audit institutions INTOSAI and EUROSAI.

Recommendations of the audit “Handling of issuésted to rape and bio-diesel fuel by the
Government" were discussed by the Government, veleiddd to develop a “2007-2013
Development Plan for Promoting the Use of BiomamsBioenergy” for the further analysis of
bioenergy issues. The ministry responsible ford#neelopment of said plan is the Ministry of
Agriculture. The development plan was submittetheoGovernment for approval in January 2007.
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To meet the recommendations of the 2005 audit ‘&itqiion of peat resources”, the Government
established with the Regulatiogritical and usable reserves of peat and its annual rates of use” smaller
rates of use, which led to the suspension of isuahextraction permits till the completion of
additional surveys. Rates of use of peat shalebewed upon the completion of a survey
“Identification of the increment of Estonian peasources”. With the Environmental Fees Act, the fee
for extraction of well-degraded peat was increaselittle as possible.

In addition, the Ministry of the Environment ordér& survey of abandoned peat fields, which has
been completed in three counties. Based on théseasithe survey, the extraction rates of peall sha
be reviewed again in 2007, increasing rates fidtfaremost for extraction in abandoned fields.
Preparation of instructions of re-cultivation ofpéelds has also begun.

Important audit results
“Hazardous waste handling in intermediate depotd &ndfills”

With the audit, the NAO assessed the activity efgtate in organising the handling of hazardous
waste (except for waste generated by oil shalegsing).

With the help of foreign financing, the state hatablished and furnished the first modern handling
centres for hazardous waste in Tallinn and Vaividmas successfully launching a handling system for
hazardous waste. In addition to centres establisli¢de state, the private sector engaging in
collecting and processing of hazardous waste Isasdaveloped. The centres established by the state
currently handle 5 % of all accounted hazardougevamt including the waste of oil shale
processing). In its audit, the NAO draws attentmithe need to change the contracts concluded with
the operators of centres in a way that would erg@@dmission of all hazardous waste, or take into
consideration the partial or complete transfeheke centres.

The NAO also draws attention to several shortcominghe organisation of said field. The
environmental impact of handling hazardous wasgedmdy been assessed in a few cases and the
environmental protection and monitoring requirerseéntlicences and permits are uncertain or
altogether absent. There are problems with ingafficsupervision over the activities of waste
handlers. This is partly due to the fact that thignarities performing supervision do not possess
sufficient knowledge for addressing the problemthedf technically complicated field.

In his letter of reply to the draft audit repohtetMinister of the Environment stated that he dugs
concur with a lot of information presented in tkpart and/or observations and proposals made on the
basis of it, and that he considers them impractodl superficial. At the same time the Minister did

not contest any particular fact presented in ttidtagport. In several cases he contested viewpoint
and statements not presented in the audit report.

The Minister is of the opinion that the prices azhrdous waste handling can only be kept at levels
acceptable for waste producers with the help ¢& stapport. The NAO does not find the Minister’s
explanations on why it is necessary to keep theegestablished by the state in state ownersHie to
sufficiently reasoned. The NAO feels that instehdating as the owner of the centres the state has
numerous other possibilities to support waste hagdind the Ministry of the Environment should
once more thoroughly analyse the long-term advastagd disadvantages of the partial or complete
transfer of said centres.

“Activities of the Maritime Administration in coltéing lighthouse and navigation dues and
organising procurements”

Although the dues charged for visiting Estoniantgare competitive compared to the neighbouring
countries, the amount of tariff rates establishgthle state do not cover the expenditure the state
considers necessary to make for the better seo¥iskip owners. The state must decide whether it
wants to cover these expenses from the incomevet&iom maritime affairs, which requires the
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increasing of the rates of lighthouse and navigadioes, or from the revenue received from other
fields of activity. The Maritime Administration hasanaged to calculate and collect the lighthouse
and navigation dues satisfyingly and has colleatedt of the revenues. However, there have also
been several mistakes.

The observations made on the basis of the audplsaafiow claiming that the percentage of vessels
from which lighthouse and navigation dues haveteen collected is estimated to be 1.4. Due to the
misinterpretation of law, the lighthouse dues Hawen overcharged in the amount of EEK 1.9
million; in several cases, the amounts collectecthfundertakings have also been smaller than
prescribed. In most cases of buying, the Maritindeistration has followed the requirements of
Public Procurement Act. However, the audit als@eded non-conformities with the requirements of
the Public Procurement Act: the prohibition of divig the procurement into parts with the intention
of avoiding public procurements was not always aglth¢o, or the chosen form of public procurement
was not appropriate. In some cases, the relevanindentation regarding the procurement was not
preserved and there were deficiencies also in dtihgnthe data to the state register of public
procurements.

“Organisation of maintenance of national roads”

There is no efficient supervision of the complian€¢he national roads with the condition
requirements. The Roads Act stipulates that thg tdutonduct public supervision of the compliance
with the legal requirements lies with the Road Auwiistration who is also responsible for the
maintenance of the national roads. Consequentysttite has appointed the Road Administration to
conduct public supervision of its own activitie)ieh makes the efficiency of this supervision syste
guestionable.

In the opinion of the NAO, the accounting of roadimtenance expenditures is not transparent. The
road maintenance expenditures of the state arag@iband accounted as a part of the operating costs
of the Road Administration, and the state has egipe accounting and reporting procedures for the
actual expenditures. When the constantly increasiag maintenance expenditures are budgeted as a
part of the operating costs, the budgeting doeprmtide the opportunity to evaluate the justificat

of the increase of the operating costs of the Raddinistration.

The state cannot require from the companies maintathe roads the achievement of the goal set in
the maintenance contracts — to preserve the roagsonditions that complies with the established
requirements. As the state has been unable tor riyeamational roads to a sufficient extent, mahy o
these roads cannot be preserved in a conditiorcéimaplies with the established requirements only
through maintenance. Over the past few years,o#e maintenance contracts have become much
more precise but even now they do not include cdedrmeasurable road condition indicators that
must be ensured through maintenance.

Therefore, it is difficult to assess, whether tbenpanies have performed their obligations unded roa
maintenance contracts. There are no reliable dateecning the economic feasibility of purchasing
the maintenance of national roads from private comgs.

“Handling of issues related to rape and bio-diekedl by the Government”

The objective set by the Parliament and the Goventrior 2005 — to achieve a share of 2 % of bio-
fuels in vehicle fuels — was not achieved. Non#heffilling stations in Estonia was selling bio-gie

It is not clear whether and how the relevant objectet for 2010 will be accomplished. The objestiv
of starting to use fuels of biological origin inhieles was set without prior in-depth examinatién o
the expected economic, environmental and sociahainf the production and use of such fuels.
Furthermore, it has not been analysed whetherd@asonable to produce bio-ethanol in Estonia to be
added to petrol.
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None of the Ministries finds that it has the resgbitity for increasing the use of bio-fuels in
transport. Four Ministries have dealt with the &stelated to bio-fuels: the Ministry of Environrhen
(ME), the Ministry of Economic Affairs and Commuat®ons (MEAC), the Ministry of Agriculture
(MA) and the Ministry of Finance (MF). The ME hasem responsible for the application of the
European Parliament and Council Directive and theAK has been responsible for the obligation
under the Directive, i.e. setting the objectivengireasing the share of bio-fuels in transporthditgh
it seems that at least two Ministries are respdasdr achieving this objective, none of the Miniss
has a specific action plan for completing this task

The MEAC and the ME are of the opinion that, iniadd to the excise duty exemption already
established, the government should take no fugbive measures to guide the businesses towards
decisions which facilitate the objectives set by government. However, they admit that without such
measures the achievement of the objective is doubtf

To promote the use of bio-fuels, they have beemexed from excise tax. Plus, the EU standards for
5 % and 100 % bio-diesel have been transposedhigubas not been enough to influence the
businesses towards using bio-fuels in vehicles.y\Marsiness operators believe that fuels with bio-
additives may damage vehicle engines and fuel systand they doubt whether fuel suppliers are able
to ensure that the quality of bio-fuels conformsh® standards. On the Estonian market, there is
currently no considerable demand for bio-fuelsadlé for use in transport.

Production of bio-diesel fuel from the rape cultachin Estonia is economically and environmentally
reasonable only if the rape yield per hectare emes at least by two hundred kilograms. There@re n
short-term perspectives of rapid progress in tasfiyseld. In Estonia, rape yield is the lowest amon
the EU countries. Estonia does not have high-gersis varieties of winter rape which provide a high
yield — the government has not promoted winter tapeding. However, thanks to government
support, rape cultivation has been one of the grgwihes of agricultural production.

The Supervisory Board of AS Werol Tehased faileddocomplish its tasks in 2004. The Supervisory
Board and the Management Board did not have areagmet as to the vision and business plan of the
company. The Supervisory Board did not react qyieklough to the Management Board's plan to
expand operations substantially and lost contrel élve latter’s activities. In 2004, a number of
mistakes were made in the management of the peaaling to a loss of EEK 42 million for the
financial year 2004/2005. Werol purchased more sggel than the budget funds allowed, and some
of it above the market price. Since the plant waable to process the excessive stocks of seef itsel
was resold at disadvantageous prices. The loaatgdelo these operations were not repaid in timely
manner and the fines for delays led the compamaymnent difficulties in 2005. Werol did not
comply with the rape oil supply contract made wi® Biodiesel, and the parties have failed to come
to an agreement on the amount or the payment aoktdting contractual penalty. The Minister of
Agriculture has not made an assessment as to tiveias of Werol's Supervisory Board in 2004.

Tarmo Olgo
Director of Audit, Department IV
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1.6. Audit Department V

Audit Department V assesses the internal contirntial account and financial reporting of local
governments, foundations and non-profit associatfonnded by local government or whose member
the local government is; of companies, local gowernt has control through majority holding or in
another way; of the subsidiaries of said companiesiegality of economic activities and relialyilaf
information systems.

Audit Department V was established at the end 6624nd its positions were filled as of the
beginning of 2006. There were 19 positions in tepadtment — one director of audit, 3 audit
managers, 6 senior auditors, 5 auditors and 5 fjaniditors. At the beginning of 2006, 14 of these
positions were filled — 1 director of audit, 3 augianagers, 3 senior auditors, 3 auditors and idfjun
auditors. During the year, another junior auditasvemployed by the department, 4 junior auditors
were promoted to the position of auditor. At the ehthe probation period, one auditor left the
department. 15 positions were filled as of the efnithe year.

In its first year, the department set three obyestifor itself. The first was to launch the actestof

the department (fill the positions, train employeadentify the problems of the audited field andrga
out initial risk assessment and based on that, tsifirst audits). The second objective was ttaiob

a sufficient amount of base material by auditingalayovernments of different size so as to identify
main problems of the local government’s financaa@unt and internal control system. This enables
the department to focus on the problematic aretisimext year. The third objective was to stagt th
first wider problem audits.

The department spent the first three months andilbositions, collecting area-related information
and defining first audits. Auditing began in Apfiluring the year, 14 audits were started and 7taudi
of local governments and one problem audit in tiea af IT were completed with an audit report. In
addition, the department prepared one part of teeview on the use and preservation of state gssets
which was submitted to the Parliament by the AudBeneral.

Due to the fact that Audit Department V startedknior2006, one of the main activities besides
auditing was training of employees. AdditionallyJ@cal government associations, the employees of
the department met with the representatives of gmaernments, in order to give an overview of the
NAQO’s competence in auditing local governments a8 &as its objectives and activities planned for
the next few years. At the end of the year, theadepent engaged actively in introducing audit resul
and analysing opportunities for improving the dita

The audits resulted in an overview of financialaaas and internal control systems of local
governments and in the notification of problembath local and state level. Local governments are
extremely interested in the NAO’s audits and vieinpwand analyse the problems addressed in audits
also in their units. Additionally, several organisas supporting the development of local
governments have shown interest in contributininding solutions to problems, promising to
organise seminars and discussions with the repgsess of local governments. Here, tentative
agreements have been reached. Actual activitiestdil at the improvement of situation shall take
place in 2007.

The audit “State support to local governments wettgping the information society” launched an
active discussion at state level on whether loogkgiments are capable of independently coping with
duties imposed on them for the development of m&dion society, or do they need the state’s
support. During 2006, the NAO introduced the tdpimany events through reports and discussions.
Specific solutions have also been discussed wéhMimister of Regional Affairs, who is responsible
for the management of the general developmentaad lgovernments in the state. On the initiative of
the Minister of Regional Affairs and in cooperatioith E-Governance Academy, an information
society development plan for local governmentsisdp developed, which should provide solutions
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for the problems pointed out by the NAO. Accordinghe NAO, it is relevant to reach an agreement
on who shall be the state partner of local govemam the area of IT.

Important audit results

In 2006, the NAO completed audits in seven localegoments: Rural Municipalities of Saare,
Vormsi, Rakke and Toila and in the Cities of Kivjd{uressaare and Paldiski. In all audits, the
NAOQO'’s objective was to assess the functioning térimal control system implemented to ensure the
purposeful and lawful use of local government fuadd assets, compliance of the organisation of
accounting with legislation and instructions regjola accounting as well as the legality of economic
activities.

The NAO identified shortcomings in the internal tohsystems of all auditees. Among the more
relevant problems were insufficient activities lo€ taudit committee, poor availability of informatio
subject to public disclosure, failure to complyhwistablished procedures or their obsoletenesglas w
as the non-transparency of budgeting.

Relevant shortcomings were also identified in aotiog and its organisation, which is mostly due to
the fact that local government does not have enougiey to recruit and train competent accountants.
In their work, the accountants do not implemerarernot familiar with the requirements
accompanying the amendments to acts. The accoahshiils of accounting programs are poor, and
general there is lack of effective on-the-user suppt must also be noted that rural municipality
mayors and city mayors do not recognise their nesipdity for the organisation of accounting as el
as for its authenticity, which is why the respeetarea and accountants have been left without
necessary support.

As fixed assets generally form 80-90 % of the Igmalernment’s assets, accounting of fixed assets
was audited in all units. As a result of the auditgas concluded that accounting of fixed assets a
recognition of economic transactions concerningdimassets in local governments is extremely poor.
This has led to a situation where all audited lgmalernments do not have an overview of their asset
and their value.

The audits provided several recommendations fointipeovement of the situation. At the end of the
year, a summary of more relevant problems was dignwand communicated to all local governments
and relevant ministries, so as to bring their aitento potential problems and need to improve the
situation.

“State support to local governments in developimg information society”

The NAO audited the support provided by the s@atedal governments upon development of the
information society. Although Estonia has gaindérinational acknowledgement as a successful and
enthusiastic developer of the information socittg, NAO finds that not all the sides of the e-state
and the information society have received equagaye. So far information technology solutions,
requests and needs of local governments have b&eanut of the overall organised development of
the information society in the state. There artestadeavours meant for the local level, notabdy th
successful Tiger Leap and Village Road projectwe@lbas establishment of Public Access Internet. At
the same time these activities have been aimedtljira the population, while the needs and
difficulties of the local governments themselvesenbeen left without attention. The local
governments have not received sufficient supporhfthe state in developing the information society.

As a result of the gap between the state and tizé level in developing the information societye th
inevitable loser will be the citizen for whom thengce providing level or authority is irrelevanhen
communicating with the public authority and consognpublic services. For the citizen the speed and
convenience of provision of the service are impuréand it should be the priority for the public
authority as well. If the local government hasidiffties with fulfilling this expectation of thet@en,

the state’s duty is to provide support.
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According to the NAO, the state has not paid enattgntion to involving the local governments in
the development of the information society. Pransdf the state support or coordination of the area
to that end has not been made the duty of any ggénthe current stage of development of the
information society as a whole it is necessary thatGovernment of the Republic pay more attention
to the area at the level of the central and loogkghment.

The NAO made a recommendation to the Minister dfi®al Affairsto develop a competency centre
and a network for coordination and support of tifermation technology development of the local
governments on the basis of the recommendatiorausét the IT Interoperability Framework and the
Information Society Development Plan Implementatiban.

Krista Aas

Director of Audit, Department V
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1.7. NAO audits in 2006

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

Ministry of Education and Research
10.11.2006 — Education opportunities of childrethvgpecial needs
29.09.2006 — State support to local governmendgireloping the information society

24.07.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of Education and Research for the pagof assessment of the consolidated annual
report 2005 of the state

07.04.2006 — Economic activities of Tallinn Univigrs
Ministry of Justice

13.07.2006 — Audit of the accuracy of the annuabaats 2005 and the legality of the transactions of
the Ministry of Justice for the purpose of assesdrokthe aggregate annual report 2005 of the state

Ministry of Defence
24.08.2006 — The opinion of the NAO on the annaabants 2005 of the Baltic Defence College

26.07.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of Defence for the purpose of assesdgroethe consolidated annual report 2005 of the
state

Ministry of the Environment

09.08.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of the Environment for the purposeagbessment of the consolidated annual report 2005
of the state

12.07.2006 — Hazardous waste handling in internbediepots and landfills
Ministry of Culture

14.07.2006 — Audit of the accuracy of the annuabaats 2005 and the legality of the transactions of
the Ministry of Culture for the purpose of assessheé the consolidated annual report 2005 of the
state

10.07.2006 — Investments allocated to local governtsby the Ministry of Culture
26.06.2006 — Economic activities of Estonian Ted®n

18.04.2006 — Economic activities of the FoundatmrBuilding the Art Museum
13.03.2006 — Economic activities of the Nationddrary of Estonia

Ministry of Economic Affairs and Communications

29.09.2006 — State support to local governmentteireloping the information society

10.08.2006 — Audit of the accuracy of the annuabaats 2005 and the legality of the transactions of
the Ministry of Economic Affairs and Communicatidios the purpose of assessing the consolidated
annual report 2005 of the state
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10.07.2006 — Organisation of accounting and thaliygof the transactions of the Maritime
Administration in 2005

26.04.2006 — Organisation of accounting and legafitransactions in the Road Administration, the
Northern Regional Road Administration and the \Raad Office

31.03.2006 — Activities of the Maritime Adminisii@t in collecting lighthouse and navigation dues
and organising procurements

13.02.2006 — Organisation of maintenance of natimas
Ministry of Agriculture

14.08.2006 — Audit of the accuracy of the annuabaats 2005 and the legality of the transactions of
the Ministry of Agriculture for the purpose of assment of the consolidated annual report 2005eof th
state

28.04.2006 — Handling of issues related to rapebémdiesel fuel by the Government
Ministry of Finance
29.09.2006 — State support to local governmendegireloping the information society

29.08.2006 — Audit report of the National Audit © on the consolidated annual report 2005 of the
state

20.07.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of Finance for the purpose of asseag#ire consolidated annual report 2005 of the state

30.05.2006 — Organisation of tax audits

24.03.2006 — The activity of the Ministry of Finanio accrediting the Intermediate Bodies and Final
Beneficiaries

Ministry of the Interior
06.11.2006 — Accounting land hire purchase claintsensuring accruals

06.09.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of the Interior for the purpose of @ssment of the consolidated annual report 200Beof t
state

29.09.2006 — State support to local governmentteireloping the information society
10.04.2006 — Fire prevention in residential buiggin

03.02.2006 — The activity of the Ministry of IntafrAffairs in administration of buildings belonging
to the state

Ministry of Social Affairs

07.11.2006 — Effectiveness of organisation of madiehabilitation

14.09.2006 — European Social Fund measure 1.3 ‘tEqu@rtunities in the labour market”

11.09.2006 — Outsourcing services for rehabilitatbpeople with special needs from the state budge

24.07.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the Ministry of Social Affairs for the purpose afsssment of the consolidated annual report 2005 of
the state
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28.03.2006 — The use of money allocated from &matiget to local governments for paying
subsistence benefits

Ministry of Foreign Affairs

16.06.2006 — Audit of the accuracy of the annuabaats 2005 and the legality of the transactions of
the Ministry of Foreign Affairs for the purposeagsessment of the aggregate annual report 2005 of
the state

15.02.2006 — Organisation of accounting and legalitransactions of the Estonian Embassy in
Brussels and the Permanent Representation of {hiebRe of Estonia to the EU

23.01.2006 — Implementation of public procuremarthe Ministry of Foreign Affairs
Local governments
15.06.2006 — European Commission Assistance PrdiSICO in Sonda Rural Municipality

31.07.2006 — Structure of internal control systerganisation of accounting (incl. disclosure of
financial information) and legality of transactionshe Rural Municipality of Saare in 2004 and 200

09.08.2006 — Structure of internal control systerganisation of accounting (incl. disclosure of
financial information) and legality of transactianghe Rural Municipality of Vormsi in 2004 and
2005

29.08.2006 — Structure of internal control systerganisation of accounting (incl. disclosure of
financial information) and legality of transactianghe Rural Municipality of Rakke in 2004 and
2005

29.09.2006 — State support to local governmentteireloping the information society

24.10.2006 — Organisation of the internal contysteam and accounting and the legality of the
economic transactions in the Rural MunicipalityT@ila in 2004 and 2005

29.11.2006 — Organisation of the internal contysteam and accounting and the legality of the
economic transactions in the City of Paldiski i92@&nd 2005

29.11.2006 — Organisation of the internal contysteam and accounting and the legality of the
economic transactions in the City of Kuressaar20id4 and 2005

11.12.2006 — Organisation of the internal contystem and accounting and the legality of the
economic transactions in the City of Kivi6li in 20@nd 2005

Constitutional institutions
11.12.2006 — Public Procurement in the Bank of ®ato

31.05.2006 — Opinion of the NAO on the annual re@605 and the legality of transactions of the
Office of the President

30.05.2006 — Opinion of the NAO on the annual re@605 and the legality of transactions of the
Chancellery of the Parliament

23.05.2006 — Opinion of the NAO on the annual re@g605 and the legality of transactions of the
Office of the Chancellor of Justice

23.05.2006 — Opinion of the NAO on the annual re@g605 and the legality of transactions of the
Supreme Court
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20.07.2006 — Audit of the accuracy of the annuabants 2005 and the legality of the transactions of
the State Chancellery for the purpose of assedlsengonsolidated annual report 2005 of the state

29.09.2006 — State support to local governmendgireloping the information society
Miscellaneous

25.10.2006 — Overview of the Use and Preservati@taie Assets in 2005

31



1.8. Personnel

At the end of 2006, the NAO employed 96 personger8ons more than at the beginning of the year.
The personnel has increased first and foremostalpeople employed by the local government audit
department, established in 2006. General stafbitenduring the year was 17 %.

2006 was the time for balancing in organisatiowtivdly. Main focus was on the development of
auditing methods.

The highlights of human resources work during tharynclude successful implementation of local
governments. A capacious training programme of mpamant skills for both top and medium level
managers was carried out during the year; developofeassessment and training systems was started;
volumes of training, incl. international trainingagvincreased. Working environment council was
launched successfully, 98 % of employees used camepsive occupational health services.

A bit more than 10 % of the NAO staff have workegtiéhfor more than ten years, and due to the
establishment of the new department the shareosktivho have assumed office during the year and
those who have served 1-5 years is quite big (Zhé043 %, respectively).

Figure 1. Length of service of NAO employees as of 31.126200

10%
16% 31% less than 1 year
m1to5years
6 to 10 years

over 10 years
43%

The vast majority of NAO employees have higher atioa — 92 %, whereof 21 % have an academic
degree. Only 6 % do not have higher education emdeat in the process of acquiring it. Quite a few
employees are doing academic studies to obtaindvisstr Doctor's degree — as much as 14 % of the
staff will soon complete such studies.

Figure 2. Level of education of NAO employees as of 31.12620

pending Master's studies

6% 14%

M pending Bachelor's studies

‘ 2%
completed Master's studies
‘ 21%

completed Bachelor's

0,
5% studies

H vocational or secondary
education

A slight change (4 %) towards the prevalence of memnoccurred in the NAO’s distribution of
gender. As of the end of 2006, 37 % of the emplsyeere men and 63 % women
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The average age of staff is 37 years and the aggpa@f 21 to 30 is the largest (38 %), followed by
the age group of 31 to 40 (34 %).

Kairi Klibarsepp
Head of Personnel Service
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1.9. Relevant aspects of the NAO'’s foreign relation s

Obijectives and policies of and persons respongiblreign relations were established by the
management in a document “Foreign relations oNA®” approved in July.

In the past years, the foreign relations have mdstlused on integration into the European Union,
participation in the activities of INTOSAI and EUAI. The NAQO'’s representatives began work in
two subcommittees to the INTOSAI Capacity Buildidgmmittee. In addition to close professional
relations with the European Union colleagues, tA®©Nbegan participating in a more active manner
in the activities of supreme audit institutiongfufd countries in 2006.

At the beginning of the year, the NAO was visitgdabdelegation of Moldovan Court of Audit led by
Ala Popescu, Chairwoman of the Court of Audit, vidazame acquainted with our experience in
becoming a modern public sector audit organisatomnther development cooperation was agreed
upon. The NAO was also visited by Rasa Budberdytmeral Auditor of th&lational Audit Officeof
Lithuania, Susan Westin, Head of Board of Auditors for NATGydey Vasiliev, Chairman of the
Court of Auditors for Leningrad Oblast and delegatof auditors, delegation of Constitutional
Committees and Legal Affairs Committees of the iBarént of Georgia and delegation of the national
anti-corruption committee of Macedonia.

In September, the NAO, SIGMA and European CouAuditors organised a final seminar in
Laulasmaa of the working group for auditing methadd manuals of new European Union members
and countries applying for membership, where tiaane participants from 16 countries. Summaries
were drawn up of the working group’s efficient warkseven years.

The Auditor General acted as head of delegatiomg@nnational seminars in Kazakhstan and the
Ukraine, which celebrated the"™ @nniversaries of the courts of auditors of saightdes, and in
December he participated in the conference of EURGSARABOSAI in Tunesia and in the

meeting of the liaison committee of the suprematanstitutions of the EU Member States and heads
of the European Court of Auditors in Warsaw.

An important event was the visit of NAO’s delegatio the Court of Auditors of Russian Federation,
where the heads of supreme audit institutions gfht®uring countries signed a Memorandum of
Understanding on the cooperation of the NAO anddbiert of Auditors of Russian Federation. For its
realisation, the NAO began making preparationgHerjoint analysis of the implementation of
agreements of economy of the two countries in thasaof transport and energy. Main topics of
discussion at the annual meeting of the represeasadf the supreme audit institutions of Baltic
Republics, Nordic Countries and Poland held in &anmncluded ensuring the quality of audit and
auditing of consolidated financial reports and lggaernments. In the framework of the cooperation
of the Baltic Republics, a joint meeting of thenegentatives of audit committees, state audit edfic
and Ministries of Finance of the three countries Weld in Vilnius, where experience gained from
cooperation and best practice were introduced.

In addition to longer international training cowgse various areas of audit in India and Nationati
Office of the United Kingdom, the NAO participatiedshorter training seminars of EUROSAI and
other seminars, including in events organised bgrsg committees and working groups. In addition
to the Capacity Building Committee, the NAO pagpaties in the INTOSAI working group for
environmental audit and privatisation audit. In $aécommittee of instructions for financial audit o
the INTOSAI Auditing Standards Committee, the NAQépresented by several so-called back-office
experts, whose duty it is to help the experts $pdloe characteristics of implementing internationa
auditing standards in the public sector. The NA@I$® a member of the EUROSAI Environmental
Audit and Information Technology Audit Working Grmaiand continues its activities in the EU

34



Financial Management Working Group with the purptasprepare an overview for the Parliament of
the administration and use of the EU funds.

In 2006, the NAO adopted an important decisionpgolyafor the position of the head of the INTOSAI
Environmental Audit Working Group as of 2008, whka team of the Canadian National Audit
Office retires from office. The Auditor General gaan overview of his vision on finding solutions to
future tasks in the meeting of the INTOSAI Envirental Audit Working Group in Vancouver,

where the candidacy of the NAO was approved unanstyo

Rein S66rd
Head of International Relations Service
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1.10. Overview of relevant economic indicators

(EEK thousand)
2006 2005 2004 2003
Balance sheet indicat(
Varad aasta I6p 22 988 22 656 23 621 22 550
Liabilities at the end of year 2 545 1266 1064 1038
Net assets belonging to st 20 443 21390 22 557 21512
budget at the end of year
Income statement indicat
Operdional revenu 333 12 50
Operating expenditure 50 327 35 431 33759
Operatingesul 49 994 35419 33 709
Financial revenue and expenditure X X 3
Other indicators
Average number of employees|(persoet 78 81
full-time equivalent)
Budget and its implementation indicatprs
Eelarve tuludenah 0 0 0
Implementation of budget reveijue 333 12 50
Volume of budget expenses 49 070 35516 34 008
Implementation of budget expehses 49 058 33953 33999
The amount of assets ncreased in 2004, as the ventlation and cooling system the construction of which had already started in 2003, was registered as

fixed assets.
Decrease in assets in 2005 is due a rise in the limit for acquisition cost of the assets registered as fixed assets from EEK 10 0000 to EEK
30 000.
Increase in assets in 2006 was mostly due to the acquisition of TeamMate auditing software.
Percentage of all commitments of the commitment for holiday pay to be paid at the end of year was as follows:
79 % in 2003
68 % in 2004
88 % in 2005
78 % in 2006

There was an increase in liabilities in 2006 due to the establishment of a new department (local government), the number of employees increased
and holiday commitments to be paid increased, resulting in a debt (EEK 417,000) for the TeamMate auditing software.
The difference between the report on the implementation of the NAO budget and the income statement is the result of the fact that the report on
tre implementation of the budget is based on accrued expenses, whereas the income statement relies on cash-based expenses.

The NAO does not usually enter revenue in the budget.

The revenue was made up by:
In 2004, insurance benefit accrued from the loss adjuster of IF Kindlustus for the elimination of a water accident in an office building

In 2005, non-monetary targeted financing of training expenses
In 2006, support from the State Chancellery in the framework of measure 1.4 project ,Improving Administrative Capacity”
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1.11. Report form for the implementation of activit  y plan for 2006

Area of 2006 2006 actual 2006 2006 actual 2006 2006 Explanations on the
activity/ prescribed expenses financing financing prescribed actual over- or under-
measure budget transactions | transactions budget revenue | implementation of the
expenses prescribed in revenue measure’s budget
budget

Total NAO’s 49 070 271 49 379 208 D 0 0 333 1p&lanned budget does
area of not recognise the
government sums transferred in

2005 and study loans
from which expenses
were made in 2006.

Total economic | 49 070 271 49 379 208 0] 0 0 333 1p8
control

Strategic objectives for 2006—2008 and their targdévels for 2006

Our objective divided into ten:

1. Provide as complete, systematic and independimtation as possible for the members of
Parliament on the use of state funds and assets.

2. State’s financial account is in order and adeura

3. Internal control system of the public sectorrgngees that the activities of the authority avefh
and sustainable.

4. Information systems of the state ensure thelyip@vision of necessary information for decision-
making or providing services for an individual.

5. Planning of state budget is based on the lomg-tdjectives of the activities of the state (auitlyp
and the process of budget preparation has becaile st

6. Programmes financed by the state reach thetolgeset by them with the optimal use of funds
and time.

7. State participation in foundations, companies mon-profit associations is purposeful, transparen
and effective.

8. The state uses accurately and in compliancethvtfieU requirements all potential support funds
available from the EU.

9. The NAO'’s performance audits cover large whates@roblems and provide feedback for the
Parliament.

10. Every audit must provide information directédhe future.

Current situation

1. The NAO has prepared an overview of the usepagskrvation of state assets. It also prepared an
audit report for the consolidated annual repothefstate.

2. The state’s financial accounting as a whole otbe regarded as accurate, as an assessment was
given to the consolidated annual report of theesting with comments.

3. The audit report for the consolidated annuabrepf the state gave an assessment on lawfulness
also with comments. Additionally, most financiabiés have identified bigger or smaller violations.

4. In the overview of the use and preservatiortatesassets, the NAO stated that coordinationef th
area of IT is poor and services are not directamtiaens. The NAO shall address this topic in aeno
thorough manner in 2007.
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5. Many performance audits have revealed that twer@o measured objectives assigned for areas.
Budget preparation process has not become statdeibe the principles have been partly changed
every year.

6. (also 9.) So far, none of the performance adwit® given a positive assessment to the audited
authority (considering the focus on problems, gasmewhat logical).

7. State participation in foundations, companies mon-profit associations was recognised in the
overview of the use and preservation of state ssaeteparate audit shall be completed in 2007.

8. The topic for 2007 is the audit of the use offigbids.

9. It can be said that none of the performancetabdive addressed a less relevant single issue.
However, there is room for development, as the sodphe problem is not the first selection crieri
(rather it is the acuteness of the problem). Howevend towards potentially wide topics can be
clearly seen. In general, the committees of thédPaent have been satisfied with the reports.

10. Based on the feedback surveys conducted arhermutited authorities, the NAO’s
recommendations are mostly relevant and can beemmgated. The information provided in reports
was regarded as new in less than half of the ¢as#ise same time it should be taken into accduatt t
the respondents were auditees who are generallaeglainted with the area and thus no information
is generally new to them).

Measures

1. Audit 49 070 271 49057640 |0 00 333 158| It was decided to not use the funds
for the renovation of the NAO
building until a clear indication of
the building’s fate.

2. Study loan 321568 P o |0 0

Overview of improving the quality of public services and development of organisation

The NAO began auditing the local governments, laedahe department addressing this topic and
largely filled the positions in it.

In order to improve the quality of audit, the irduztion of software for audit documentation began,
and an external expert assessed the process ahddself financial audit.

Stage | of digitalisation of audit materials wasgriehed, by the end of the project in 2008, all tudi
files shall be digitalised and made available ®ghblic on the website of the NAO.

The project of examining the NAO'’s history was lelned, digitalisation of historic materials.

Preparations started for the assumption of presideom the Canadian National Audit Office in the
INTOSAI Environmental Audit Working Group at thedeaf 2007.

To develop cooperation and make it more open, @sysf feedback from auditees was established.
Explanations on used methods

The expenditure budget for the measure “Audit” cextbe expenses of activities directly related to
the measure and expenses indirectly related to (eepport services), except for study loans written
off from the state budget and taxes paid on thetpeBses relating to study loans are recognised in
the measure “Study loan”.
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2. Auditor General's speech and response to the questions of a
member of the Parliament as well as published articles in 2006

Speech of Auditor General, Mihkel Oviir, to the Par  liament on 8 November
Distinguished President of the Parliament, fine Merbers of Parliament,

World media has mediated messages on the Goverroheloingary, where it is said that the
Government led by the Prime Minister have liedh public in several years about the actual
economic problems of the state; to preserve pawerGovernment has fed populistic promises to
people; just vegetated, without daring to carryrmetessary reforms in the social area, public
administration and other areas.

Naturally, the same question shall be asked over. low are things in Estonia? Is the Estonian
Government lying?

| am glad to assure the Parliament and the puldicthe Estonian Government has largely spoken the
truth in its report on the previous financial year.

The financial situation of the state is good ansl lix@en improving continuously. The state has
sufficient funds to cover all existing liabilitie&ccrual of revenue has improved. Expenses have bee
made in the prescribed volume.

These conclusions would be impossible without thresolidated annual report 2005 of the state,
which deserves some recognition. Today, this rapargiting for your approval as the next item on
the agenda.

Irrespective of the comments made by the NAO,ritlva said that the consolidated report submitted
by the Government is gives a better overview amddse informative than in previous years.
However, without doubt, there is still much room development.

First, the report should be submitted in springs Hlready 8lovember 2006, you shall approve the
2007 budget very soon. And yet the report put leefoday you is for the year 2005.

This raises a question — can the Parliament usértfurmation in a useful manner? It does not seem
so. Furthermore, the report has been submittedriaraer that needs special knowledge for
understanding.

Reporting in Estonia can be hastened and made measenable. For this, the number of independent
accounting units should be reduced.

The consolidated report of the state covers thiedmors of almost 1,700 units, local governments
form a vast majority of them. Independent accountsnoften maintained at the level of school,
nursery school, etc. This is not reasonable.

The organisation of accounting in Great Britainldaserve as an example, with less than 1,300
accounting entities being consolidated into theuahreport of the state.

Likewise, Scotland that can in some way be comptrdtstonia, provides a good example. The
number of accounting units over there is only al2@. We have almost nine times that amount!

However, a solution for the local governments spakquired in order to achieve significant

improvements in the quality of data and transfereslts. The state could provide them a possibility fo
centralised accounting.

39



My conviction has been clearly supported by aysi#tsormed by the NAO in local governments since
the beginning of this year. We have identified marmprs but these have not been the result oftdirec
malicious activity.

90 % of the local governments in Estonia are vergls They have a hard time finding and keeping
accountants, information technology experts, lagyard other specialists with good professional
training. There are not many of such people ancetizeno point in being angry at local governments
because of the lack of these people because thikprabably be none.

And as long as we have a country full of thimbteesi rural municipalities, the state should provide
support for them in the normal implementation otaie functions. Because if a piece of music has
been written for a symphonic orchestra, it canb®oplayed with only a zither and a comb and paper.

Honourable Parliament,

State budget is a joint treasury collected in gt of the work of all taxpayers. And allocatioin
funds from said treasury should serve clear pugpoRaus, the first sentence of the consolidated
annual report of the state is very accurate.

| quote: “One of the principles for good public ddistration is that specific objectives are settfe
use of state funds, the compliance with which cdnddneasured later.” End of quote. However, the
paradox lies in the fact that it does not becomeéesu from the consolidated report whether the
objectives set for the year have been met. Thatelpes not give an overview of the performance of
activities.

The fact that every kroon should be valued hasrbecgery important in my eyes in present-day
Estonia. In a situation where the amount of moneyegases we should not give in to the temptation to
distribute it extensively. On the contrary, we ddazonsider very carefully how we could offer more
with the existing amount.

Dear audience, fellow taxpayers!

In the near future there will be discussions on bowmprove life in Estonia and reasonably use the
taxpayer’'s money, thus | shall list some areasdhaivorth discussing seriously so as to handle the
taxpayer's money in as reasonable manner as pessibl

Furthermore, | suggest you abandon current pemeptn the discussions and let your thoughts roam
freely, however radical it may seem to you.

In relation with medicine, for instance, all we hesthat this area needs more money. It is prgbabl
really needed for something. But | call on youhimk of what we could do better with the existing
funds.

For instance, is our hospital system reasonable/®d would be reasonable to provide complicated
inpatient treatment in three or four large hospjtalhere top specialists, operating sections amer ot
equipment work 24 hours a day — in three shiftsyigiing the maximum level of occupation and
effectiveness?

As a balancing factor, outpatient service woulcailable also in smaller centres all over the
country.

The need for the nursing care service shall prghaltease too, because our population is ageing. |

might be possible to partly alleviate this probleyreorganising existing small hospitals, and partl
by entry into the market of new service providers?
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When addressing all these issues that need disgusei can not close our eyes to the fact that the
number of workers, including medical staff, decesafkead our audit report on this topic.

And we must decide, otherwise real life shall md&eisions for us. When we miss the right time, we
lose the chance to influence processes.

Relying on these facts, we have only one more itapbichoice to make — whether to endlessly
allocate money for fighting the consequences, ant 8b fight the causes.

In other words — is it reasonable to continue ¢buating to treatment, or would it be reasonable to
contribute to the fact that people would be heaithihd would not need as much treatment.

| believe that the time is not far when taxpayaksrtg care of their health shall ask — why do lehty
pay for the treatment of a person who drinks, sre@hel ignores the rules of healthy lifestyle.

| see the important are of work for the state ionpoting healthy lifestyles, healthy nutrition ofdyo
and mind. This brings back and, all in all, helpsave the taxpayers’ money and the most expensive
resource of all — people. This is our future dii@tt

In addition to contributing to taking care of héakeveryone in Estonia should contribute more to
preventing potential accidents. For example, feik® fire accidents. By the proportion of fires and
people killed by fire, Estonia is currently in tiverst state in the European Union.

Last year, the number of people killed by fire wiasre than six times the amount per 100,000
inhabitants than in Finland. The number of firegsgtonia per 100,000 was more than three times the
amount in Finland. More than 700 persons have k#lex by fire in Estonia during last five years.

In my opinion, the problem in Estonia does not fisen the lack of officials of the rescue servibat
from the fact that irresponsible people creatédarmuch work for them, meaning that there are far
too many fires in Estonia.

Here, the people’s own responsibility plays a kag pOnce again, more attention should be drawn to
prevention, so that it would be possible to foasslon reaction. This is all related to taxpayers’
money. Thus — complaining about the state is niicgntly justified, because every person must be
responsible for something.

However, the state should use the levers in detrand more systematic manner, so as to direct the
citizens to the path of reasonable behaviour.

For instance, the number of people that could faimost two Parliaments is killed in traffic acciden
in Estonia every year. Yes, fortunately, it is mtran twice less than 15 years ago, when nearly 500
were killed each year. But let us not forget thiberisands that become crippled in traffic and
accidents at work.

We must set clearer objectives for improving thaligy of human life and finance the compliance
with said objectives. Our objective should be tordase the number of people killed or injured by X
figure or per cent, compared to the situation todflg must set measurable objectives. The word
“indicator” does not sound badly if it is used reaably.

Dear audience,
Now back to evergreen topics. Every year, stangfirigont of you, | must mention that the state does

still not have a clear real estate policy. All vee ss that its completion is continuously put gig
Ministry of Finance’s next deadline is in Februarpu all know very well what it means.
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This year, the NAO observed more thoroughly howstlage rents premises for itself from outside. It
became evident that state authorities have rented than 270,000 square metres of buildings and
rooms from companies.

This area put together is more than 11 new art omasevith all rooms and halls. 60 % of it is rented
from the Riigi Kinnisvara AS, owned by the stated @0 % from the companies of so-called real
private sector.

Absence of a clear real estate policy has resuitéue fact that office premises are rented from th
real private sector for ten years or even a lopgeiod, sometimes with a guaranteed lease period of
years. This complicates the cancellation of comnifaseeds should change.

Such behaviour is especially hard to understanchwdi&ing about leasing rooms to an authority
related to the permanent functions of the staieh si3 security, area of rescue.

When these lease contracts expire, new premis@stbde found or continue renting the current
premises under the terms and conditions of thelefsave ourselves had invested in real estat, th
buildings would also be in our possession.

We should look at things in a long-term perspectineggeneral, we should avoid a situation, where
premises are rented for the discharge of permdnerations, instead of building or buying.

However, if the premises are needed for a shdney, it may be reasonable to rent them from the
private sector instead of building them yourselfely case should be regarded separately.

| shall not retell you the so-called Kalevi andiBelbuilding case, this is thoroughly describethia
written overview presented to you. But a lot candagned from this case for the future.

This means that all such processes have to beptreer, they should have a beginning and an end.
For example, it should be clear who is respondiii¢he initiation, who worded the need and how.
Who, and on the basis of what, decided that somgttiould be done in one way and not another?

It is clear that businessmen are interested ircdinéract that is the most useful for them in a kergn
perspective. But here, the state should not fabetit the protection of its interests if it wishede a
partner that can be taken seriously.

There are cases where the premises shall be agdugieand only then the development plan for the
authority shall be drawn up.

An expressive example here is the Estonian Pulelici& Academy, whose development plan still
remains unprepared. But that did not keep the Nénisf the Interior from applying for a permit from
the Government to conclude another lease conffacs, the state would have entered into a long-
term lease commitment, the need for and prudentevafuld have become clear only later.

This expenditure was cancelled, but the relocatfdhe Estonian Public Service Academy into
updated premises is still on the agenda. Perhapsuld be reasonable to relocate into the lot of
Kalev, perhaps not. A decision can only be madth@topic when all options have been analysed
and the vision has become clear.

Dear audience!
One of the permanent concerns of the NAO deals atisontal cooperation. In Estonia, such

problems are amplified, especially where co-openais required from Ministries the heads of which
belong to different political parties.
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Last autumn | said that the so-called 11 kingdoffeseis increasingly spreading — individual
Ministries conduct business as they see fit andaldolerate anyone entering their playground.

We saw its fruits in spring in relation with maripellution. By the way, the national pollution
abatement plan that was supposed to be prepardx byinistry of the Interior already a year ago, is
still not in existence. We also saw the Ministrifight over the surplus stock fee act and it has
continued like this.

In Estonia, we avoid putting the word “responsipilin writing upon adopting decisions. But we talk
about coordinator, general coordinator and so on.

What does it mean?

Mostly, it means that we point at each other armbsgary decisions are not adopted or implemented
as no one feels they are responsible for it.

A distinguished manager of one of Estonia’s laggenpanies recently mentioned in a seminar that all
employees who talk about coordination instead gfpeasibility is sent back from is doorstep. We
need definite persons responsible for activities.

So, for example, no one felt responsible for flilfg the two objective set by the Parliament — heac
the rate of 2 % for biofuels in the area of tramspg the end of 2005.

None of the ministries (the Ministry of Economicféifs and Communications, the Ministry of
Environment, the Ministry of Agriculture) agreedtake the responsibility for achieving the objeetiv

They rather explained why the ministry in quessbiould not manage the process.

| hope that the tasks and a clear responsible petsall be assigned for the biofuels programme
submitted to the Government by the Ministry of Agiture in December.

At the same time, everyone wishes to build his pwmncipality, everyone develops his own program
for the administration of documents, purchase®Wis means of flying, creates his own registers,
invents his own bicycle.

In form, we sort of have an e-state. In reality) g@e how people are herded around in a most
frustrating manner, instead of using the data afatmation technology in the possession of theestat

In e-state, all provided services and movementfairimation should be reviewed and necessary
amendments made. But who shall be responsibléZor i

Honourable Parliament,

My experience shows that things start to functidrema specific person has been appointed to be
responsible with everything he’s got, figurativelyeaking.

Here, the organisation of the Estonian governmgstes is also very important, precisely — clear
differentiation between political and administratievels. The responsibility of the Chancellor ahd
the Minister should be established very precisely.

With us, this responsibility is very different byildstries, and dependent on persons. In my opinion,

the Ministers as well as the Government as a wlaoéeactually overburdened with all sorts of
administration and odds and ends.
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We should let the Ministers create visions and npakieies and the officials administer and take
responsibility for the use and accounting of funds.

The case that got the attention of the Land Bazad,also refer to a substantial problem in theesyst
of responsibility and supervision.

A duty has been imposed on the Minister of the EEmment to decide on the exchange of land.
However, it is evident that the Minister can nolivdento the contents of each case. | apologise, if
Villu Reiljan could do it.

The Ministers should be relieved of signing pae® making decisions if they cannot be responsible
for their contents. It is especially topical in easvhere there is an office in the Ministry’s aoéa
government.

Offices are states within state, the Ministriesrmyecompetent enough or do not have the streogth t
perform supervision over them.

A curiosity of its own is the wrangle between thanlgtry of Defence and Headquarters of the
Defence Forces that has been going on for yearsvaete the Ministry of Defence has not managed
to put its foot down.

Having spent a long time as the Secretary Generahé Ministry of Justice, | cannot imagine a
situation where the head of the Prison Board wbalkkt gone and filed a complaint for the Minister of
Justice.

The Ministry of Defence is clearly responsible di@fence policy and all area of defence before the
Parliament and thus also in the eyes of the pedple Ministry of Defence must become clearly
aware of this responsibility and strongly interféfenecessary.

Otherwise, there may not be an end to embarras#ungtions as that related to this year’s sea garad
where the expenses exceeded the prescribed expgmnsegeral times and funds were looked for
retroactively. Or a situation, where in a subuithe military, the funds allocated for the yeavages
have been spent by September.

Ladies and Gentlemen,

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.

Currently, the partner of the NAO here in the Ranient is the Budget Audit Committee, nin the status
of a special committee.

European top experts in the area of audit haveapeelpa report on the National Audit Office of
Estonia, where they emphasise that the Audit Cotaeif the Parliament needs more weight and
reliability. To this end, the experts recommend imgkhe current special committee a permanent
audit committee.

Increasing the significance of the work of the agdimmittee of the Parliament would help to
demonstrate to the public the actual work of theignraent and reduce the number of people who are
sceptical about the parliament.

It is a specific opportunity available to the autbitnmittee to become the main driving force in the
actual protection of the taxpayers’ interests keyRlarliament. This is common practice in Europe and
both Lithuania and Latvia have followed down tread. Unfortunately, it is not yet the case in
Estonia.
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The fact that the NAQO’s audit reports are worttdieg was also confirmed in the press last week by
businessman Rein Kilk who, as you remember, botgh¥Werol factory, where nearly 200 billion
kroons of all of our money is buried.

Kilk said, and | quote: “For me, the report of tHAO was a crib sheet for privatisation. | realisedt

if 1 will avoid the mistakes described in the refptihe company shall make a profit in no time.” Erid
quote.

Dear audience,

TV journalist Urmas Ott usually ends his shows sgyhat in the next show there will be another
person sitting opposite him and the discussiontvdla completely different one.

| do not know if there will be other people sittihgre in front of me one year from now, but | cap s
from previous experience that the discussion vatldefinitely be a different one.

| thank the composition of the Parliament endisgerm of office for a pleasant cooperation!
Thank you!

And many happy meetings with voters!
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Auditor General's reply to written questions of Mar k Soosaar, Member of
Parliament, concerning the transfer of a buildinga  t Esplanaadi 10 in Parnu
along with the state’s investments in it

Mark Soosaar, Member of Parliament, submitted the dllowing written questions to the Auditor
General:

1. How to justify the transfer of state investmentthwiut liabilities made for the construction of
Parnu Museum of New Art , so that the Museum ofcbrild exist in the same registered
immovable after 1 September 2007?

2. lIs it not about needless spending of the fundstdpethe state?

To respond to the submitted questions | acquaimtgself with the documents appended to the letter, |
also asked the Ministry of Culture and Cultural Bwchent of Estonia to provide materials concerning
the allocation of investments for the Parnu Musediltdew Art.

With the commercial lease contract concluded i99.1.992 the Office of Parnu City Government
commercially lease a building complex at Espland@dn Parnu to AS Chaplin for free for the period
of 15 years. Pursuant to point 3.2.3 of the cotitthe tenant had to, upon the expiry of contracite
termination before the prescribed time, restitheegroperty to the lessor of property in the satags
he received said property, taking into account r@bmear and tear. Pursuant to point 4.1.2 of the
contract, the lessor has a right to transfer legsegerty in a condition that the right to trandéased
property derives from the legislation valid in Republic of Estonia. Pursuant to point 4.2.2 of the
contract, the tenant has a right to apply for aglete purchase of leased property under established
procedure. The contract (p. 4.2.8) provides fortémant’s right to use the preferential right toen

the contract upon the expiry of the term of cortha¢he condition that he has complied with the
terms and conditions of the commercial lease cohimarequired manner.

According to Parnu City Government, there wereeffants in the building as of November 2005,
among these the largest area was used by SA Parseuvh of New Art, who uses the premises for
free.

With the decision of Parnu City Government of 162006, it was decided to transfer the registered
immovable at Esplanaadi 10 by written public auttihe special condition of the contract of sals wa
that the said registered immovable is burdened avitbmmercial lease contract.

The state through the Ministry of Culture and CradtieEndowment of Estonia as a legal person
governed by public law have supported the developmieParnu Museum of New Art as follows:

1. The agreement of targeted scholarship concludedeeet Cultural Endowment of Estonia and
Parnu Museum of New Art in 1998 provided for theedtion of EEK 38,000 for ordering the
draft project. In 15.12.1998, the Museum has ptteska report on the purposeful use of the
received funds.

2. Pursuant to Regulation No. 58 of the GovernmenhefRepublic of 14.02.2001, the
investments allocated in 2001 state budget fobtlugets of rural municipalities and cities
were distributed, pursuant to the added distrilputie City of Parnu received EEK 1,000,000
for the Museum of New Art. The Regulation of thev@&mment of the Republic provided that
the regional treasury shall make a transfer tdthleler by contract on the basis of the local
government’s payment order. Valid legislation did prescribe for concluding agreements
with recipients of investments allocated from ttetesbudget, which would establish the more
precise terms and conditions as well as respoitgibfl the use of investment.

3. Pursuant to the agreement on the use of apprapriiiom the state budget, concluded
between the Ministry of Culture and Parnu City Goweent in 08.03.2005, EEK 500,000
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were allocated for the construction work of Parnuskim of New Art. Pursuant to the
contract, the recipient of the appropriation agriedse the appropriation purposefully and
upon failure to use the appropriation or usingitthe purpose or terms not established by the
contract, repay the appropriation in full. Accomglito the report submitted by Parnu City
Government, EEK 255,000 of the appropriation friwa state budget was used on design
work in 2005. According to the explanations proddie the letter of the person submitting the
guestion, this comprised preparation of workingndngs and stage Il of technical project of
reconstruction the building at Esplanaadi 10 tabart museum. According to the data
received from the Ministry of Culture, the resttioé funds were used in 2006, but if the
museum should be relocated from Parnu, the Minestpfained that the unused funds shall
not be paid to Parnu City Government.

On the basis of the above, my points of view are &sllows:

City of Parnu as the owner of the property haglatrio decide on the disposal of its assets,
incl. its transfer, under the procedure establighethe council. In the case of transfer of
assets, the concluded commercial lease contragisrsmain valid. Possibility for the transfer
of rented assets was also provided in the comnideeise contract concluded in 1992.

I do not consider it possible or necessary to asbespurposeful use of funds allocated by the
state for the reconstruction of the building atlBspadi 10 in 2001. The Museum has had the
possibility for several years after constructiorrkvim operate in the building and the
mentioned investment may be depreciated by now.

If the project for reconstruction of the buildingEsplanaadi 10, completed for state ‘s money
in 2005, remains unused, the use of state fundbéders needless. However, as the funds
(investments) allocated by the Ministry of Cultared Cultural Endowment of Estonia in

2005 have been used purposefully, according tortgpes the promised design work has been
completed, the legislation and concluded agreentnteot provide for the possibility of
reclaiming the spent sums. | would like to add thatNAO currently audits the use of
investments allocated to local governments fronmstage fund and considers submitting
motions to amend legislation or the form of agresihoencluded with the recipient of
appropriation, so as to specify the opportuniteeséclaiming the allocated funds.

Upon deciding on investments, the Ministry of Crétshould have paid attention to the fact
that the Museum operates as a lessee and the dedatommercial lease contract shall expire
soon. Although the 1999-2005 Development PlanterGity of Parnu prescribed the
renovation of the building at Esplanaadi 10 andntie 2006—2015 development plan
prescribes the construction of Parnu Museum of Kewwithout mentioning a specific
address), the Ministry should have been sure tieabuseum shall still be operating after the
year 2007 in the premises which the investmentapaiied and allocated for. Current result
is that state funds have been allocated for a ingjl¢preparation of project), the further use of
which as a museum is not certain.

| would like to give brief responses to submitted gestions:

1.

I shall not form an opinion on the justificationtbe decision of Parnu Council regarding the
transfer of the registered immovable at Esplan&@dl ocal government as the owner of the
property shall decide independently on the issakeged to its assets.

The state must thoroughly consider the objectsvfdch it shall allocate investments from

the state budget. | share your concern that tticheently not been done in a sufficient
manner. Local government’s right to freely use disppose of its assets should not lead to the
unreasonable use of state investments. Upon dbbmcat state investments to local
governments, the state should take measures widaldvensure that the actual objective of
the investment shall be met or, if that does nppka, the investments shall be returned to
the state. If the project for state Il of reconstion of the building at Esplanaadi 10,

47



completed for state‘s money, remains unused, EEX(@® paid for the project have been
spent needlessly.
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Avrticle of the Auditor General in “Postimees” on @@tober

On the back of the tiger, the benefit of e-state mu st reach everyone

Mihkel Oviir writes that Estonia could be considi&msiccessful in the development of information
society, but also reminds that IT is not an objechut means for bringing the state closer to pedpl
the state does not address this issue, the tiges lts ability to leap.

* k%

Most of us have probably complained when dealing die state or local government that people are
herded from one authority to another — collect apgis for an applications, receive documentation.
Data printed on paper from the electronic systemnaf authority has to be taken into another, where
it will in turn be entered into a computer prograrhis is extremely slow and characteristic of agrap
state, or P-state not E-state.

For example, in this late spring, Tallinn City Gowament demanded that citizens who wished to
purchase free land bordering their registered imabt®; would submit an application on paper and
accompany it with the copy of their passport andaex from the land register. Yet, the information
given in these documents is available in the cedatbases of the state. Why the citizen had to
resubmit all data already known to the state antldsdhimself with making a copy of the passport and
obtaining an extract from the land register?

The purpose of this example is not to reproactCityeof Tallinn whose level of IT is one of the bes
in Estonia. It is just an example of a situatiorhot the actual IT-opportunities of the state ae n
used for the benefit of citizens. Estonia is techlty ready to provide a very good service butitsg
stuck in the officials’ convenience and wrong wéytinking, the last piece of the bridge that would
lead e-service to the citizen is still missing.

This is also confirmed by a recent audit of the NA@rformed in cooperation of E-Governance
Academy. The audit addresses the state supporideibto local governments upon the development
of information society, it also examined the oppaoities of people in rural and urban areas and thei
wishes to use the benefits of information society.

Yes, Estonia can consider itself very successftthéndevelopment of information society. Not only
because we have managed to give this impressidhdaest of the world with our successful
initiatives: we already have a million ID cardsglections, bringing libraries online, public access
points to the Internet, public WiFi, etc.

The signs of success comprise also the amountopi@esing computers and the Internet — 60 % of
inhabitants according to the survey of Emor cardetthis spring — and a fixed position of online
banking in our everyday life. Another significaatt is that this year, over 80 % of people subngtti
the income tax return completed it online and oaiefgums were returned to the people who
submitted the income tax return online within foeys. Here, Estonia is an example for the entire
world. But ...

Digital gap widens

The NAO still worries because in our opinion thatstshould take significant and strong steps in
order to prevent our tiger from turning into a ldaynging animal and keep up the current
development rate. We should keep in mind what kas Imentioned in the European Union
information society document i2010: approximatetyuarter of the growth of the Union’s gross
domestic product and 40 % of the increase in pribpdtycis due to the implementation of information
and communication technology.
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Although the number of owners of computers andri@eusers has increased in Estonia over the past
five years, the digital gap between urban and twwakeholds continues to grow. In terms of Internet
connection in urban homes, Estonia is near theageeof the EU countries. The number of
connections in our rural homes, however, is ong tleiss than in the city.

In North-Estonia, 49 % of homes have a computerd#h%h have connection to the Internet, in North-
East Estonia, however, the respective numbersrdye30 % and 24 %. At the same time, nearly 40 %
of households considers it too expensive to buynaputer and acquire an Internet connection, or
doubts its purposefulness.

This is due to the costs accompanying the estabésh of Internet connection, over 60 % of
households without connection considers them tgb,tas well as technical difficulties with data
communication in low density areas.

The situation should improve significantly afterpl@mentation of the “KiilaTee 3” project launched
in the preceding year aimed at providing Intermetnection to rural population. The state alloc&ed
million kroons for that purpose. By the end of guieject, direct connection to the Internet showdd b
available in almost all rural areas on the condgispecified by the state.

According to the Eurostat, the statistical offi¢gle European Union, more than one third(37 % or
about 370,000 people) of Estonia’s 15—74 year olufation does not know who to use the computer,
more than 100,000 of them would learn it with thpmort from the state.

Thus, we have a lot to improve in our general l@felomputer skills, to catch up with the Nordic
Countries where almost nine people out of ten t@ady use the computer in a minimum level.
Estonia with its two thirds is on the average lenfethe EU but that should not satisfy the ambieu
tiger.

Therefore, the NAO made a recommendation to thedtéinof Education and Research to organise in
cooperation with local governments a free trairfolgcomputer and Internet skills for 20,000-30,000
people a year in the period of 2007-2010.

At the same time, Internet connection and compmkidlis do not automatically reduce the gap
between urban and rural households. The usefulogesople of e-services provided on the Internet
shall become decisive as well as people’s abttitiyandle things over the Internet. The third facgor
the expenditure accompanying the Internet. Thestrts to decrease when an individual feels thet th
profit of Internet is larger that expenses on it.

Who is responsible?

Even development of information society for alizgns shall hopefully be one of the issues that wil
find a place in discussions held on the future stbRia. Also, | hope that Estonians can learn ftioen
Brits who years ago took the management of devetopof e-state into the level of the office of the
Prime Minister.

In the Estonian system of coalition governmentsm@irdstries, the ministers do not generally want to
interfere with each others playground. There ameestor whom the topic of information society is not
attractive enough; and some who find that IT iggp®rt function and should be addressed by each
office separately.

Thus, we see the usual problem in Estonia — evémistry looks at the issue only from its own pdint
view, there is lack of initiators and responsibéegons.

The Ministry of Economic Affairs and Communicaticeddresses the information policy and

development of e-state. Local governments aredratba of government of the Ministry of the
Interior. But whose concern are the developmertdal information society, addressing the local
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governments’ needs for information technology arabfems? Unfortunately, the local governments’
own concern.

At the same time, local governments provide anredt of 70 % of public services. Most local
government authorities have been able to acquidemocomputers and have a reliable Internet
connection.

However, it has not always been considered thahfeemation technology solutions should be
compliant with the national information system®mder to publish as much of the activities of the
local governments through these solutions as plesaitdl that the solutions should enable the citizen
to use as many of the services provided by thescénd rural municipalities as possible through the
Internet.

So it must be admitted that most local governmienEstonia are not capable of handling
independently all the information technology talskfore them as well as duties imposed by the.state
Only in local governments can you return a form dimaded from the website, after completing and
digitally signing it. By the way, the strong leadenong local governments is Tartu City Government
who, in the course of the audit, could offer 14etyf proceedings in digital form.

There is a lack of IT specialists in rural areassitocal governments work separately, without
coordinating their activities with the others. Tiate has tried to justify its relative inactivitythe
area of local governments by stating that inteeanivould violate the local governments’ principle
of independence. Local governments disagree. Ondheary — national local government
associations are of the opinion that state suggrattcoordinated cooperation for the support oflloca
governments is necessary.

IT is means, not objective

Logic of development of information society, e-seeg and e-governance should make us realise that
IT is not an objective on its own but means andoofymity to make the use of public services simpler
faster, more efficient, more convenient and bétiethe citizen.

Already now the law requires the state to basetbeision of public services on the fact acquisitio
of service of both citizens and businesses wouldheap, simple and convenient. How this
requirement is complied with can be seen from éadividual’s own experience.

| firmly believe that citizens should stop authiestand officials from herding them around and
require them to resubmit data that already existhe state’s databases. | call on everyone t@gtrot
in cases where someone will once again try to firee to handle things in a traditional P-manner —
by carrying papers around and running from on w@fim another. It is the job of officials to gathe
necessary information.

There are also positive examples on the compliaiitethe last principle: transfer of the parental
benefit and family benefit application procedur®ian electronic format released more than 200,000
parents from the obligation to obtain up to sevapgr documents from different authorities, while th
officials were released from the duty to verify amder the data from these documents. Unfortunately
these are still exceptional examples.

E-state is always there

Recently, there have been complaints about how atahorities keep leaving rural areas, the presenc
of state decreases, etc. In my opinion, such cdniptais based on a wrong prerequisite of how the
presence of state should be indicated by the existef a department, branch or other representation
of a state authority in the centre of county. Ytk not the authority’s physical presence that is
important but the fact whether a person can saly@toblems in a most convenient manner.
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Yes, several state authorities have optimised #trictures without mutual coordination in a wagtth
you have to travel from Viljandi to Tartu to takare of something, to Parnu to take care of another
and to Tallinn in order to take care of a thirdigem.

This is confusing but there is a very simple solutio this problem. Namely the use of information
technology makes it totally irrelevant where on@wother authority providing public service is
located.

In Estonia, things should be organised in a waydkiaryone could express from his home computer
or local government’s service point his wish toetige a public service or another. All the rest —
collection of all sorts of approvals, data, etcusing the information systems and databases of the
state — is the concern of the state or local gowent. This would be the so-called one-window
system, where an individual submits his e-applicatind receives the response, the result at the sam
place.

And the people who live in remote rural municipatcan always turn to help to their rural
municipality centres if they have an activity tafoem, they do not have to travel to a faraway dgun
centre or to the capital so that officials coulddghem running around.

This leads to a situation where the citizen feletsgresence of the state irrespective of his ctrren
location. E-state will help us provide a feelingloé presence of the state for citizens in a faremo
better way than through the on-the-spot existemeerepresentation of a state authority.

Thus, by supporting the development of people’spater skills and establishment of a cheap and
available Internet connection on the one hand bgnoroviding a good public service electronically
on the other hand, we can significantly allevi&te problems that are currently acute in rural areas

Certainly, it does not mean that all services efdtate and local governments could be made alailab
online as of tomorrow. But we have to start somewhdnfortunately, there is still no analysis on
which services, when and to what extent shoulddeel electronically.

The medium tier of the European Union has alredudygen 20 principal public services, which should
be made available online among the first. It hae defined the four levels of the provision of e-
service, from the dissemination of service-relatddrmation at the website to the fully electronic
provision of the service.

Therefore, the possibility of transfer of all pubdiervices to e-services should be analysed. Upon t
development of e-services the needs of potentekushould definitely be examined. By making the
most frequently used public services electronicallgilable before others, the citizen gains thetmos
This would enable to organise the information managnt and exchange of the authorities in such a
manner that everyone would be able to provide ¢ineesl e-services in a couple of years already.

People waiting for e-service

Research Centre Klaster identified that people bothe country and in the city are ready to use
various e-services provided by the state, people hgositive attitude towards them. People think
that e-services save time (86 %) and money (46HéY, help to acquire required information in a
faster way (74 %), also more information and gyatiformation (36 %) and these provide an
opportunity to better reconcile family and worlelif31 %).

Henn Sarv, one of Estonia’s most famous promotersfarmation society and IT experts, has
superbly worded his objective in using informatienhnology — the objective is to help an individual
with means of IT back to the nature and natural efdife. Sarv emphasises that use of the
information technology provides an opportunity &es us from routine work and focus more on self-
discovery, learning and being creative.
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It cannot be ruled out that the thorough analysmuarent public services will promise to eliminate
hundreds of actions or thousands of positions tpemntroduction of e-services. People shall be
relieved of performing such duties that can beqreréd by machines: this enables to save human
resources for tasks only completed by a humaniledgating the problem of the lack of workers
haunting Estonia.

Let us use these opportunities. And lets us beyhtygt our problems are what they are — totally
trivial and simply solved compared to the troul@éghe rest of the world.

Opinion
Henn Sarv, IT expert:

In his article, Mihkel Oviir has focused on a vémyportant part in our IT and e-development. We
have been successful but we do not use this suftdisand it does not reach everybody.

Digital gap is largely do to people who communisatgth the state or local government only once a
year. He does not feel the need, does not seerabiems, does not learn and does not put pressure o
things. Those communicating with officials everydeave found a long time ago the scarce but useful
ways to handle things in the Internet.

| have seen the other side of e-services. Uporetfistration of vehicle, | had the opportunity geu
the e-service of Estonian Motor Vehicle Registratentre and | saw how strange it was from the
other side: e-forms, contracts and other peopl@@néed on paper, the same with digital signatures
afterwards their value is zero, and further prooegsiare still carried out on paper. Technologykis

a facade, e- converted back to p-proceeding.

In Tartu, many proceedings have been transferredstrvices. Unfortunately, people and other local
governments are not aware of it, or why the e-fopnepared in Tartu are used so little elsewhere.

I have made recommendations to direct some of giréj@ds into publications. A little leaflet in
every local government, introducing the existingyg®s. And on paper, because e-services have to be
described to people who do not use them, not tplpagho use the Internet anyway.
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Article of the Auditor General in “Eesti Paevalebf’25 October

Allocation of money must seem fair, too

Investments allocated to local governments fronmsth&e budget is a topic in relation to which the
officials in your discussion group shake their regdwith an all-knowing expression on their faces,
and politicians giggle meaningfully.

During the last months, this topic has acutely baéron the agenda again as a result of a diseussio
spread in the media whether there have been atdmptibe electors by promising to allocated
investment funds for them. Potential promise tocgte money was disapproved by both the Prime
Minister and Chairman of the Finance CommitteehefParliament.

| as Auditor General do not have any evidence ppett the attempts of bribery, but | can assure tha
the current system for the allocation of investraéstnot transparent. And that gives rise to dqubts
whether justified or not. All doubts damage theessareliability in the eyes of citizens.

In 2005, 1.3 billion kroons was allocated alonghwatipplementary budget for investments for local
governments, in 2006, the amount was 1.2 billi@oks without the supplementary budget that was
still being processed. Most of this amount (80 %2005 and 66 % in 2006) is formed by European
support or its co-financing, allocated mainly fréime budget of the Ministry of the Environment.
European Union support and its co-financing ispaegte topic | will not address here. The largest
amount of investments aids regarding which no gheacedure can be found in laws or regulations is
allocated from the budget of the Ministry of Cuéur

How allocation really works?

Pursuant to procedure established by the Minidt@utture, rankings in counties compiled by county
governments based on the local governments’ apiglitaform a relevant basis for the allocation of
investment aids. In 2005, the Ministry of Cultutgported a total of 134 cultural or sports objdct o
local governments with the investment aid amountin$y43.7 million kroons.

What is significant here — only a quarter of thgeots that received support ranked among the top in
the list of the county. Further, a quarter of thgots that received funding were objects for whiah
county governments and local governments had stdumib applications to the Ministry of Culture in
the period 2000-2005. Thus, for an incomprehensésdson, millions have been granted to objects for
which rural municipalities and cities have not égqblfor!

This year, there was a case in Hiilumaa that nomupyas allocated for the sports building of
Emmaste that held the second place in the counigmg, but the funds were granted to the Kéardla
Music School and Kardla cultural centre that westhlway down the list and did not expect the
support. Although a respective decision had beeptad in the Ministry of Culture at least in
September of the previous year, Emmaste Rural Npadity only found out about it in January this
year during the Minister’s visit to Hiiumaa.

How does the Ministry of Culture choose the loaalgrnments’ community cultural centres, sports
facilities, stadiums, libraries, etc. it decidestlocate investment aids to? In addition to those
favoured by rankings, funds are also allocatedbfeats considered as priorities of the Ministrygan
some more are included in the investment list @nbidsis of the applications of larger cities.

The rest, which formed over one third in 2005,sakected in a rather interesting manner — the
Ministry of Culture calls them “the objects of tRarliament”. In reality, the Parliament does naipd
decisions here. However, this list is compiled liyy $uggestions made by faction members of the
coalition currently in power and it is not discu$ssg voted on in the plenary assembly of the
Parliament. Thus, these decision cannot be cdiledé¢cisions of the Parliament or political decisio
as politics require forethought and analysis. Tilezation of money is currently carried out on
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random basis, no analyses have to be submittatidee objects, neither is it necessary to prove tha
they actually need the money.

When a group of representatives of people have itedha list on the basis of their considerations, i
will be communicated to the Ministry of Culture wisathe formal performer of allocation of money
through the Government. According to the MinistfyCallture, last year, the distribution list of otige
was sent from the Parliament via e-mail. So itdsgible to pretend that in the case of some objects
funds were allocated by the Ministry of Culture,emas the latter points to the direction of the
Parliament.

Last week, in the special committee of the Statég@t Audit Committee of the Parliament, the
Minister of Culture stated in relation with the called objects of the Parliament that she shall not
make any comments on it, thinking that said add#iare made in the influence of a democratic
process, to which one committee member exclaimé avi ironic smile: “Absolutely!” This was
followed by laughter in the meeting room. Thosespre understood what it was about. | am sincerely
looking forward to a time when the Minister’s worasd the commentary to them could be regarded
without severe gravity.

Unfortunately, it cannot be said that the decisiomsllocation funds have been become more
understandable for the public. As discussed atetingeon audit reports in that same State Budget
Audit Committee, the situation has worsened ingagt few years: every year there are more and
more objects that receive money through the MipistrCulture although local governments have
never mentioned them in applications sent to thmtyogovernments for the compilation of ranking.
While in 2000-2003 there were only a few objedts that, in 2004 their number amounted to 17 and
in the 2005 budget even to 32, 22 % and 24 %, otispdy, of all objects receiving support.

Dangers of current system

As the Ministry and “the Parliament” randomly chargpunty rankings and amounts applied for the
objects, it is complicated for the local governnseiotplan construction work. Additionally, this may
lead to a situation where some of the already nradestments are not purposeful when looking at
them retroactively. Therefore, the bases for decisas well as the person responsible for inefficie
investments are not clear about the current sykieallocating support.

These dangers are not theoretical, they have glreatised. Although regional balance is a relevant
principle upon allocating investments, the ministag supported the establishment of three buildings
of a similar purpose in the same region. For irgait has supported the construction of two stadiu
located near each other in Jarvamaa (in TUri aimeRdl Uri stadium had been among the top three in
the county ranking ever since 2000 and it was fiedrin 2001-2004. Since 2004, the Ministry started
to support the stadium in Paide.

In Saaremaa, the Ministry has supported since Bo@4the construction of Kuressaare sports and
health centre and Orissaare sports facility, wretiea Orissaare facility held the second placéén t
county ranking 2004 and first place in 2005 butd&saare sports centre was at fitace in both
years. In the past five years, two cultural cenitndSuressaare situated next to each other hawe bee
completely renovated and their auditoriums are @igedimilar events.

The NAO is of the opinion that taking the countgkimgs into consideration as much as possible
ensures a transparent allocation of funds correpgro local needs. If money is not allocated fua t
basis of the ranking, the decision should be jgstifo the county government and local government.

State’s burden on the back of the local government

The NAO has also drawn attention to the fact thatrhinistries must carefully observe the financial
capacity of local governments. The state does raiqghe full support for the objects, local
governments have to add a certain amount of owsuress. There is a danger that projects that are
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too much to handle shall be cancelled, which istwapgpened to the swimming pool in the City of
Loksa. The construction of the swimming pool wiile tontract value of 31.2 million kroons was
begun in 2004 when the city’s debt burden was 58l&turally, they encountered problems and asked
for help from the state, just like in the case ofs€aare sports facility.

In the last completed audit report, the NAO auditezlinvestment aids of the Ministry of Culture but
bases for allocations are incomprehensible in sewather ministries as well. For instance, the
Minister of Education and Research stated in tierd®f reply to the NAO’s 2004 audit of
investments for general education schools thaf 28@b, the sums prescribed for investments for
municipal schools shall be included in the studest-called capitation fee, but already the 2005
supplementary budget saw the return of allocatibasthe media had called “school protection”.

The NAO has found on the basis of the results @204 audit on “The Planning of Public
Investments for General Education Schools and geedf such Funds” that investment support may
be allocated to non-sustainable schools, becaese ihino comprehensive vision of the future school
network. The 2004 programme for public investm@&m004-2007 envisaged assistance to 21
schools (i.e., 15% of all schools), where in fiwags the number of pupils will drop below the
minimum level required for opening a school. A fyramong the local governments indicated that
80% of the local governments had adopted a schauvlark development plan by 2004.

When at the end of 2004 the Government of the Repapproved the list of sustainable schools
eligible for renovation funds allocated to GRE, ibeal governments submitted a list of almost all
schools. However, it was know that the number gifilsus constantly decreasing. According to the
data from the Ministry of Education and Researtfeaaly five of the “sustainable” schools in the
government-approved list had been already closdtlibyear and a couple of schools have been
reorganised this year. The forecasts indicateithad years the number of general education schools
in Estonia will decrease by 25-40 %. However, a&iment that has been already made, gives the
local government a justification to continue mamagat of a non-sustainable school or even apply for
further investments. The local governments managelyy90 % of the general education schools and
they are not interested in closing the non-sustdénschools, because this would mean a loss of an
income source for the local budget. However, tatesthould avoid making public investments in
such schools.

Rules should be common and public

From its 2005 supplementary budget, the Ministr$otial Affairs supported the family health
centres of Orissaare and Vandra as well as Tallinifdren’s Hospital, although the state has
developed a separate system financing both thatagiof family physicians and hospitals, and has
included it in the legislation.

In a democratic state, allocation of funds mustardy be fair but also seem fair. Estonia still has
long way to go but at least we are on the righdktra

The NAO cannot, may not and will not doubt the ficiins’ right to adopt decisions and fulfil their
political objectives. But if part of the money istrallocated on the basis of political consideratio

i.e. considerations serving common interests, huhe basis of random and not at all thorough
analysis, it should be publicly stated in the erptary memorandum for the allocation. Be it for the
redemption of a promise given to someone in aregié,There is nothing to be embarrassed about.
This would certainly be a very transparent manfellocation. If there is no other way, the second
possibility is to include the principles of allowat of investment aids to local governments in
legislation in order to prevent confusion, potdnti@anipulations and wasting of taxpayer’'s money.
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3. Annual Accounts of the National Audit Office

Management’s declaration

The Management declares its responsibility for dngwip the annual accounts of 2006 on pages 54 to
66 and confirms to the best of its knowledge that:

1) the accounting policies applied in the annuabaats are in conformity with the accounting
principles generally accepted in Estonia;

2) the annual accounts reflect the financial situnabf the accounting entity, the results of its
operations and its cash flows in a true and fainmeg

3) the National Audit Office is a going concern.

Mihkel Oviir TOnis Saar
Auditor General Director of the NAO
30.05.2007
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Balance sheet

(in kroons)
Note 31.12.200 31.12.200
Assets
Current assets
Other claims and advance paym 4 219 49! 131 222
Total current assets 219 49! 131 222
Fixed assets
Tangible fixed assets 21249 23 22 436 643
Intangible fixed assets 1519088 87 992
Total fixed assets 22 768 31 22 524 63
Total assets 22 987 81 22 655 85
Liabilities
Short-term liabilities
Arrears to suppliers 8 519 67! 120 129
Arrears to employees 8 1987 919 1117925
Other claims and advance paym 3,9 37 398 27 585
Total of short-term liabilities 2 544 996 1265 639
Revenue accrued to the state budget 11 20 442 82 21390 21
Total liabilities 22 987 81 22 655 85
Mihkel Oviir
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Income statement

(in kroon!
Note 2006 2005
Operating revenue
Targeted financing for operating expenditure 3 333 15t 12 250
Total operating revenue 333 15t 12 250
Operating expenditure
Labour costs
Remuneration cos 13 -27065486 19036 82
Fringe benefits 13 -499 682 -459 112
Taxes and social security contributi 13 -9387351 -6735273
Total labour costs -36 952 519 26 231 21
Management expenses 1C -10169797 -6039114
Tax, fee and fine expen: 3 -1746 141 -1 073 006
Depreciation of fixed assets 56 -1442615 -2074994
Grants awarde 12 -12 642 -12 005
Other operating expenditure -2 89( -1 084
Total operating expenditure -50 326 60 -35431 417
Operating result 11 -4999344 -35419 167
Resut of the period before the settlements with the stte budge -4999344 -35419 167
Net financing from the state budget 4999344 35419167
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Report on budgetimplementation

(in kroons
200¢€ 200¢
Classification Budget Execution Budgel Executior
Total the revenue budge 0 333 15¢ 0 12 25(
35 Grants receivec 0 333 15¢ 0 12 25(
350C Targeted financing fcoperating expenditu 0 333 15¢ 0 12 25(
Total 2006 expenditure budge 49 070 27 47 498 89 3551597 33953 34t
4 Appropriations 13 30( 12 64: 13 00( 12 11(
4500 Membership fee 13 30( 12 64: 13 00( 12 11(
50 Personnel expenditur 3616430 3576876 2568180 2568180
50C Remuneratio 26686 41 26 399 08 18 800 40 18 72:82¢
50t Fringe benefit 348 26: 314 86! 328 60( 280 81
50€ Taxes and social security contributi 912962" 905481 655280 667815
from the personnel expenditi
55 Management expense 1153567 1157123 7 154 17 7 154 17(
550C Administration expens: 234012, 232294 170016 1630 14
550z Costs of commissioned research and develog 1095 03 902 74« 172 52: 171 70:
550z Mission expenst 102969 1016096 731 00( 722 06!
5504 Training expense 1300000 134897 560 00( 602 09:
5511 Management costs of reg. immovables, buildings@ms 2 121 91: 2 165 20 1967 301 198791
5512 Vehicle maintenance expen 496 00( 467 85: 285 39( 283 68:
5514 Information anccommunications technology exper 2418001 254556 1099821 110188
551t Inventory cosi 514 90( 610 32¢ 621 98( 640 81¢
5522 Medical expenst 130 00¢ 117 53¢ 16 00( 13 86"
5524 Training expenses (for third persc 90 00( 73 11¢ 0 0
60 Taxes, fees, fine 7 00( 6 24t 7 00( 6 24t
601C Landta 7 00( 6 24t 7 00( 6 24t
15 Acquisition and renovation of tangible 1 350 00! 140 00( 2660000 109902
and intangible asset
1551 Renovation of civil enqeering work 1210 oot 0 2360000 105000
155E  Acquisition and renovation of IC-equipmer 140 00( 140 00( 200 00t 29 95¢
15€  Acquisition of intangible fixed ass 0 0 100 00( 19 06¢
Total budget of funds transferred from 200! 156097° 155874 0 0
1551 Renovation of civil engineering wot 57 82( 57 82( 0 0
155E  Acquisition and renovation of IC-equipmer 170 04: 170 04: 0 0
15€  Acquisition of intangible fixed ass 133311' 133088 0 0
Revenue

The NAO does not usually recognise revenue in thigét

2006 revenue was formed by support from State Ghkeng for the measure 1.4 project ,,Improving Adistrative
Capacity"

Expenditure

Accrued expenses 2006 were EEK 50,326,604 acasl-based expenses were EE49,379,20¢

The difference between the report on the execufdhe NAO budget and the income statement isabalt of the fact that
the report on the execution of the budget is baseaccrued expenses, whereas the income stateetiestan cash-based
expenses.

In 2006, the Ministry of Finance allocated EEK 3@ to NAO for writing off study loans, EEK 321,568which was
used.

Mihkel Oviir
Auditor General
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Cash{low statemen

(in kroons)
Note 2006 2005
Cash-flows from operating activities
Operating resu 11 -49 993 446 -35 419 167
Adjustments
Depreciation of fixed asst 5,€ 1442 615 2 074 99
Total adjusted operating res -48 550 831 -33 344 173
Net change in current ass -88 277 -22 114
Net change in liabilitis 853 784 201 38l
Total cash-flows from operating activities -47 785 324 -33 164 907
Cash-flows from investingactivities
Paid at the time of acquisition of the fixed as, € -1 260 726 -1 087 414
Total cash-flows from investing activities -1 260 726 -1 087 414
Cash-flows from financing activities
Net financing from the budc 11 49 046 05 34 252 32
Total cash-flows from financing activities 49 046 05 34 252 32
Net 0 0
cash-flow
Cash and its equivalents as at 31.1200: 0 0
Changes in cash and its equivalents 0 0
Cash and its equivalents as &1.12.200 0 0
Changes in cash and its equivalents 0 0
Cash and its equivalents as &1.12.200 0 0
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Notes to the annual accounts
Note 1. Methods of accounting and the bases of ewation applied in the annual accounts

The annual accounts of the National Audit Officeednbeen drawn up in conformity with the State
Budget Act and the accounting principles generatiyepted in Estonia. The generally accepted
accounting principles are based on internatioredknowledged accounting policies (EU directives
on accountancy, international standards of findrm@ieounting and international standards of state
accountancy) and their main requirements are ésiteol in the Accounting Act of the Republic of
Estonia, which are supplemented by the guidelisssed by the Accounting Standards Board as well
as the requirements set out in the general rulesate accountancy.

The annual accounts are drawn up using the coseimod

The cash flows from the core activity are drawrugimg the indirect method. The cash flows from
investing and financing activities are shown asgn@ceipts and gross payments of the accounting
period.

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

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

Other claims

Other claims on the balance sheet are recognised tie adjusted cost model. The claims in the
balance sheet are recognised when the right ohdaises and they are assessed on the basis of the
amounts likely to be received. Where possible pthtstanding claims of each client will be assessed
separately, taking account of the information knakout the client’s solvency. The claims unlikely
to be received are assessed in the balance shbetanhount they are likely to be received. The
claims received in the accounting period but presiy written off are recognised as the reduced cost
of the claims unlikely to be received in the acdaunperiod. Claims are deemed to be uncolleciible
the management finds that it is impossible to colfkem. Uncollectible claims are written off.

Tangible and intangible fixed assets

Tangible fixed assets are the assets whose estimstful life is more than one year and whose
acquisition cost is at least EEK 30,000. Asseth witiseful life of more than one year and with an
acquisition cost of less than EEK 30,000 are reisgghas low-value inventory and written off at the
time they are put into service.

Expenditure on reconstructions of fixed assetsrahtey the useful life of the assets and improving
their quality or performance when compared to tlitgai condition are capitalized on the balance
sheet as fixed assets. Expenses on the repair aintemance works to maintain the initial condition
of assets are recognised under the expendituteafdcounting period at the time they incur.

Fixed assets are recognised at their acquisitishless the accumulated depreciation and the gessib
devaluations resulting from the decrease in valwa linear methods are used in the calculation of
depreciation. The depreciation rate is determindd/idually for each fixed asset item, depending on
its useful life.
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Annual depreciation rates for fixed assets groups: Auditor General

Buildings 2 %

Civil engineering works 7 %
Machinery and equipment 20 %
ICT-equipment 33%

Other inventory, tools and fittings

Land is not subject to depreciation.

Assets with a useful life of more than one yearwaitd an acquisition cost of at least EEK 30,008 ar
recognised as intangible fixed assets. Intangiktdfassets are recognised at their acquisition cos
less the accumulated depreciation and the pos$#lvi@luations resulting from the decrease in value.
Intangible fixed assets are generally depreciatetyiears using the linear method.

Financial and operational leases

A rental contract in the case of which all impottasks and benefits related to the ownership ef th
asset are transferred to the lessee is regardeéiremncial lease. Other rental contracts are neised
as operational lease.

The assets leased under an operational lease ctoarteanot recognised on the balance sheet. The
payments for operational lease are recognisedmensgs evenly throughout the lease term.

Targeted financing

Support granted for specific purposes and relatexbttain terms and conditions is recognised as
targeted financing. In the case of this supporipifewider of targeted financing controls the pugfab
use of support. Targeted financing is not recoghéserevenue or expenditure until it is sufficigntl
certain that the final recipient is in complianciéhwhe terms of targeted financing and said fimagc
shall take place.

Recognition of targeted financing of operating exgiture is based on the principle of conformity of
revenue and expenditure (revenue from targetedding is recognised in proportion with the related
expenditure). Recognition of targeted financingsug®ss method, on the basis of which the
compensated expenses and received support shaltdgnised separately in the income statement.

Tax accounts

Irrecoverable taxes and fees paid at the timeeatuguisition of fixed assets (e.g. value addeditax
the buyer is not liable to value added tax) aregatsed as expenditure at the time of acquisitiah a
they are excluded from the acquisition cost ofabsets.

Operations conducted in foreign currency

Operations conducted in foreign currency are reiseghon the basis of the official exchange rate of
the Bank of Estonia at date of the operation. Gairslosses from the foreign exchange operations
are recognised on the income statement as the prafiloss for the period.

Net financing from the state budget

Acquisition of fixed assets and expenses is re@m/éom the state budget and recognised as transfer
received. The transfer of calculated revenue tsthie budget is recognised as transfers made.
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Note 2
Cash and its equivalents

The Treasury makes transfers from the NAO budgetaaiministers all the receipts belonging to the
NAO.
In 2006, the NAO used only the accounts belongintpé group account.

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

|. Liabilities and claims
Short-term liabilities Shortterm claims
31.12.200 31.12.200531.12.200 31.12.200

Tax and Customs Board 806 27 585 0 0
Other public sectantities 9079 15 294 0 0
Total state accounting entites 9 885 42 879 0 0
Total associated bodie 25 394 14 849 0 0

Liabilities to the Tax and Customs Board are spettiin Note 9

Liabilities to enterprises are entered under tHartu® sheet item "Arrears to suppliers”

II. Expenditure
Personne Management Tax and fee Total

expense expensegpenses  expenses
State accounting entities 27083 58675 1746141 2359981

Associated bodies 0 173 28t 0 173 289

VAT formed EEK 1,739,896 and land tax expenses BEM5 from the tax expenses

Ill. Revenue
From
targeted financing
State Chancelle 333 15!
Total state accounting entites 333 15!

Revenue was formed by support from State Changdieithe measure 1.4 project ,Improving
Administrative Capacity".
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Other claims and advane payment:
(in kroons
31.12.200 31.12.200

Expenses of future periods paid in adve 212 10¢ 129 92.
Claims 1 06¢ 0
Deductions from wag: 6 32¢ 1 30(¢
Total other claims and advance paymen 219 49¢ 131 22.

The majority of the expenses of future periods a@dvance are the advance payments for periadic&007 — EEK
131,177 (as at 31.12.2005, the advance paymenpefardicals formed EEK 113,437

Note £
Tangible fixed asset
(in kroons
Lanc Buildings &civiMlachinery & Other Total
engineeling workguipmeni  fixed asset
Acquisition cost as at 31.12.20( 0 2964954 3854 18 3059 07 36 562 81
Accumulated depreciation as31.12.200 0 -8031 86! -3 308 75. 278554  -14126 16
Residual valte as at 31.12.20( 0 2161768 545 43 273 52! 22 436 64
Changes in 200
Acquisition and improvement of ass 0 0 169 54¢ 0 169 54¢
Reclassificatior 1 040 80 -1 040 801 0 0 0
Write-off 0 0 -993 76. -157 12¢ -1 150 88:
Depreciatior 0 -867 13. -374 21. -115 61! -1 356 96
Depreciation of sold and writt-off fixed asset 0 0 993 76: 157 12t 1150 88
Acquisition cost as at 31.12.20( 1040801 28608 74 3029 97! 2901 94 35581 47
Accumulated deprecian as a31.12.200 0 -8899 00! -2 689 20: -274403  -1433224
Residual value as at 31.12.20 1040801 19709 74 340 77. 157 91( 21249 23

Land

Land at cost value of 1,040,800 kroons (allocatethfthe price of the registered immovable) was oaiged in the
accounting period as fixed assets.

Machinery and equipmen

3 servers were bought in 20

During the year, depreciated IT equipment in thguésition value 0813,762 kroons and an automobile OPEL ASTR/
in theacquisitior value 01180,000 kroons were written off. Of thassets in the val of 178,378 kroor

were destroyed (7 PCs and 3 printers) and ass#ie walue of 798,754 kroons were transferred upgoest:

The assets were transferred to Heateo SA in tlue of 618,754 kroons (15 PCs and 13 laptops

Tallinn Children’s Home in the value of 180,000tauobile Opel ASTRA

Other fixed asset
Franking machine in the value of 21,719 kroons@ffide furniture in the value ¢
135,407 kroons were itten off as unserviceable ass
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Note €
Intangible fixed asset

(in kroons
Software Total
Acquisition cost as at 31.12.20( 296 28: 296 28:
Accumulated depreciation as31.12.200 -208 28¢ -208 28!
Residual value as at 31.12.20 87 99: 87 99:
Changes in 200
Acquisitior 1516 75 1516 75
Depreciatio -85 65¢ -85 65¢
Acquisition cost as at 31.12.20( 181303 181303
Accumulated depreciation as31.12.200 -293 94! -293 94
Residual value as at 31.12.20 1519 (88 1519 08
Audit administration software TeamMate was purcHase2006, whic
enables to improve the audits’ quality processiréwall was also purchast
Note 7
Operational least
(in kroons
Payment:
200t 200¢ 2007 200¢-200¢
Paid and etimated operational lease payme 96 72¢ 17277 156 08: 170 09(
In 2006, the NAO leased the following machines eqdipment on the basis of operational ease cos!
an automobile Volw
2 automobiles Op
A contract with the expiry date (15.05.2008 has been concluded for the ease oftamahile Volvo.
A contract for the period of 24.04.2(-23.04.2009 was concluded for 2 automobiles (
Upon termination of contract, the lessor does mpase fines on the NA
Note &
Arrears to suppliers and employee
(in kroons
31.12.200 31.12.200
Arrears to supplie 519 67¢ 120 12¢
Arrears to employe: 1987 91 1117 92!
Most of arrears to suppliers are formed by arréarfixed assets in the value of 425,573 krc
(incl. audting software TeamMate in the value of 417,795 hs):
Arrears to employees arecognise as holiday pay liability duas at 31.12.200in the value 01,987,919 kroon
Mihkel Oviir
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Note 9
Other claims and advance payments

(in kroons)

Tax arrears
31.12.2006 31.12.200

Social tax 474 16 434

Income tax added to the fringe benefits 332 11151

Credit card 36 592 0

Total 37 398 27 585

Note 10

Management expenses

(in kroons)

2006 2005

Information and communications technologyerse 2197727 997 119

Administration expenses 1983 208 1392141

Administrative expenses on reg. immovables, bugdiand rb8i#3 718 1701872

Expenses on training tools and training 1178069 485 306

Mission expenses 963 753 698 324

Research and development expenses 832 537 144 357

Expenses on the management of inventory 526 566 338519

Vehicle maintenance expenses 417 737 256 118

Other expenses 196 482 25 358

Total management expenses 10 169 79 6 039 114

Note 11

Net financing from the state budget

(in kroons)

Cash transfers from the state budget 49 046 05
Received from the state budget for making feass 49 405 92
Receipts transferred to the state bu -359 878

Transfers from thencome stateme 49 993 44

Revenue accrued to the state budget as 31.12.200 2139021

Net transfer for transferring the difference in tash an accrual accounting results to th@4st886

Radgeatieaacenisekoriigtesiate dsstget as 31.12.200 20 442 82

Note 12

Grants awarded

(in kroons)

2006 2005

EUROSAI 7323 7 32¢

INTOSAI 5319 4 68

Total membership fees 12 642 12 005

The NAO is the member of INTOSAI already since 1888 the member of the regional association
EUROSAI since 1993. Mihkel Oviir
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Note 1:
Labour costs

(in kroons
Too6tasukulud 200¢ 200¢
Graduated & Additional &loliday Grants & Total Total
basic salary performance ey benefits remuneratopmremuneration
tasud costs COsts
Officials
Auditor Genere 537 63t 107 53: 97 16t 0 742 33: 686 00t
Higher officials 670020 143126 129571 598 70 10025 88 7184 81
Seniorofficials 1071839 212168 198297 1016 34 15 839 40 10 633801
Juniorofficials 13 00( 0 482 0 13 48! 307 05«
Total officials 1796923 366048 337633 161504 26 621 10 18 811 67
Employee
Workersanc support sta 88 30: 0 13 38( 6 00( 107 68: 97 95(
Total employee: 88 30: 0 13 38( 6 00( 107 68: 97 95(
Temporary staff 336 70« 0 0 0 336 70« 127 20(
Total remuneration costs 1839424 366048 338971 162104 27 065 48 19 036 82
Average number ofemployee 200¢ 200t
Officials
Auditor Genere 1,C0 1,0C
Higher officials 26,0: 22,8
Seniorofficials 66,12 49,9¢
Juniorofficials 0,0C 3,18
Total officials 93,1¢ 76,94
Employee
Workersanc support sta 1,0C 1,0C
Total employee: 1,0C 1,0C
Fringe benefits 200¢ 200t
Write-off of study loan 186 17( 170 84(
Other fringe benefi 313 51: 288 27:
Total fringe benefits 499 68 459 11.
Taxes and social security contribution 200¢ 200t
Social tax on wagt 893579 628266
Unemployment insurance premiu 7897C 90 27
Income tax on fringe benet 156 41° 152 56:
Social tax on fringe benef 216 17: 209 77!
Total taxes and social security contributions 938735 673527
Remuneration to the management fs 3,427,10Ckroons from the remteraiion cost.
The management did not receive any additional &ingnefit.
The management includes the Auditor General, Dirsatf Audit and the Direct of Corporate Servict.
Mihkel Oviir
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4. Opinion on the NAO internal control system

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

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

the Office’s operations are legitimate;

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

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

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

The NAO has established statutory and internakrafgorocedure which are respected and monitored
as to compliance. The separation of duties has &estred in the performance of the Office's
functions and in the documentation and authorieatfctransactions, and supervision is exercised.

Mihkel Oviir
Auditor General
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5. Signatures to the annual report

The NAO annual report for the financial year thaded on 31.12.06 consists of the management
report and annual accounts.

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

Mihkel Oviir
Auditor General

TOnis Saar
Director of National Audit Office

30.05.2007
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6. Auditor’'s report
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