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The discussions were held in Tallinn during September 6-20, 2000. The mission team
consisted of Messrs. Keller (head), Zavoico, Mongardini, and Schimmelpfennig (EP)
(all EU2). Mr. Knébl, the Fund’s senior resident representative, assisted the mission.
Mr. Sutt, assistant to the Executive Director for Estonia, attended the policy
meetings.

The mission met with Prime Minister Laar, Minister of Finance Kallas, the Bank of
Estonia’s (BoE) Govemor Kraft, Minister of Economy Pimoja, Minister of Social
Affairs Nestor, and other officials, as well as with representatives of commercial
banks and academia.

Estonia accepted the obligations of Article VIII in 1994 and has no restrictions on
current or capital account transactions. The authorities have submitted to the Fund the
documents required under the safeguards assessment guidelines, which are now under
review by the staff.

The precautionary Stand-By Arrangement, in the amount equivalent to

SDR 29.34 million (45 percent of quota), was approved by the Executive Board on
March 1, 2000 and will expire on August 31, 2001. All performance criteria were met
at end-June and end-September 2000.

In the attached letter, dated November 24, 2000, the Prime Minister and the Governor
of the Bank of Estonia request completion of the second review by the Board. The
authorities intend to publish this staff report together with the attached supplementary
memorandum of economic policies (SMEP).
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I INTRODUCTION

1. During the discussions for the first program review and the 2000 Article IV
consultations on June 30, 2000, Directors welcomed the further strengthening of Estonia’s
economic performance and endorsed the fiscal program targets for 2000 and 2001. Directors
noted that further reform of the pension system would be required, including a faster increase
in the pension age. They supported the move to unified supervision of the financial sector and
stressed that the new agency should have adequate budgetary and operational independence, as
well as powers to issue and revoke licenses.

II. RECENT ECONOMIC DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

2. Despite a sharp fiscal correction, the economic recovery is gaining momentum
(Figure 1). Driven mainly by strong export growth, real GDP growth reached 6.4 percent in the
first half of 2000 over a weak first half in 1999; compared to the first half of 1998, real GDP
was only 3.3 percent higher. For the year 2000, growth is likely to exceed the program
projections to reach 5%2-6 percent. As a result of the large increase in oil prices and the
weakness of the enro (to which the kroon is pegged), 12-month CPI inflation reached

4.7 percent in September 2000. Unemployment has begun to decline from its peak in the first
quarter of 2000 but remains higher than in 1999 as the rapid reorientation of the economy
continues and traditional sectors such as agriculture and fisheries continue to decline.

3. The external position has strengthened more than projected. Notwithstanding the
economic upturn, the current account deficit narrowed in the first half of 2000 to 5'% percent
of GDP from 6.2 percent of GDP in the first half of 1999. Spurred by the recovery in the EU
and the competitiveness gains from the peg to the euro, the value of exports of GNFS grew by
nearly 40 percent in the first half of 2000 (y-0-y). Subcontracting {(mainly of electronics and
textiles) nearly doubled (Table 1) and there was strong demand for traditional wood and
furniture products. Imports of GNFS, excluding those related to subcontracting activity,
recovered by 23 percent after a substantial contraction in the first half of 1999. The confidence
in the currency board remains high, as demonstrated by falling interest rate spreads (Figure 2).
The strengthened external position resulted in the recent increase in Estonia’s sovereign ratings
by a major rating agency (Fitch IBCA) to BBB+, the second highest amongst EU accession
candidates.

Table 1. Estonia: Annual Growth Rate of Export and Import Values in Deutsche Mark, 1998-2000

(in percent)
1998 1999 2000 H1
Exports of goods, fob 18.6 -4.6 48.5
General merchandise 10.9 -7.2 29.7
Subcontracting (gooeds for processing) 424 14 90.3
Imports of goods, fob 12.6 -8.5 397
General merchandise 7.6 -122 235
Subcontracting (goods for processing) 384 8.6 995

Source: Bank of Estonia
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Figure 1. Baltic Countries: Selected Economic Indicators, 1995-2000
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Figure 2. Estonia: External Sector Financial Indicators, 1995-2000 1/
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4, Fueled by a strong balance of payments position, monetary aggregates continue
to grow at a relatively fast pace (Figure 3). At end-September, broad money was 31 percent
higher than a year earlier, reflecting the recovery of the economy and a redirection of funds
from the stock market (which had crashed in 1997) to the banking system. An estimated

5 percentage points of broad money growth reflected the impact of the 17 percent increase in
the U.S. dollar-euro exchange rate on the kroon value of dollar-denominated bank deposits.
Credit to the non-government sector recovered after stagnating in mid-1999, with credit to
nonbank financial institutions (mainly leasing companies) gaining in importance.' The increase
i the NFA of the banking system accounted for about one third of the growth of broad money
during the first three quarters of 2000. Banks continue to hold very high levels of liquidity.
The average capital adequacy ratio was over 14 percent in September 2000, substantially
higher than the mandated ratio of 10 percent. With the sale of Optiva Bank completed,
about 97 percent of assets of the banking system are now fully or majority owned by
Swedish or Finnish banks. The recent buyout of the Estonian minority stake in the second
largest bank reflects the increased role assumed by strategic foreign investors in the Estonian
banking system (and will register as a large influx of FDI in the second half of 2000).

5. All end-June and end-September performance criteria were met, including the
structural performance criterion on the submission of a new basic budget law to parliament.
All structural benchmarks were also observed, with the exception of the benchmark on the new
securities market law (Annex, Tables 1 and 2). The latter will be submitted to parliament only
at end-December 2000 as more time was needed to ensure its consistency with changing EU
requirements and the soon to be established unified financial supervision agency (SMEP,
paragraph 13). The benchmark on the submission to parliament of a complete pension reform
package by December 1, 2000 is expected to be met only with a few weeks’ delay, as forming
a broad political consensus within the government coalition and refining the calculations is
proving more time consuming than anticipated.

6. The divestiture of the few remaining public enterprises is proceeding. The sale of
the Narva power station is being finalized, which should lead to substantial new investments in
the electricity generation and a marked reduction in pollution (SMEP, paragraph 16). Several
bids have also been received for the sale of a two thirds stake in the main railway company.
The sale is expected to be completed by March 2001. Negotiations on EU accession are
proceeding well, with 15 of the 31 chapters of the Acquis Communautaire already
provisionally closed.

' Banks have recently favored extending lease finance via their subsidiaries as it carries lower
credit risks than collateralized loans since banks retain ownership of the underlying assets in a
lease. ‘



Figure 3. Estonia: Monetary and Financial Indicators, 1995-2000
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III. DISCUSSIONS WITH THE AUTHORITIES

7. In the attached letter of intent, Prime Minister Laar and Governor Kraft reaffirm the
policy commitments expressed in the original memorandum of economic policies
(EBS/00/18). The macroeconomic and structural policies specified for the remainder of the
program period carry forward the basic thrust of the original program.

8. External and domestic prospects remain broadly unchanged. The authorities have
revised upward their growth projections for 2000, but kept unchanged their projections for
2001 and the medium term. The inflation forecasts for 2000 and 2001 have been increased
moderately to take account of higher imported inflation on account of energy prices and the
weak euro. The medium-term outlook for the trade, current account and the saving-investment
balance remain unchanged, as the stronger-than-expected export growth in the first half of the
year has been matched by an almost equally large increase in imports. The mission concurred
with the authorities that there was no evidence of an overheating economy or balance of
payments pressures, and that the budgetary targets for 2000 and 2001 remained appropriate.
The authorities stressed that they stand ready to tighten fiscal policy in the event of a
substantial weakening of external conditions or an overheating of the domestic economy.

9. Important challenges remain. The authorities acknowledge that high oil prices could
negatively affect growth in Estonia’s export markets and that domestic demand and
employment have yet to recover fully. Their objective of reducing the size of government over
time within the constraint of a budget which is balanced over the business cycle, remains
ambitious as the transitional costs of the pension reform, and of NATO and EU accession,
may imply sizable fiscal outlays (although these remain for now difficult to quantify). The
appropriate structure of the tax system against the prospect of EU accession is also an
important issue. In this regard, Prime Minister Laar and Minister Kallas have requested
technical assistance from the Fund to assess the present tax system and the advisability of a
further shift toward indirect taxation.

.A. Fiscal Policy in 2000 and 2001

10.  The budget outlook for the remainder of 2000 remains broadly in line with the
program (Figure 4). As projected, data for end-September, which only became available after
the mission, show a substantial increase in budget revenues in the first nine months of 2000. In
nominal terms, revenues increased by 14 percent (y-o-y), while the ratio of revenues to GDP
increased to 39.4 percent, despite the phase-out of the corporate profits tax. However, the
authorities do not anticipate that the higher-than-expected real growth would lead to a
substantial overperformance in tax collections for the year, as the recovery has been mostly
driven by the export sector, which is not directly part of the tax base. Stronger than expected



Figure 4. Estonia: General Government Operations, 1996-2000

(In percent of GDF)
Fiscal deficit and real GDP growth General Government Revenue 3/
15 15 i 70
/\\
< 60 60
-
164 { \\ Real GDP growth 1o O Non tax revenue
! \  (vear-on-year, in ;
{1 \\ percent) , 50 E] Taxes on goods and services 50
e B Direct taxes
51 / L 5
—
’
/
N
0 N 0
-5 -5
Fiscal Balance (percent
of GDP) I/
B ALY 1995 1997 1998 1999 1 2 3
QL2 Q¢
QQRPBUAUQEOIUQI QB WMQIQ2Q3QIQIQ203 2000
1996 1997 1998 1959 2060 Est.
s Extra Budgetary Funds Balance 2/ 5 7 General Government Expenditure 3/ o
60 - O Capital expenditure L 60
10 4 T10 D'Wages and salaries
50 4 [ Transfers to houscholds 50
W Other goods and services
5 T35 .
40 +
. \/\V,\/\ <A 30,
20
-5 4.5
10
-18 = —————t 10 g
QN2 UQ Q2P W QB QI 2R 1996 1997 1998 1999 Ql Q2 O3
1996 1997 1998 1999 2000 Est 2000

Sources: Estonian Ministry of Finance; and Fund staff calculations.
1/ Inciudes balances of the state and local governments and extrabudgetary funds.
2/ Includes balances of the Social Insurance and of the Medical Insurance Funds. Available only from 1997

onwards.
3/ Data shown are on a cumulative basis.



- 10 -

revenues from the VAT and corporate income tax for the year® are expected to be offset to
some extent by a shortfall in excise revenues and personal income tax. The former reflects a
three- and six-month delay, respectively, in the implementation of excise taxes on fuel
components and the introduction of alcohol excise warehouses; both measures were originally
scheduled for July 2000. While slow wage growth and high unemployment explain part of the
relatively poor performance of personal income tax, revenues from the social security and
medical insurance taxes, which have a similar tax base as the personal income tax, are
nevertheless growing fast. Higher-than-projected land tax revenue (a local tax) is likely to lead
to higher expenditures at the local government level.

11.  The authorities have been successful in restraining expenditures. In the first nine
months of 2000, expenditures grew only by 2 percent (y-0-y) in nominal terms, while declining
by 2.3 percentage points of GDP. The authorities expect transfers and subsidies, and capital
expenditures to remain in line with the program. In particular, the Social Insurance Fund is
projected to move toward balance this year after a deficit of close to 1 percent of GDP in 1999,
The government also expects to recover EEK 200 million (0.25 percent of GDP) in deposits
and guarantees it had lost in a bank failure in 1998.

12. Meeting the budget deficit target of 1%/ percent of GDP for 2000 will imply a
fiscal adjustment by over 3%; percent of GDP. While the budget deficit in the first half of
2000 was only slightly less than targeted, the budget was in a substantial surplus in the third
quarter. For the first nine months, the budget deficit amounted to about Y2 percent of period
GDP. The authorities are concerned about the seasonal expenditure pressures in the fourth
quarter of 2000, when mimistries spend their budget allocations and many workers receive an
extra month’s pay as a year-end bonus. In addition, expenditure pressures from local
governments may emerge.’ The authorities are, nevertheless, confident that the end-year target
will be met, and they stand ready to cut central government expenditures if necessary. The
mission recommended meeting the fiscal target for the year without counting the expected
recovery of bank deposits and guarantees, given the one-off nature of this transaction. Prime
Minister Laar stated that he was committed to fiscal overperformance by the amount of the
recovered deposits (SMEP, paragraph 8). This would imply aiming at a budget deficit of only
1 percent of GDP for 2000.

? This has occurred in spite of the fact that the VAT on heating fuels was introduced in July at
the reduced rate of 5 percent instead of the full rate (18 percent).

* This would be shown as negative net lending in the fiscal accounts, but has not yet been
reflected in tables 3 and 4.

* The city of Tallinn passed a supplementary 2000 budget in June with an additional
0.3 percent of GDP in capital expenditures, which are to be financed by borrowing against
future privatization proceeds. So far, no such financing has been arranged.
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13. Consistent with program commitments, the government presented a balanced
budget for 2001 to parliament in October (SMEP, paragraph 9). On the revenue side, the
budget anticipates a significant reduction in the ratio of direct taxes to GIDP on account of the
completed phase-out of the corporate tax on retained profits and a 25 percent increase in the
income threshold for the personal income tax. This is in line with the government’s long-term
objective of lowering overall taxation, while reducing its reliance on direct taxes. Tax revenues
will, however, benefit from the full-year impact of the introduction of the excise measures
mentioned above and the VAT on heating fuel. The mission concurred that the revenue
projections were appropriately cautious. It was agreed that any overperformance in revenue
collection should lead to a budget surplus so as to strengthen the balance of payments position.

14, The restraint on nominal wages and the freeze on pensions have been maintained
to complete the correction for the excessive increases awarded in 1999 (SMEP,
paragraphs 9 and 10). Teachers’ salaries, however, will be increased by 15 percent and a
bonus fund has been created within the envelope of the wage bill to reward government
employees on the basis of performance. Overall, the wage bill is projected to increase by

4 percent in nominal terms. Starting in 2001, local governments will assume the responsibility
for education expenditures; accordingly, the share of the personal income tax transferred to
local governments will be increased by 10 percentage points to 66 percent. Notwithstanding
the preparation for NATO accession, military expenditures will be contained to 1.8 percent of
GDP in 2001, compared with 1.6 percent of GDP in 1999. Capital outlays on transportation
and agriculture will increase in line with a near doubling of EU disbursements to ¥ percent of
GDP. The pension and medical insurance funds are both expected to produce a surplus in
2001. Overall, total government expenditures will remain broadly constant in real terms, while
declining sharply relative to GDP,

15. The organic budget law was submitted to parliament in June 2000 and is
expected to be approved by year-end (SMEP, paragraph 10). The law will increase the
transparency of the fiscal accounts by consolidating extra-budgetary funds and foreign-
financed capital expenditures in the budgetary process. It will also strengthen the control of the
central government on all government entities, including local governments. The structure of
local governments is also being reviewed with a view to reducing the number of
administrative units and improving control over public expenditure. The current structure, with
247 municipalities, leads to excessive administrative costs and unnecessary replications of
services. The government expects to complete the review early next year and develop an
approach for restructuring by June 2001,

B. Financial and External Sector Issues

16. The relatively fast growth of the monetary aggregates is being closely scrutinized
(SMEP, paragraph 11). The BoE stated that it had already taken recourse to moral suasion
with key commercial banks and was carefully monitoring banks’ lending policies and risk
management. However, the BoE also pointed out that the relatively high rates of growth in
credit and broad money followed on a sharp slowdown in the growth of these aggregates
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during the recession in 1999, and that the financial deepening was linked to the stabilization
gains made. Over the medium term, the growth of broad money was expected to become more
closely aligned with the growth of nominal GDP. In this regard, the recent slowdown in the
growth of base money was a welcome sign. The authorities indicated that they stand ready to
act decisively should excessive credit growth threaten a weakening of the external accounts.
As discussed in EBS/00/101, page 21, the decision to allow commercial banks to meet a
portion of the reserve requirements with foreign assets as of January 1, 2001, is not expected
to lead to a significant easing of monetary conditions.

17. The mission sought an explanation as to why banks have strived to remain highly
liquid. The BoE and commercial bank officials suggested that this may to some extent reflect
the preparation for expansion into neighboring countries, as part of the Baltic strategy of the
banks” corporate parents. Banks also take account of the fact that the BoE is not willing to act
as lender of last resort (and could in any case do so only to a limited extent) and that banks’
access to capital markets can dry up, as was the case during the Asia crisis in 1997 and the .
Russia crisis in late 1998. Banks also seek to avoid any need for recourse to their foreign
owners in the event of a liquidity squeeze (although banks and rating agencies expect that such
liquidity support would be forthcoming in the event of a crisis). Finally, an additional
explanatory factor for the rapid growth of both banks’ foreign assets and liabilities is the fact
that banks hedge their maturity and currency risks by redepositing non-kroon deposits (mainly
U.S. dollar-denominated) received with highly rated banking institutions abroad, while
borrowing longer term in euros to fund their lending in Estonia." -

18. The authorities continue to remain vigilant against fragility in the financial
system (SMEP, paragraph 14). Specifically, the authorities have already queried whether the
high rate of growth of leasing transactions (which has recently played an important role in the
expansion of the monetary aggregates) had been associated with a weakening of risk
assessment and management by the (bank-owned) leasing companies. Supervisors
underscored the need to enforce the same high risk monitoring standards for leasing as for
lending operations.

19. The authorities judge that the external outlook remains favorable. Prime Minister
Laar stressed that the structure of the Estonian economy has changed. Estonia now produces a
wide range of goods and has, therefore, become less dependent on imports. Moreover, the
fiscal adjustment had made an important contribution to the strengthening of the saving-
investment balance. The economic upturn has, therefore, not led to a widening of the current
account deficit. The authorities recognized the potential risk to the external balance from a
possible slowdown in Estonia’s export markets at a time when domestic demand was
recovering.

20. The authorities do not intend to raise tariffs or introduce new ones until Estonia
is on the verge of EU accession. Estonia introduced in January 2000 import tariffs on
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agricultural products,” primarily to demonstrate the administrative capacity for handling the
EU’s tariff and trade system. The rest of the trade system continues to be free of any
restrictions. On balance, Estonia’s trade sysiem remains one of the most liberal.

C. Structural Reforms

21. Legislation to establish a second pillar of the pension system as of January 2002
will be submitted to parliament in December (SMEP, paragraph 15). The government’s
draft proposal calls for the participation to be voluntary for current members of the workforce.
However, the mandatory participation for new entrants in the workforce is still under debate.
For participants, 4 percentage points of the 20 percent social security tax will go toward the
fully funded second pillar, together with an additional contribution of 2 percentage points of
their wage income. The latter is likely to increase national savings, but it would make
participation in the second pillar somewhat less attractive. This would reduce the deficit in the
first pillar and the transitional costs to the government budget.® The mission urged the further
reform of the first pillar, most notably by increasing the retirement age, in order to maintain
the pension system financially viable.”

22. The government and the central bank have reached agreement to create a unified
financial supervision agency. The agency is expected to become operational at end-2001.
Consistent with earlier recommendations of the staff, it will have full operational and licensing
independence and its work will reflect international best practices in financial supervision. In
the meantime, a new securities market law will be submitted to parliament in December to
strengthen the supervision of the stock market.

23. The privatization of the few remaining public enterprises continues as planned
(SMEP, paragraph 17). The majority stake in the main railway company is expected to be sold
before March 2001, and the government is currently considering the privatization of a portion
of Eesti Energia. Linked to the completion of negotiations for the sale of the Narva power
plants to a U.S. company in June 2000, the government has completed the upgrading of the

® These tariffs are below WTO bindings and only affect those countries that do not have a free
trade agreement with Estonia. They therefore affect only a small portion of agricultural trade,
mostly with Canada, Russia, and the United States.

® As some important details have yet to be agreed, it is not possible at this stage to quantify
precisely the fiscal impact of the reform on the medium-term fiscal outlook. Earlier
calculations suggested a first pillar deficit of 1-1%2 percent of GDP per annum for the first
10 years, which may represent an upper bound. Much will depend, of course, on the formula
used for indexation of benefits under the first pillar (EBS/00/101).

7 For a more detailed discussion, see “Pension Reform in the Baltics—Issues and Prospects,”
(SM/00/117), June 16, 2000.
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energy inspectorate. The government plans to strengthen the agency further in the coming
months by increasing staffing and seeking EU and World Bank technical assistance.

24.  The government is completing an overhaul of labor market legislation. The new
legislation will include measures to target training programs to the needs of local labor
markets, increase regional mobility, and improve the effectiveness of employment offices. A
labor force development plan has also been drawn up to tackle the problem of long-term
unemployment by providing incentives for retraining or early retirement. There was concern
that the EU accession process may lead to a reduction of the flexibility of the labor market, and
the mission agreed that labor market issues should figure prominently in the next Article IV
discussions.

D. Program Monitoring

25.  The remainder of the program period will be monitored through quarterly performance
criteria for end-March and end-June 2001, as specified in the attached SMEP (Paragraph 18
and Table 1). The limit on the cumulative government deficit has been set in line with the
target of a balanced budget for the vear, but takes account of the fact that the first half of the
year is normally characterized by weaker revenue performance. The floor on NIR and the debt
ceilings will remain unchanged compared to the end-2000 targets, except for the ceiling on the
contracting of long-term debt, which has been raised by US$50 million in order to
accommodate possible new project loans from multilateral institutions. The high quality and
timeliness of data permits effective program monitoring.®

IV. STAFF APPRAISAL

26.  The fast economic recovery despite a strong fiscal correction testifies to the success of
the authorities’ determined macroeconomic and structural policies. Confidence in the currency
beard remains high, external debt, debt service and the current account deficit remain
moderate, the banking system has strengthened, and unemployment has started to decline.
Preparation for EU accession is well advanced.

27.  The authorities are to be commended for adhering to their ambitious fiscal targets for
2000 and 2001. The commitment fo overperform vis-a-vis the budgetary targets at end-
December 2000 to the extent of recovered deposits from an earlier bank failure is laudable, as
is the intention to compensate for any overspending by local authorities. This will ensure the
withdrawal of fiscal stimulus at a time when export growth and private sector demand are
leading the recovery. The revenue estimates for 2001 are appropriately cautious, and the
continuation of the wage and pension freeze is necessary in order to complete the correction of
the excessive increases granted in 1999, The budget for 2001 will decisively reduce the share

® As the frequency and quality of data has remained unchanged over the last few months, the
statistical annex of the Article IV staff report remains valid (cf. EBS/00/101, page 46).
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of government in the economy. The authorities are rightly committed to achieving a fiscal
surplus next year should revenue growth exceed expectations, so as to protect the balance of
pavments. The authorities are encouraged to implement the new organic budget law as early as
practical,

28.  The careful crafting of legislation to establish a second pillar of the pension system is
appropriate and the brief delay in submitting this legislation inconsequential. The higher
contribution rate required for participants in the second pillar would alleviate a portion of the
transitional costs to the budget and could increase national savings. The authorities need now
to strengthen the first pillar, including by raising the retirement age, in order to maintain the
financial viability of the pension system. The review of the structure of local administration is
a welcome step, as it is likely to lead to a more effective control of public expenditures.

29.  The continued high confidence in the currency board and the strengthening of the
banking system bode well for the stability of the financial system. The authorities need to
remain vigilant against a recurrence of excessive credit growth and, if necessary, act
decisively. The authorities are to be commended for reaching an agreement on creating a
unified financial supervision agency. Non-banking supervision will need to be strengthened
further and the authorities will need to ensure that adequate resources are made available to the
relevant institutions. In this context, the draft securities market law should be implemented as
soon as feasible.

30.  Reducing unemployment remains appropriately one of key priorities for the
government. The overhaul of the labor market legislation is a welcome step, which aims at
reducing both frictional and structural unemployment. However, the authorities need to guard
against reforms that may reduce the flexibility of the labor market or increase the non-wage
costs to employers.

31.  The authorities’ intention to publish this staff report together with the SMEP is
commendable, Estonia is a subscriber to the SDDS and the quality and frequency of data
provided, including on websites, is high and fully meets the requirements for surveiilance and
program monitoring.

32.  Staffrecommends completion of the second review.
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V. PROPOSED DECISION

The following draft decision is proposed for adoption by the Executive Board:

I. The Government of the Republic of Estonia has consulted with the Fund in
accordance with paragraph 3(d) of the Stand-By Arrangement for the Republic of Estonia
(EBS/00/18, Sup. 2, 6/2/00) and the second paragraph of the letter dated February 11, 2000
from the Prime Minister and the Go{remor of the Bank of Estonia.

2. The letter dated November 24, 2000 from the Prime Minister and the Acting
Governor of the Bank of Estonia shall be attached to the Stand-By Arrangement for the
Republic of Estonia, and the letter dated February 11, 2000, as supplemented, from the Prime
Minister and the Governor of the Bank of Estonia shall be read as supplemented by the letter
dated November 24, 2000 from the Prime Minister and the Acting Governor of the Bank of
Estonia.

3. Accordingly, the performance criteria for March 31, 2001 and June 30, 2001
as set forth in paragraph 3(a) of the Stand-By Arrangement for the Republic of Estonia shall
be provided in Table 1 to the letter dated November 24, 2000.

4, The Fund decides that the second review contemplated in paragraph 3(d) of

the Stand-By Arrangement for the Republic of Estonia is completed.



Table 2. Estonia; Selected Macroeconomic Indicators, 1997-2001 1/

({In units as indicated)
1997 1998 1999 2000 2041
EBS/G0/
101 Proj. Proj.
National income, prices and wages

Nominal GDP (kroons, millions) 64,324 73,325 75,360 81,070 82,677 90,629

GDP (US dollars, millions) 4,637 5,209 5,131 5,159 4,951 5,358

Real GDP growth (vear-on-year in percent) 10.6 47 -1.1 4.0 5.5 6.0

Average CPI (year-on-year change in percent) 2/ 11.2 8.1 33 3B 4.0 4.4

12-month CPI (end of period change in percent) 2/ 125 42 38 43 4.8 3.5

GDP deflator {year-on-year change in percent) 10.9 89 39 3.4 4.0 34

Average monthly wage (end-of-period, US dollars) 318 360 345 368 325 357

Unempioyment rate (ILO definition, percent) 8.7 9.9 123

Saving-investment balances (in percent of GDP)

Domestic saving 18.7 20.2 18.8 224 213 212
Private 126 16.3 19.2 19.6 186 117
Public 6.1 39 -04 2.7 27 3.6

Domestic investment 309 294 245 289 278 218
Private 269 252 20.3 2459 238 242
Public 39 4.2 43 4.0 39 36

Foreign saving 12.1 9.2 5.8 6.5 6.5 6.5

General government (in percent of GDP) 3/

Revenue 39.6 354 38.6 40.1 398 383

Expenditure 4/ 374 39.7 433 41.3 41.0 383

Fiscal balance 2.2 -0.3 4.7 -1.2 -1.2 0.0

Externat sector (DM, mitlions)

Trade balance -1,957 -1,965 -1,617 -1,883 -1,921 -2,288
Exports 3,984 4,723 4,505 3,716 6,486 7,784
Imports -5,941 -6,688 -6,122 -7,599 -8.407 -10,072

Service balance 1,029 1,006 1,057 1,244 1,270 1,529
Receipts 2,296 2,601 2,744 3144 3,331 3997
Payments -1,267 -1,594 -1,687 -1,900 -2,061 -2,46%

Current account 977 -844 -542 -661 -668 -739

Change in net foreign asset position of commercial banks since previons

period (DM, millions, +increase) -653 -6 37

Gross intemnational reserves (DM, millions) 5/ 1,363 1,364 1,667 1,598 1,791 1,935
in months of imparts 28 24 33 2.5 26 23
Relative to short-term debt (gross, including trade credits) 0.9 0.9 0.9 0.9 Lo 1.0

Gross external debt/GDP (in percent) 5/ 6/ 46.8 438 479

Net external debt/GDP (in percent) 7/ 331 333 339 30.2 317 30.7

General government external debt/GDP (in percent) 8/

Excluding govemment assets held abroad 4.3 4.3 4.9 5.1 50 5.1
Inciuding government assets held abroad 9/ 3.2 2.6 23 29 29 31
Exchange rate (EEK/USS - period average) 107 11/ 13.9 14.1 14.7 178
Money and credit (year-on-year growth in percent)

Domestic credil to nongovernment 839 14.3 6.5 10.4

Base money 37.7 6.4 271 -5.2

Broad money 378 6.6 24.6 13.8

Base money multiplier (end of period) 2.3 23 22 2.7

Sourves: Estonian authosities, and Fund staff estimates and projections.

17 Projections exclude the impact of the Narva power plant investment program which could start in fate 2001,

2/ Effective 1998, 2 new CPI index is used that is based on 1997 weights,

3/ Excludes any impact of the planned pension system reform, which is unlikely to come into effect before 2002,

4/ Includes net lending.

5/ Gross international reserves (and thus base money) at end-1999 were inflated by banks shifting resources from acecunts abroad to the
Bank of Estonia to enhance domestic liquidity in anticipation of Y2K-related problems. These positions were largely reversed in earty 2600.

6/ Includes use of Fund credit and trade credits.

7/ Net of deposits held abroad by the general government and commercial banks.
&/ Inciudes govemment-gusranteed debt and Fund credit under the Systemic Transforrmation Facility (which was on-fent by the Government to

commetcial banks),

9/ Government assets held abroad include the Stabilization Reserve Fund (SRF).

10/ The Estonian kroon has been pegged to the deuische mark at EEK 8=DM 1 since June 20, 1992,

11/ The exchange rate in the 2000 column reflects the rate at end-Scpteraber 2000
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Table 3. Estonia: Summary of General Government Operations, 19972001

{In millions of EEK)
1997 1998 1999 1995 2000 2000 2001
Year Year Year Q1-Q3 QI1-Q3 Year Year Year
Actual Actual Actual Actnal  Prel Act.  EBSAMY1O! Rev.Proj.  Rev. Proj.
Revenue 25,485 28,887 29,083 20,895 23,726 32,522 32,865 34,724
Tax revenug 24,076 27,126 27,383 19,757 21,893 29,957 30,331 32,170
Direct taxes 14,473 17,320 17,518 12,837 13,543 18,035 18,487 19,149
Corporate profits tax 1,228 1,914 1,639 1,358 $04 275 B04 )
Parsonal income tax 1/ 5,240 6,233 6,531 4,805 4,824 7190 ° 7010 1,777
Social security tax 4,637 5,303 5,520 1917 4,629 6276 6,276 6,692
Medical insurance tax 3,007 1,573 3,518 2,529 3,000 4,079 4,079 4,350
Land tax 270 297 310 228 277 215 318 330
VAT 6,686 6,413 6,419 4,506 5,664 7,618 7,800 £.450
Excises 2401 2,789 2,685 1,871 1,916 1224 2,960 3,431
Other taxes (incl. on intemn. trade) 516 606 761 543 770 1,078 1,075 1,140
Nontax revenue %/ 1409 1,761 1,700 1,138 1,833 2,565 ©2,534 2,554
Expenditmre 3/ 24,339 29,037 32,542 23,525 24,071 33,795 34,087 34,979
Current expenditure 21,860 25944 20,318 21,127 22,269 30,568 30,877 31,549
Expenditure on goods and services 14,682 17,740 19,950 14,141 15,150 20,72t 21,065 21,403
Wages and salaries 4/ 5,308 6,775 8,149 5,677 6,109 8,399 8421 8,654
Other goods and services 9,356 10,964 11,801 8,464 5,001 12,422 12,644 12,749
Current transfers and subsidies 6,885 7,865 9,059 6,749 7.007 9,462 9,450 9,766
Subsidies 196 3 156 253 262 320 277 436
Transfers to houscholds 6,689 7,554 8,703 6,496 6,745 9,142 9,173 9,340
of which: Pensions 4,628 5,200 6,425 4,306 4,843 6,541 6,541 6,788
Interest payments 293 339 309 237 152 385 362 180
Capital expenditure 2479 3,093 3,225 1,342 1,802 3227 3,210 3430
Financial susplus (+) / deficit ¢-) 1,146 150 -3,459 2,630 -345 -1,273 21,222 255
Net lending (-) 5/ 264 i -1 -0 74 273 223 255
Overall surplus (+) / deficit (-} 1410 227 -3,540 2,680 2N 1,000 999 0
Borrowing requirement -1,410 227 3,540 2,690 . 21 1,000 599 0
Domestic financing (net) =753 665 1,171 817 -348 130 297 =330
Credit from domestic banks 80 -141 224 103 34
Change: in deposits with domestic banks (-, increasc) -950 Loi7 625 287 -37
Other domestic financing 157 -207 322 427 -345
Change in government deposits held abroad (-, increase) 700 -524 -1 -1,278 422 i1 422 0
Foreign financing (net) 43 82 117 135 197 309 280 130
Privatization proceeds 6/ ] 0 3,023 3,023 0 380 0 0
Memarandium items:
Primary fiscal balance (+, surpius) 1,703 113 -3,231 2,453 119 615 -637 380
Balance in govemment depasits held sbroad 700 1,224 1,995 2,499 1,573 1,814 1,573 1,573
Total general government debt
Excluding government assets held abroad 4,869 4,714 5,500 5,020 5475
Including government assets held abroad 4,169 3,450 3,514 3,447 3.902

Sources: Data provided by the Estonian authorities, and Fund staff estimates and projections,

1/ Starting from 2000, includes revenue from the taxation of dividends and fri
2064, revenve from the taxation of dividends was shown under the co

2/ Far 2000, includes spending agencies own revenue.

3/ For 2000, includes outlays financed from spending agencies own resources,
4/ Wages and salaries of & number of budgetary institutions are inciuded under "other go0ds and services™.

5/ For 2000, exchudes the recovery of expected deposits from 2 bank failure in 1998,
&/ Used for financing the general government deficit.

age benefits {the latter was introduced as of Januaty 1, 2000). Priot to
mporate profits tax.
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Table 4. Estonia: Summary of General Government Operations, 1997-2001

(In percent of GDP}
1997 1998 1990 1999 2000 2000 20016
Year Year Year Q03 Q1-Q3 Year Year Year
Actual Actual Actual Actual  Prel. Act.  EBSAXVI01 Rev. Proj. Rev, Proj.
Revenue 9.6 39.4 38.6 316 39.4 £0.1 39.8 83
Tax revenue 174 370 363 356 364 7.0 35.7 5.5
Direct taxes 22.5 236 232 23.1 225 222 224 21.1
Cormporate profits tax 1.0 2.6 2.2 24 1.3 0.3 1.0 0.0
Personal income tax 1/ 3.1 8.5 8.7 8.5 B.0 8.9 8.5 8.6
Social seeurity tax 72 7.2 73 7.1 7.7 1.7 1.5 14
Medical insurance tax 4.8 4.9 4.7 4.6 5.0 50 4.9 4.3
Land tax 0.5 0.6 0.4 0.4 0.5 0.3 0.4 0.4
VAT 10.4 8y 8.3 8.1 2.4 9.4 9.4 9.3
Excises 37 38 16 3.4 iz 4.0 16 38
Other 1axes (incl. on intemn, trade) 0.8 8 1.0 5.0 1.3 1.3 1.3 1.3
Nontax revenue 2/ 2.2 24 23 2.0 3.0 3.2 i 2.8
Expenditure 3/ 37.8 396 432 423 40.0 41,7 41.2 3846
Current expenditure 34.0 354 389 kLS 370 377 13 348
Expenditure on goads and services 22.8 242 5.5 25.5 25,1 256 255 234
Wages and salaries 4/ 83 9.2 10.8 10.2 10,1 10.2 10.2 9.5
Other goads and services 14.6 15.0 15.7 15.2 14.9 153 153 14.]
Current transfers and subsidies 10.7 10.7 12.0 121 1.6 11.7 114 10.8
Subsidies 83 04 0.5 0.5 0.4 0.4 0.3 0.3
Transfers to households 10.4 193 1.5 11.7 1.2 113 11.1 10.3
of which: Pensions 1.2 Tt 8.5 8.7 8.0 8.1 7.9 1.3
Interest payments 0.3 0.5 0.4 0.4 0.3 0.5 04 0.4
Capital expenditure 3% 42 4.3 2.4 30 4.0 3.9 3.8
Financia) surplus {+) / deficit (-) 1.8 0.2 4.6 -4.7 0.6 -1.6 -1.5 -0.3
et lending (-) 5/ 0.4 -0.1 0.1 .1 0.1 03 0.3 0.3
Querall surplus (+) / deficit (-} 22 -0.3 -4.7 -4.8 -0.4 -1.2 -1.2 0.0
Borrowing requirement <22 0.3 4.7 4.8 0.4 1.2 1.2 0.5
Domestic financing (net) -1.2 0.9 1.6 1.5 0.6 0.2 0.4 -04
Credit from domestic banks 0.1 02 0.3 8.2 0.1
Change in deposits with domestic banks (-, increase) -1.5 1.4 0.8 0.5 -0.1
Other domestic financing 0.2 0.3 0.4 0.8 -0.6
Change in govemnment deposits held abroad (-, increase) -1.1 07 -1.0 =23 0.7 6.2 0.5 .0
Foreign financing (net) 0] 0.1 0.2 0.2 03 0.4 0.3 04
Privatization proceeds 6/ 0o 0.0 4.0 54 0.0 0.3 0.0 0.0
Memorandum items.
Primary fiscal balance {+, surpius) 2.6 a2 4.3 -4.4 0.2 -0.8 -0.3 0.4
Balance in government depesits held abroad 1.1 1.7 26 45 24 2.2 19 1.7
Total gencral government debt
Excluding govemment assets held abroad 7.6 6.4 7.3 - 6.1 6.6
Including govemnment assets held abroad 6.5 4.8 4.7 4.2 4.7
GDP (in mitlion of kroons) 64,324 73,325 75,360 55,555 60,227 £1,070 82,677 90,629

Sources: Data provided by the Estonian authoritics, and Fund staff estimates and prajections.

1/ Starting from 2000, includes revenue from the taxation of dividends and fringe benefiits (the latter was intcoduced as of January 1, 2000). Prior 1o
2000, revenue from the taxation of dividends was shown nnder the corporate profits Lax.

2/ For 2000, includes spending ies own :

3/ For 2009, includes outfays finenced from spending agencies own resources.

4/ Wages and sataries of 2 number of budgetary institutions are included under "other goods and services".

5/ For 2000, exeludes the recovery of expected deposits from a bank failure in 1998,

o/ Used for financing the general government deficit.




-20-

Table 5. Estonia Banking Survey and Monetary Authorities: 1997-2600

(In millions of EEK)
1997 1993 1999 2000
Dec Dec Mar Tun Sep Dec Mar Jun Sep
Banking Survey

Net foreign assets 1/ 5,081 5114 6,619 8470 8205 7.850 8,755 3,970 4,853

Net foreign assets (BOE) 10,104 1G,4% 9,192 10,677 11,068 12,954 11,56% 12,906 13,388
Forcign assets 2/ 3/ 30,502 10,908 10,352 11,097 11471 13,334 11,960 13,264 13,752
Foreign liabilities -798 43 =1,140 420 403 =400 392 -387 -364

Net foreign assets (commercial banks) -5,013 -5,381 -2573 240 -2,863 -5,084 -2,814 -3,937 -3,535
Forgign assets 8,078 6,481 10,144 2,776 9,186 8,508 9,457 10,786 12,306
Foreign liabilities ~13,080 -11,862 -12,717 -11.983 -12.049 -13,682 -12.270 -14,723 -15,835

Net domestic assets 14,418 15,683 14,907 15,567 16,188 18,041 18,464 21,036 22,160
Domestic credit 19,184 23622 22,308 22905 23,614 26,050 26,742 28920 31,087
Nex credit 1o general povernment -2,762 -1.45% -1,999 -1.258 -1.07% 668 -559 258 -7
Credit to nongovernment 21,946 25,092 24,307 24,163 24,703 26,757 27302 29,178 31,798

Credit to nonfinancial public enterprises 220 26 267 256 Eo ) an 331 337 in
Credit 1o private sector 16,646 18,540 18,097 18473 18,785 19,821 19,868 2044 21,660
Credit to nonbank financial Institutions 4,980 6,326 5943 5434 5573 6,524 03 8399 9,768

Other items (net) 1f 4,766 -7.919 -7.401 -1332 -7.436 -8,00% -8.278 -7.8%4 -8527

Broad money 19,500 20,798 21,525 24,036 439 25918 27226 0002 32,021

of which:

M) 13,223 12,750 15271 15,388 15728 16,910 17,082 18,854 19,866
Currency ausside banks 4,588 4,539 4973 4902 3,084 5 5490 5861 6,133
Demand deposits 8,615 3212 10,298 10,487 10,644 11,198 11,503 12,994 13,734

Time and savings deposits 6,285 847 8,561 8,648 8,664 9,008 10,144 1158 12154

Monetary Autheritics
Met foreign assets 10,104 10,496 9,192 E0L677 15,068 12934 11,569 12,906 13,388

Foreign asseis ¢/ 10,902 10,909 10,332 11,097 11471 3,334 11,960 13,204 13,752
of which: currency board cover 5/ 8,526 9,070 7,780 9.296 9,761 11,526 10,133 11,475 11,585

Foreign liabilities 98 413 1,140 420 403 400 392 387 364

Net domestic assots -1.577 -1,425 -1412 -1,38 -1,267 -1,408 -1436 -1432 -1,802

Het claims on Government -352 4 -3 -23 -3 -24 -3 4 -4

Claims on financial instinsions 23 270 231 Py 9 268 268 156 H}

Clains on private sector 26 40 40 4% 48 49 49 51 50

Other -1.275 -1,731 -1,71 ~1.683 -1,592 -1,701 -1,749 -1,635 1,860

Base money 8,526 9,070 7,780 9,296 9,71 11,526 16,123 11,475 11,586

Cumrency issue 5439 5391 3233 5928 5,856 6,649 6,297 6,764 6,967

Deposits of commerrial banks 3033 3676 2513 331 3,812 4,824 3,751 4,618 4,495
of which: required reserves 6/ 2,198 1,653 2,532 3436 3,557 3,745 3.7 4,286 4,298

Oxther deposits at BOE 52 4 4 36 33 54 85 9 124

Memorandum items:
Base money multiplier 229 229 277 259 251 225 269 262 .76
Currency-to-deposit ratio 031 028 0.26 0.27 0.26 0.29 0.25 022 o
Bank rescrves-to-deposit ratio 0.26 028 1% 0.23 0.24 0.29 221 023 0.24
Velocity (period average) 375 357 118
Net internationsl reserves (in millions of DM) 7/ 207 224 225 ¥ k] 217 ) 20 256
Government balances held abroad (in millions of EEK) 8/ 00 1,324 2764 2,764 249 1,995 1,698 L5 L5714
(percentage change from same period in preceding year)

Net foreign assets of banking system 289 0.5 B2 238 600 535 323 59 0.1
Net domestic assets of banking system 10661 88 4.4 88 36 150 239 351 359
Credit to non-govemment of banking system 839 14.3 52 0.7 <17 65 123 208 287
Broad meney 378 6.6 56 3.7 16 246 265 249 33
Base moncy 37.7 64 25 0.0 8.2 271 302 234 19.4
8 : Data provided by the tan authorities, and Fund staff estimates and projections.

1/ The authorities revised the data on deposit money banks' foreign liabilities in Dy iber 1998 by including sub ial of bonds issued in foreign liabilities that had

hitherto been included in other items (net).

2/ Exeludes foreign assets of the Stabilization Reserve Fund

3 The Bank of Estonia’s foreign assets rose sharply in December 1999 as commercial banks shifted funds into theit accounts with the Bank of Estonia 10 enhance domestic
liquidity in amticipasion of Y2K problems. This was reversed in the frst quaster of 2000.

4/ Excludes foreign assets of the central govemment's Stabilization Reserve Fund,

5 Currency board cover is equivalent 1o base money (¢.g., the sum of currency issue plus the kraan lizhilities of the Bank ofi:‘.smnm in its comrespondent actownts).

& Requirement o be met on the basis of daily sverage of deposits over month. Up o June 2000, it inciudes a liquidi y quivalent to 3 percent of the 1eserve requirement
base (impased since December 1997). Afier fune 2000, the liquidity requinerment was incorparated into the reserve lzqwmnent.

7/ Net of currency board cover (program definition).

8/ Including balances in the Stabilization Reserve Fund (SRF).
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Tabie 6. Estonia: Swnunary Balance of Payments 1997-2001

(In millions of DM)

197 1998 1999 2000 2001

HI Year Hl Year Year Year

Prel. EBS/AK/101  Proj. Proj.
Current Account 977 344 -283 -542 27 661 668 -739
Trade Balance -1,957 -1,965 -687 -1,617 - -1,883 -1,921 -2,288
E 3.984 4,723 2,137 4,503 3,174 5,716 6,436 1.784

of which ; poods for processing 990 1410 665 1430 1,265
Imports 1/ 5,94 -6,688 -2,824 6,122 -3,945 -7,599 -8,407 -10,072

of which : goods for processing -8R0 -1,218 504 -L3n -1,206

Services Balance 1,02¢ 1,006 428 1,057 564 1244 1,270 1,529
Receipts 2,29 2,601 1,203 2,744 1475 30144 3,311 3,997
of which: travel and toarism 826 947 419 1,013 483 -
Payments -1,267 -1,594 =775 -1,687 911 1,900 2,061 -2.469
Income -251 -146 -113 -188 -188 =263 -263 -275
Current Transfers 203 260 89 207 121 247 246 296
Capital and Firancial Account 2/ 1,369 859 286 84) 201 592 724 882
Capital Transfers 0 3 j 2 15 19 35 49
Financial Account 1,369 856 284 23] 184 573 689 842
Direct Investment 223 999 M5 401 81 459 531 525
Frotn abroad 1/ 3/ 462 1,009 M4 556 292
Outward (by Estonians) -23% -16 28 =155 -2
Net equity investment 3/ 66 13 461 435 36 188 86 125
Loans and other investments 4/ 1,081 -236 522 5 67 =73 T2 192
of which:
Banks 797 37 -7 11 «25
Gevernment -19 -103 -154 -50 29 6t 24
Monetary Authorities =38 -38 =20 a5 -1¢
Ertovs and Omissians -6 1 -39 -28 9 0 79 0
Overall balance 346 16 236 273 6 %9 135 143
Chanpe in official reserves (- increase} -346 -18 36 273 -6 69 -135 -143
Memorandum ftems:
DM/US$ exchange rate (period average) L73 176 1.84 204
Gross International Reserves 5/ 6/ 7/
(DM millions) 1,363 1,364 1,387 1,667 1,662 1,598 1,791 1,935
In months of imports 8 24 27 33 28 5 26 23
Relative to (ratio)

Short-term debt (gross) & 9/ 09 09 09 0.9 09 0.9 10 1.0
Trade Balance/GDP 243 214 -15.1 -i72 -15.3 -186 -18.6 =202
Current Account’GDP -1 92 6.2 58 -5.5 -6.5 -6.5 65
Total external debt/GDF

Gross 8/ 46.8 438 46.5 479 46.6
Net 10/ 131 333 294 339 333
General government external debt/GDP 11/

Excluding Govt. assets held abroad 43 43 49 49 54 5.1 50 51

Including Govt. assets held abroad 3.2 2.6 1.2 23 3.6 25 28 i1
Debt Service/Exports of GNFS 8.1 8.2 935 89 72 16 Ay 57

Sources: Bank of Estonia, and Fund staff estimates and projections.
1/ The revised projections for 2001 and beyond do not include imports ef capital equipment and FDI inflows associated with the privatization of the electricity comp

and the railroads. Preliminary

s | percent and 2 percent of GDP in 2001 and 2002, respectively. Outer years would be less affected
2/ Projections for 2001 do not take into account the impact on capital flows of the pension reform now under discussion.
3/ The targe flows in 1998 were associated with the purchase by Swedish banks of substantial interests in the two largest Estonian banks {Hansapank and Uhispank).

4/ Includes operations in debt securities.

5/ Excludes Governiment deposits held abroad {including in the SRF).
6/ Changes in gross interationa! reserves may differ from Nows implied by overall balance of payments due lo valuation changes, ete.
¥ Gross international reserves at end-1999 were inflated by banks shifting resources from accounts abioad to the Bank of Estonia to enhance domestic liguidity in

anticipation of Y2K-related problems.

8/ Includes trade credits.

9/ Short lerm debi is defined on the basis of original marurity.
10/ Net of Government deposits held abroad and foreign assets of commercial banks.

11/ Includes government guaranteed debt.

that if these projects proceed on a relatively ambitious timetable, the current account deficit could widen by as mu



Table 1. Estonia: Quantitative Performance Criteria under the Program, September 30, 2000 1/

March 31, 2600 June 30, 2000 September 30, 2000
Program  Qutcome Program  Qutcome Program Outcome
(In millions of EEK)
I. Limit on cumulative general government deficit 410 167 700 695 750 270.5

(In millions of deutsche mark)
II. Minimum levels of net international reserves of the Bank of Estonia :
(January 1 through December 31, 2000) 200 223 200 217 218 2/ 255.5

(In millicns of 1.8, dollars)
11 Ceilings on external short-, medium-, and long-term debt of general

government
Maturity of 0-2 years 0.0 0.0 0.0 0.0 0.0 0.0
Maturity of over 2 years 130.0 0.1 200.0 22.4 250.0 29.2
of which: Maturity of more than 2 years but less than 10 years 15.0 0.1 20.0 0.1 300 6.9
IV. The government will not accumulate any payments arrears during the
period of the arrangement Observed Observed Observed
V. The currency board is fully backed with foreign exchange at all times Observed Observed Observed

1/ Definitions of the concepts were set out in the Annex to the Memorandum of Economic Policies (EBS/A00/18).
2/ The targets for net international reserves at end-September 2000 was adjusted for the net proceeds of the sale of Optivabank, as specified in EBS/00/18.
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ANNEXII -

Table 2. Estonia: Structural Performance Criterion and Benchmarks, September 30, 2000

Measures Due date Status
Structural Performance Criterion
Submit new Basic Budget Law (including improved June 30, 2000 Done
oversight and control over extrabudgetary funds, local '
overnments, and agencies).
Structural Benchmarks
1. Implement improved loan assessment framework, March 31, 2000 Done
including a uniform minimum loan provisioning
system in line with international standards.
2. Initiate assessment of compliance with good June 30, 2000 Done
practice codes for fiscal and monetary policy.
3. Submit to parliament a new Securities Market Law | June 30, 2000 Delayed to end-
in line with FSAP/FSSA recommendations. 2000.
4. Decide on organizational and legal principles for June 30, 2000 Done
unified financial supervision agency
5. Complete upgrading of Energy Inspectorate June 30, 2000 Done
6. Submit to parliament complete pension reform December 1, 2000 | Likely to be delayed
package, including proposed eligibility criteria and to end-2000.

benefits for second tier of pension system, consistent
with World Bank/IMF recommendations.
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FUND RELATIONS'
(As of September 30, 2000)

I Membership Status: Joined May 26, 1992; Article VIII.

II.  General Resources Account SDR Million Percent of Quota
Quota 65.20 100.0
Fund holdings of currency 80.70 123.8
Reserve position in Fund 0.01 0.0

III. SDR Department SDR Million Percent of Allocation
Holdings ' 0.01 N.A.

IV. Outstanding Purchases and Loans SDR Million Percent of Quota
Systemic Transformation 15.50 23.8

V. Financial Arrangements’

Type Approval Date  Expiration Date Amount Approved Amount Drawn
(SDR miillion) (SDR million)

Stand-by 3/1/2000 8/31/2001 29.34 0.00
Stand-by 12/17/97 3/16/99 16.10 0.00
Stand-by 7/29/96 8/28/97 13.95 0.00

VL. Projected Obligations to Fund (SDR million; based on existing use of resources and
present holdings of SDRs)

Forthcoming
2000 2001 2002 2003 2004
Principal 1.0 39 39 3.9 1.9
Charges/interest 0.2 0.7 0.5 0.3 0.1
Total 1.2 4.6 4.4 4.2 2.0

! Updated information relating to members’ positions in the Fund can be found on the IMF
web site (http://www.imf.org/external/np/tre/tad/index.htm).

* Estonia has in the recent past agreed to stand-by arrangements with the stated intention not
to draw upon them. These are called “precautionary arrangements” and further information
on this type of arrangement can be found on the IMF’s web site
(http://www imf.org/external/np/exr/facts/surv.htm).
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VII. Exchange Arrangements

The currency of Estonia is the kroon. The kroon replaced the ruble on June 20, 1992. Since
that date, the Bank of Estonia has guaranteed the conversion of kroon bank notes, coins, and
reserve deposits of commercial banks at a fixed rate of exchange of EEK 8 per deutsche mark
(and EEK 15.6466 per euro). The kroon is fully convertible for all current and capital
account transactions.

VIII. Articlte IV Consultations

The 1999 Article IV consultation was concluded by the Executive Board on June 30, 2000.

IX. Technical Assistance

Appendix II provides information on the Fund's recent technical assistance activities in
Estonia,

X. Resident Representative

Mr. Adalbert Knobl assumed the position of senior resident representative in Estonia and
Latvia starting October 1999,

X1.  Legislation Related to the Fund

Eleventh General Review of Quotas: Passed in April 1999
Fourth Amendment to Articles: Passed in April 1999
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TECHNICAL ASSISTANCE FROM THE FUND, 1999-2000

Department Subject/Identified Need Action Timing Counterpart 1/
1999

MAE Bank supervision Mission July BoE

STA Money and banking statistics  Staff visit October BoE

FAD Budget Law Staff visit October MoF
2000

MAE/World FSSA/FSAP Mission(s) Feb.-Mar. BoE/MoF

Bank (2 visits)
FAD Penston Reform Staff visit April MoF/MoSA

Source: International Monetary Fund.

1/ BoE: Bank of Estonia; MoF: Ministry of Finance; MoSA: Ministry of Social Affairs; Stat
Statistical Office of Estonia.

2/ Covering all three Baltic states,
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RELATIONS WITH THE WORLD BANK

1. Estonia became a member of the World Bank on June 23, 1992, The World Bank’s
early involvement in Estonia included work on public expenditure issues (1994), local
government financing (1995), and the impact of the transition process on living standards
(1996). In June 1997, the Bank completed a Public Expenditure Review Update.

2, In June 1999, the World Bank completed a Country Economic Memorandum entitled
"Estonia: Implementing the EU Accession Agenda." In February 2000, the World Bank
initiated work on a Regional Development Program for the northeastern-most county of
Estonia, Ida Virumaa. The work included the development of an action program designed to:
(a) strengthen regional institutions providing labor and education services, as well as other
social services; (b) support the development of small and medium enterprises; and (c)
mitigate past environmental damages, contributing to sustainable development. The work
was completed in mid-2000.

3. The Board of Executive Directors approved the first World Bank lending operation in
Estonia, a Rehabilitation Loan for USS$30 million, in October 1992. In May 1994, loans to
support district heating rehabilitation (US$38.4 million) and highway maintenance

(US$12 million) were approved. A US$10 million Financial Institutions Development Loan
(FIDL) was approved in October 1994, a health project (US$18 million) in January 1995,
followed in April 1995 by an environment loan (US$2 million), and an agricultural loan
(US$ 16 million) in March 1996. More recently, in March 2000, the Board approved a
Transport Sector Project (US$25 million), focusing primarily on road improvements.

4. Bank borrowing has been limited in recent years and is likely to remain small.



Estonia: Core Statistical Indicators

{As of November 10, 2000)

Central
Inter- Reserve/ Bank Consumer Current Overall
Exchange national Base Balance Broad Interest Price Exports/ Account Government GDP/ External
Rates Reserves  Money Sheet Money Rates Index Imports  Balance Balance GNP Debt
Date of latest 11/9/00  10/31/00  10/31/00 10/31/00 10/31/00 10/00 10/00 9/00 Q2/00 9/00 Q2/00  Q2/00

observation
Date received 11/9/00 11/7/00 11/7/00 11/7/00 11/7/00 11/8/00 11/7/00 11/6/00  9/18/00 10/21/00  10/27/00 9/25/G0

Frequency of

data D M M M M M M M Q M Q Q
Source of data N A A A A A A A A A A A

Mode of &
reporting ov o 02/ oV O 173/ ov c2/ ol ol C,V 2/4/ CvV2 V01/2/ '
Frequency of

reporting D M M M M M M M Q M Q Q
Confidentiality C C C C C C C C C C C C

Source: Fund staff.

1/ Via electronic mail or Internet.

2/ Through the resident representative’s office.

3/ Broad money computed by staff based on balance sheets received (consolidated commercial banks balance sheet and central bank balance sheet).
4/ General government balance camputed by staff based on separate data provided by the Ministry of Finance.

Explanatory Notes
Frequency of data: D-daily, W-weekly, M-monthly, Q-quarterly.

Frequency of reporting: M-monthly, Q-quarterly, V-irregularly in conjunction with staff visits.

Source of data: A-dircct reporting by central bank, ministry of finance, or other official agency, N-official publication or press release.
Mode of reporting C-cable or facsimile, V-staff visits, or O-other.

Confidentiality: (B) for use by the staff and the Executive Board, {C) for unrestricted use.

Al XIANAddV
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November 24, 2000

Dear Mr. Kohler,

The attached Supplementary Memorandum of Economic Policies reaffirms the policy
commitments described in our letter of intent dated February 11, 2000 and provides an
update of our policy for the remainder of 2000 and the first half of 2001. We have fully met
all end-June and end-September performance criteria underlying the program supported by
the Fund with a stand-by arrangement, which we continue to treat as precautionary. We are
encouraged by the fast recovery of the Estonian economy from the recession after the Russia
crisis, the better-than-expected current account developments, the strong confidence in our
currency board, and the strengthening of our financial system. We expect to meet the original
program targets for end-2000, and we have submitted a balanced budget for 2001 to
parliament. We are proceeding with the reform of the pension system and the strengthening
of financial sector supervision. We are making strong progress in meeting the conditions for
early EU accession.

We believe that the policies described in the attached memorandum are adequate to achieve
the objectives of our economic program. We will however, continue to monitor
developments closely and are committed to act decisively, if warranted. In particular, should
economic growth exceed current projections, we intend to use any additional revenues to
generate a budget surplus in 2001, so as to protect the balance of payments position. We are
herewith requesting the completion of the second review under the stand-by arrangement.

Sincerely,
/s/ /s/
Mart Laar ' Vahur Kraft
Prime Minister Governor
Bank of Estonia
Attachment
Horst Kohler
Managing Director
International Monetary Fund

Washington, D.C. 20431
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ATTACHMENT

November 24, 2000
REPUBLIC OF ESTONIA
Supplementary Memorandum of Economic Policies

I. INTRODUCTION

1. The economic recovery from the effects of the Russia crisis gained momentum in the
first half of 2000, despite a sharp fiscal correction. The recovery was importantly supported
by rapid growth of our export markets, but also by our prudent policies and further stractural
reforms, as outlined in our policy memorandum earlier this year. These policies aimed at
laying the basis for rapid economic recovery through maintaining macroeconomic stability
and increasing the efficiency and competitiveness of the Estonian economy. In order to
achieve sustainable fast economic growth and prepare the economy for accession to the
European Union (EU), we intend to continue these policies through 2001 and beyond, and
strengthen them where appropriate.

2. The strong growth in our key export markets in Finland, Sweden, and other EU
countries and deployment of new investments in the electronics sector and other exporting
industries, has led to a rapid increase in exports of goods and services by 39 percent in the
first half of 2000. Together with a recovery of private domestic demand, this resulted in an
increase in real GDP by almost 6% percent in the first half of 2000 over the same period in
1999. However, 1999 had been characterized by a recession, and output in the first half of
2000 was only about 3% percent higher than in the first half of 1998. The twelve-month
inflation rate rose from 3.8 percent in December 1999 to 4.7 percent in September 2000,
largely refiecting the weakness of the euro and the sharp increase in international energy
prices, as well as the feed-through to transportation fees, and the extension of VAT of

5 percent to thermal energy in June 2000. Unemployment has started to fall recently with the
rapid economic recovery, but remains above the level in 1999, The external current account
deficit in the first half of this year was 5.4 percent of GDP, which is lower than in the same
period of 1999, when it had amounted to 6% percent of GDP. The debt service ratio has
declined from already moderate levels because of strong non-debt creating inflows financing
much of the current account deficit and the increase in net foreign assets of the banking
system.

3. The tightening of fiscal policy that had begun in the second half of 1999 was
continued in the first half of 2000, with a general government deficit of about 1.7 percent of
GDP, compared with 6.6 percent of GDP in the same period in the previous year. VAT has
performed better than projected, but excise tax collection was initially weak. So far, overall
revenue and expenditure performance has been broadly in line with expectations, as the
unexpectedly fast growth of exports (which are not taxed) has not yet resulted in revenues
exceeding projections.
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4. Representing a catch-up after the slow growth in the monetary aggregates in 1998 and
much of 1999, broad money grew at about 25 percent (vear-on-year) in the first half of this
year, and by 31 percent in the third quarter. Interest rates are near historic lows. While there
has been a slight upward tendency recently, this was less than in euro interest rates. The
commercial banking sector remains in a strong financial position, and the Bank of Estonia has
sold its equity stake in Optivapank in July 2000.

5. As regards structural reforms, we submitted to parliament a new budget law that will
make expenditure control more effective. While, after passage in parliament, the new law will
apply only to the budgets from 2002 onwards, we have already framed the budget proposal for
2001 in accordance with the new law. The Bank of Estonia and the government also agreed in
June 2000 to establish a unified financial supervision agency and to provide strong safeguards
to ensure its budgetary and operational independence. Finally, a principal agreement on the
partial privatization of the electricity complex was reached in August 2000.

II. POLICY PROGRAM THROUGH 2001
Macroeconomic Framework

6. While Estonia's economy has improved substantially over the past year, we will remain
vigilant to ensure that this improvement will be sustained. To this end, the currency board
arrangement will remain the corerstone of our stabilization policies, supported by strong
fiscal policies to protect our external position.

7. We now expect real GDP to rise by 5)2-6 percent in 2000 (rather than by 4 percent
previously expected), and at a similar rate in 2001. Economic growth will continue to be
export-led, even though export growth is likely to slow down somewhat from its very brisk
pace in early 2000. We expect that investment will become the second engine of growth.
Barring further unforeseen external price increases, the rate of average consumer price
inflation is expected to remain between 4 and 5 percent in 2000 and 2001. With strong
economic growth, the rate of unemployment should continue to decline somewhat from its
present high level of 13.2 percent. However, this is likely to be a gradual process as the rapid
transformation of the economy will continue to lead to closures of labor intensive enterprises.
Finally, with continued strong export growth, the external current account deficit is projected
to remain in the range of 6-7 percent of GDP in 2001, despite the upward push on imports
from strengthening domestic demand.

Fiscal Policy

8. As already noted, the economic recovery has been led by a rapid increase in exports,
which are not taxed. Therefore, while the recovery has been stronger than expected, this has
not yet led to higher revenues, nor to a weaker external position. Thus, the budget outlook for
the remainder of 2000 is broadly in line with earlier expectations, and the budget also remains
appropriate from a macro-economic point of view. Revenues are likely to meet budget targets,
with higher direct taxes and VAT compensating for relative weakness in excise tax collection.
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The deficit of the central government is expected to be somewhat below earlier expectations,
while, with the economic recovery and the freezing of pensions, the Social Insurance Fund will
move towards balance after a deficit of close to 1 percent of GDP in 1999. However, the
municipalities may be running a higher deficit than planned. In particular, the City of Tallinn
has passed a supplementary budget (0.3 percent of GDP), the full implementation of which
could threaten achievement of our fiscal target this year. We are, therefore, trying to persuade
the municipalities to refrain from undermining our fiscal policy. In any case, we will stand
ready to cut back expenditure of the central government to compensate for any overspending at
the local level, to ensure that our fiscal targets are met. For this purpose, we are already
holding back spending until the overall fiscal position becomes clearer toward the end of the
year. Moreover, while we expect to recover some of the deposits lost in a bank failure in 1998,
we do not intend to rely on these funds for meeting the budget target in consideration of the
one-off nature of these receipts.

9. We have submitted a balanced budget for 2001 to parliament. On the revenue side, the
ratio of direct taxes to GDP will fall on account of the completion of the phase-out of the
corporate profits tax and the introduction of higher exemptions for personal income tax. This

is expected to be only slightly offset by higher excise tax collection—as a result of the
introduction of excises on fuel components as from September 1, 2000, the introduction of
alcohol excise warehouses from January 1, 2001, and improvements in tax administration,
Moreover, non-tax revenue will also be smaller, as there will be no repeat of the bank deposit
recovery. On the expenditure side, the budget is based on a continuation of the general freeze
of nominal pensions and government wages, following the sharp increase in 1999, with the
important exception of salaries of teachers and cultural workers. The budget also includes the
transfer of education spending and their financing from the central government to the local
authorities, but this will not affect the consolidated budget. The continued freeze of pensions,
together with the effects of the economic recovery, is expected to move the central government
budget (including the Medical Insurance and the Social Insurance Funds) into a slight surplus,
covering the expected deficit of the municipalities. Should revenues exceed projections, we
intend to generate a fiscal surplus next year, so as to protect our external current account, and
prepare for the pension reform starting in 2002. Consistent with the target of fiscal balance for
2001 as a whole, but allowing for seasonal movements, we have set general government deficit
targets for March and June 2001 to cover the remainder of the program period (Table 1).

10.  The government has made considerable progress in rationalizing and streamlining the
‘operations of the central government and the extrabudgetary funds, inctuding through the
introduction of a comprehensive Treasury system in 1998 and the submission to parliament of
a new basic budget law in June 2000. The government intends to continue the process of
administrative reform through the early review of the structure of local government finance. At
present, there are 247 separate municipalities, each with its own budget and financial
admuinistration. It has long been recognized that this system is expensive, unwieldy, and
inhibits effective control over public spending. Accordingly, the government intends to
propose by mid-2001 an approach to the restructuring of the system of local governments with
a view to reducing substantially the number of independent administrative units.
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Monetary Arrangements and Financial Market Supervision

11, As already noted, the currency board arrangement will remain the cornerstone of our
economic policies. Within the currency board requirements, we continue to streamline our
operational framework to reduce the distorting effect of the high reserve requirement and to
bring it in line with that of the Eurosystem central banks. Following the review envisaged in
our originat MEP, as of July 1, 2000, we have combined the reserve and liquidity requirements
into one uniform reserve requirement at 13 percent of the reserve base. This change had a
marginally tightening impact on banks’ balance sheets by increasing the level of mandatory
intra-day minimum reserves. Moreover, as of January 2001, banks will be allowed to invest up
to 25 percent of their required reserves into highly rated foreign money market instruments.
We have also ceased the issuance of Bank of Estonia CDs as of April 20, 2000, as
recommended by Fund staff. As described in our earlier policy memorandum, we are carefully
monitoring credit and monetary developments. We have already taken recourse to moral
suasion with key commercial banks and we are scrutinizing their lending plans, credit policy,
and risk strategies for the coming vear. In addition, we would consider, if necessary, a
combination of monetary and financial policy measures to limit credit growth.

12.  The Bank of Estonia has completed in June 2000 an assessment of compliance with
good practice codes for monetary policy as part of the Financial Sector Assessment Program
(FSAP). The FSAP concluded that vulnerabilities in the financial sector had been substantially
reduced.

13.  The government and the Bank of Estonia agreed in June 2000 on the basic structure of
the agency that would unify supervision over the banking, insurance, and securities industries
(the Fmancial Supervision Agency or FSA). It is expected that enabling legislation would be
submitted to parliament by March 31, 2001, which would allow the FSA to commence
operations on January 1, 2002. It is already agreed that the FSA would have full operational
and licensing independence (consistent with the principles set out in the FSAP). In addition,
the legislation will also reflect international best practices in financial supervision, including
full protections from legal actions associated with the discharge of its core responsibilities.

14.  We recognize that the banking sector plays a key role in ensuring macroeconomic
stability and the stability of the currency board, and will therefore ensure that there will be no
compromise in the standards of commercial banking supervision during the transition to the

- FSA and thereafter. We are also mindful of the shortcomings in financial supervision that were
identified in the FSAP, in particular in the case of the Securities Inspectorate. Accordingly,
and to ensure a smooth transition to the new supervisory environment, we will (i) submit the
new Securities Market Law to parliament before end-December 2000; and (ii) proceed with
the enhancement of the standards of supervision in the Insurance and Securities Inspectorates;
this may entail the commitment of additional managerial resources as well as considerable
assistance (twinning, training, IT systems) from the EU, especially in the case of the Securities
Inspectorate.
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Other Structural Policies

15.  We now expect that the pension reform proposal to establish a fully funded voluntary
second pillar will be submitted to parliament towards the end of December 2000, rather than
December 1. This brief delay is needed to reach a broader political consensus and refine the
calculations. Under the government’s proposal, 4 percentage points of the 20 percent payroll
tax will be redirected from the first to the second pillar for workers who choose to participate,
plus a further 2 percentage points to be contributed by the participant. Participants would not
be able to opt out of the second pillar after they join. The question whether participation in the
second pillar should become mandatory for new entrants in the labor force is still under
discussion. The reform is expected to be implemented from January 1, 2002, While much will
depend on the actual participation of employees in the system, preliminary estimates suggest
that the emerging deficit in the first pillar could initiaflly amount to about 1 percent GDP. We
will also continue with the reform of the first pillar of the pension system, including by
introducing indexation to prices and the wage bill. This will ensure the system's financial
integrity over the medium term by removing decisions on discretionary pension increases from
the political sphere.

16. The sale of a minority stake in Narva Power Station to a foreign investor is expected to
be completed by mid-2001. This will signal the beginning of a major investment program into
Estonia’s energy sector and shouid lead to substantial improvements in the productivity of the
electricity generation and oil shale mining industries. It will also bring with it a sharp reduction
in the harmful environmental impact associated with the production of electricity. A special
fund is being created by Narva Power Station to address the social consequences of the
restructuring. At the same time, the power purchase agreement associated with this deal
implies that Eesti Energia, buying a substantial amount of the Narva Power Station’s output of
electricity, maintains a dominant position in this sector. This dominance is enhanced through
its simultaneous control over the Estonia’s transmission system and most of its distribuiion
network. To ensure that Eesti Energia does not abuse its market power and that independent
producers enjoy reasonable access to the transmission and distribution networks (as guaranteed
under the 1998 Energy Act), the government has already upgraded the functioning of the
Energy Inspectorate, including by narrowing the focus of its work. The government will
continue this process by further enhancing staffing and seeking EU assistance in improving the
technical capacities of this agency. Our intention is to proceed with the privatization of the
energy complex after the completion of the sale of the stake in Narva Power Station.

17. The government is also at the final stage of the privatization of a two-thirds stake in
Eesti Raudtee—the major freight and transit line. The tender process has identified a number -
of prospective buyers, and it is expected that a final selection will be made by the end of this
year. The government recognizes the importance of ensuring that the strategic investor in Eesti
Raudtee has the experience and the financial capacity to undertake the task of upgrading and
streamlining the railway, which plays such a crucial role in the export of transit services.
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HOl. PERFORMANCE MONITORING

18.  Progress in the implementation of the program will continue to be monitored through
quarterly performance criteria, which have now been set through the end of the program
through June 2001, and are presented in the attached table. The definitions remain those of
the Letter of Intent dated February 11, 2000, except for the definitions of the performance
criteria on the debt ceilings at end-March and end-June 2001, which have been revised to
bring them in line with the IMF Executive Board decision of August 24, 2000.



Table 1. Estonia: Quantitative Performance Criteria under the Program, 2000-01 1/

December 31, 2000 March 31, 2001 June 30, 2001
Program Program Program
: (In miilions of EEK)
I. Limit on cumulative general government deficit 1000 1159 1250

(In millions of deutsche mark)
1. Minimum levels of net international reserves of the Bank of Estonia .
(Januvary 1 through December 31, 2000) 2/ 200 200 200

(It millions of U.S. dollars)
IIL. Ceilings on new external short-, medium-, and long-term debt of general
government 3/

Maturity of 0-2 years 0.0 0.0 0.0
Maturity of over 2 years 250.0 300.0 300.0
of which: Maturity of more than 2 years but less than 10 years 30.0 30.0 30.0

IV. The government will not accumulate any payments arrears during the
period of the arrangement

V. The currency board is fully backed with foreign exchange at all times

1/ Definitions of the concepts were set out in the Annex to the Memorandum of Economic Policies (EBS/00/18), except for the definitions of the
performance criteria on the debt ceilings at end-March and end-June 2001, which have been modified in accordance with the IMF Executive Board
decision dated August 24, 2000 (see footnote 3).

2/ The targets for net international reserves will be adjusted for the net proceeds of the sale of Optivabank, as specified in EBS/00/18.

3/ The performance criteria on the debt ceilings for end-March and end-June 2001 apply not only to debt as defined in point No. 9 of the Guidelines
on Performance Criteria with Respect to Foreign Debt (August 24, 2000) but also to commitments contracted and guaranteed for which

value has not been received. Because of difficulties in ensuring effective monitoring of leasing and import financing by local entities, such
transactions by local governments are not included under the external debt linits.

_9(5..
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FOR IMMEDIATE RELEASE

EDITORIAL DIVISION
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News Brief No. 00/115 international Monetary Fund
FOR IMMEDIATE RELEASE 700 19th Street, NW
December 13, 2000 Washington, D. C. 20431 USA

IMF Completes Second Estonia Review

The Executive Board of the International Monetary Fund (IMF) today
completed the second, and last, review of Estonia’s performance under a
18-month, SDR 29.34 million (about US$37.8 million) stand-by
arrangement. This opens the way for release of a further SDR 4.2 million
(about US$5.5 million) from the arrangement, which the authorities,
however, are not expected to request as they have treated stand-by
arrangements as precautionary for a number of years already.

In commenting on the Executive Board's decision to complete the review
of Estonia's economic program, Shigemitsu Sugisaki, Deputy Managing
Director, stated:

“The Estonian authorities are to be commended for the successful
implementation of their macroeconomic and structural policies. Despite
the sizable fiscal correction this year, the economy is recovering faster
than expected, led by strong export growth and the increase in private
sector demand. For the first nine months of 2000, the budget showed a
deficit of only 2 percent of GDP, entailing a reduction by over 4
percentage points of GDP compared to 1999. Confidence in the currency
board is high, the current account deficit remains moderate, the banking
system has strengthened, and the unemployment rate has started to
decline albeit from high levels. The privatization program of the few
remaining public enterprises continues as planned. Preparation for EU
accession is well advanced.

“The submission to parliament of a balanced budget for 2001 is a
welcome step, as is the commitment to protect the balance of payments

EXTERNAL RELATIONS DEPARTMENT
Washington, D.C. 20431 « Telephone 202-623-7100 + Fax 202-623-6772 + www.imf.org
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by aiming for a fiscal surplus next year, should economic activity turn out
to be stronger than expected. The authorities also need to remain vigilant
against a recurrence of excessive credit growth. The strengthening of
financial supervision, particufarly through the speedy implementation of
the new securities market law and the unified financial supervision agency
is, rightly, accorded high priority. The careful craiting of a voluntary fully
funded second pillar of the pension system is appropriate. Further reforms
of the first pillar, including a further increase in retirement age, will also be
required in order to ensure the financial viability of the pension system,”
Mr. Sugisaki said.



Statement by Olli-Pekka Lehmussaari, Executive Director
For the Republic of Estonia
December 13, 20(H)

Let me start by thanking the staff on behalf of my Estonian authorities and myself
for a frank discussion, a balanced diagnosis of the state of the Estonian economy, as well
as for constructive policy advice. My authorities are in agreement with all the main
conclusions of the staff appraisal, and they are of the view that staff fairly reflects
Estonia’s progress in program implementation and economic policy management.

While the Estonian economy has performed strongly and all policy targets are
within reach, and some of them are likely to be exceeded, the authorities wish to restate
that they will remain mindful of the challenges posed by the less certain global outlook.
Also, they will closely monitor that the strengthening domestic demand does not translate
to the overheating of the economy. Therefore, my Estonian authorities wish to yet again
reaffirm their earnest commitment to prudent economic policy.

Economic developments and outlook

The nearly six months which have passed since the completion of the 2000
Article IV discussion and the first program review in June have bolstered the evidence of
strong economic growth. The latest information that has become available confirms the
continuation of a solid expansion. Based on preliminary data, the third quarter GDP grew
by 6.9 percent, value-added is increasing in all major industries, and exports are keeping
up their rapid pace as the invesiments in new technologies are deployed. Growing exports
also signal that the Estonian economy is maintaining its competitive edge. Domestic
demand is increasing alike and, while still subdued, investments are expected to pick up
as the output gap narrows and economic restructuring carries on. Also, unemployment
has continued to decline.

Most importantly, the fiscal performance has showed continuous improvement
and, as of end-November, the general government accounts were close to balance on a
yeatly basis, for the first time in nearly two years. While the revenues have grown
broadly in line with the projections, the recorded over performance vis-a-vis the deficit
targets largely originates from efficient expenditure restraint.

Despite the robust real activity and credit expansion, the current account has
remained in check. The deficit in the trade and services balance is expected to improve to
around 4.5 percent from 5.9 percent in 1999. However, the overall current account deficit
for the year 2000 is likely to exceed 6 percent, as the improved profitability of enterprises
1§ expected to turn the investment income balance significantly negative. At the same
time, the authorities anticipate that reinvested earnings will finance about half of this
deficit. Over the medium term, the authorities see the current account deficit likely to
widen somewhat as investment demand recovers and credit growth fuels consumption.
They expect, however, that a hefty share of this deficit will continue to be financed by the



FDI inflows, as Estonia remains an attractive investment location, and the reminder, to a
large extent, by other long-term capital flows. As a result, debt and debt service ratios are
expected to remain low.

Following the disposal of the authorities’ last shareholding in the banking
industry last June, the Estonian financial sector is now fully integrated with European
markets, as all major banks and insurance companies are sirategically owned by foreign
banking or insurance institutions.

Estonia is also advancing well on the EU accession track, and the authorities
remain committed to meet the accession requirements by 2003 in order to be ready to join
the EU at the earliest opportunity.

On balance, the authorities are of the view that external and domestic prospects
remain generally favorable. While there is no evidence of the economy overheating, they
remain alert to the signs of build up of domestic or external imbalances and stand ready
to react preemptively, if needed.

Policy agenda

The authorities continue to see the currency board arrangement (CBA) as the
cornerstone of pre-accession economic policies in joining the EU and eventually the
EMU. The CBA keeps the economy firmly on the convergence path and forces the
economic agents to rely on productivity growth as an underlying force to maintain
competitiveness. Indeed, the Buropean Commission’s recent progress report on Estonia
also indicates that the Estonian economy can withstand the competitive pressures in the
single market in the near term.

The authorities continue their course of fiscal consolidation. The budget for 2001,
which aims for balance at the general government level, is based on conservative revenue
assumptions and implies a negative fiscal impulse on the order of 1.2 percent of GDP,
consistent with the economy’s cyclical position. Like in earlier statements, the authorities
are committed to save surpluses should the actual revenues over perform the underlying
projections; inter alia, because the fiscal policy is the primary tool for maintaining
macroeconomic stability and bearing in mind the costs associated with the pension
reform.

As a part of the comprehensive public sector reform launched in 1998, the
authorities are now discussing the modalities of the administrative reform of local
governments, which should yield to a rationalization of local government finances and to
a substantial reduction in the number of municipalities, presently standing at 247,

The authorities have also advanced further with implementing a major overhaul of
the existing pension system. The Parliament has passed legislation indexing the pensions
in the first pillar to the average of the CPI inflation and the growth in social security
contributions. The authorities are finalizing draft legislation establishing the second fully



funded pillar as of 2002, and are continuing efforts to build up a broad social consensus
on the question whether the otherwise voluntary second pillar should be mandatory for
new entrants in the workforce. They expect to reach this consensus and enact all
necessary legislation related to the second pillar before July 2001. The authorities are also
continuing to refine the assessment of transitional costs of the reform and to specify the
financing structure.

In reforming the oversight of financial markets, the authorities have finalized the
draft legislation on the creation of a unified financial supervisory agency, and it will be
submitted to Parliament shortly.

Recent months have likewise shown marked progress in divesting the last major
companies that remained on the privatization list. Following the agreement to privatize
the power generation company to the US energy firm NRG Energy, the authorities are
now in the final stage for picking up a strategic investor to acquire 66 percent of the
equity of Eesti Raudtee, a major freight and transit company.

Finally, my Estonian authorities, in demonstrating their commitment to adhere to
the highest standards of transparency, have requested the publication of the staff report
for the Second Review Under the Stand-By Arrangement.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

