CONTENTS

CONTENTS

Estonia in the Enlarged European Union

I. ESTONIAAS A PART OF THE ENLARGING AND CHANGING EUROPEAN UNION ......ccccocviiniiiniene 11
Institutional Implications of Enlargement and Constitutional Treaty...........cccccccveriiiiiiiieiice e 11
European Union ECONOMIC POIICY .......coiiiiiiiiiee et e e 12
Involvement of New Member States in EU Economic Policy Coordination Process.............cccc....... 13
EU Financial SECOr POIICY .......cocuuiiiiiieiie ettt 14

Global and Estonian Economies

[I. GLOBAL ECONOMY ...ttt ettt et e e e ettt e e et e e e st e e e e ab e e e e sae e e easeeeanbeeesseeesaeeeanseeeanes 19
Y =TI ] To] oX= | I (=Y o Lo [P OPRPUPPRR 19
United States and JAP@N..........ooiiiiiiiiiie e e e et e e et aaaaeaas 20
BUFO AT ..ottt e e e et e e et e e et e e 20
(g F=TaTo =T aTo B 1= 1= o OSSR 21
Baltic States and Central and Eastern European CouNtries ..........c..ccocvveiieiiiciiiiiee e 22
RUSSIA ...ttt ettt e oottt e oo e et e e e e e et e e e e e et et e e e e enn et e e e e e anreeeeeeaan 23
Developments in International Financial and Commodity Markets ............ccccoviiiiiieiiciiiiee e 23

III. ESTONIAN ECONOMY AND FINANCIAL SECTOR......cuiiiiitiie et e et eeseee e sieeeennaee e 25

NON-FINANCIAL SECTOR. ...ttt e et e e et e e et e e st e e e att e e e anseeesneeeeanseeeanseeeennseeanneeenn 25
Monetary ENVIFONMENT ...ttt ne e nenee s 25
External and Domestic DEmMaNA ...........oooiiiiiiiiiiiii e 26
Sources of ECONOMIC GrOWEN.......oooi et e e et e e e e e eeeeeas 28
GENETAl GOVEIMIMENT. ... ..ttt e et e e e e ettt e e e e et e et e e e e e saeeeeeeeaansbeeeeeesnsneeeeannsneeeas 29
1011 E= 11T o 1 PRSP PP PRPRON 29

FINANCIAL SECTOR ..ottt ettt e et e et e e et e e et e e e et e e e as e e e sabeeeensaeenneaeanseeeas 34
Major Trends in Financial Sector in 2004 ............cuuiiiii oottt e erbeee e 34
BaNKING ...ttt e e e e e e e e e e — et ettt teaaaaaeaeaeaaannnnnrnrnrnrannes 35

Institutional DeVEIOPMENT ........uiiieeee e e e e e e e e e e e e e s e e e nnnrnnaes 35
Assets and LiabilitieS Of BANKS .........ooiiiiiiiiie e 36
Profitability @nd RISKS .......coeiiiriiiii ettt e e e e e e st e e e e e e e eeeeennaeeenn 38
L 01 =T o1 1 OSSPSR 38
Capital Adequacy and RISKS ...........oiiiiiieiiie ettt e e et e e st e e sneeeenneeens 38
SECUIEIES MAIKEL ...ttt e e et e e e e et e e e e e e ne e e e e e e aneeaaeeannaeeeas 41
= To g o 1Y =T 4 (= PP URTURRR 41

5] (e1e] [ 1Y =T (= PR 42




ANNUAL REPORT 2004

Other Financial INterMEIari€s ............oouuuueiieee et e e 43
Investment and Pension FUNAS .........coiiiiiiiiiicce et 43
TS0 = (oYU 44

Main Activities of Eesti Pank

IV. ENSURING MONETARY POLICY STABILITY ..ottt ettt 47
Economic Policy Outlines from Monetary Policy Stability Perspective ..........ccccoviieiiiiiiiineiee. 47
Monetary POlCY iN 2004 .........ooo ittt et 48
Monetary Policy in COMING YEAIS ........coiiuiiiiiiiiiiiiie ittt e e eas 50

EMU Membership PreCONAItiONS .......c.oiviiiiiiii ettt a e e e e e e e s 50

CONVEIGENCE REPOITS ...ttt e ettt e e e e et e e e e e et e e e e e e anbeeeaaeaannneeas 52

Preparations for Full EMU Membership...........ccoouiiiiiiiiii e 53
Regular Economic Analysis, Forecast and Economic Research as a Basis for Monetary and
FINanCial POlICY DECISIONS.......ceiiiiiiie ettt ettt e e e ettt e e e e ettt e e e e e annte e e e e e eanneeeeeeannees 54

V. SAFEGUARDING FINANCIAL STABILITY .ottt 56
Overall Financial Stability Framework in EStonia............coooiiiiiiiiice e 56
Regulation and Banking POICY ...........uiiiiiiiiii e 56
Prevention of Money Laundering and Terrorist FIN@nCiNg..........c..ooviiiiiiiiiie e 57
Financial Stability: Monitoring @and ANAIYSIS .........coeiiiiiiiiie e 58
Crisis ReSoIUtioN FrameWO K ..........ooiiiiiiii e 58
Oversight of Payment and Settlement SyStems..........ccooiiiiiiiiii e 59

VI. DEVELOPMENTS IN STATISTICS.... ..ottt ettt seennne s 60
More Significant Trends in Statistics iN 2004 ..o 60
Banking and Other Financial StatiStics .............coiiuiiiiiiiiie e 60
Balance of Payments StatiStiCs..........ueii i 61
General ECONOMIC STAtISTICS .....oiuiiiiiiiieii e 62

VII. PAYMENT AND SETTLEMENT SYSTEMS ... ..ottt 64
Settlement System of Interbank Payments ... 64
Payment INSIIUMENTS .......oooiiiiiei et e e et e e e e e st e e e e e e st e e e e ansreeeaeeans 65
Meeting the Cash DEMEANG ........c.uiiiiiiii ettt e s e e e snee e e et e e sneeeenneeenn 68

Issued Banknotes and Coins and Their Structure ... 68
Cash CIrCUIBTION ...ttt e e e 68
Introduction of New ColleCtor COINS ........oiiiiiriiiiie et 69
EXpert Analysis Of Cash ..... ... 69
Preparations for the Changeover to the EUro ... 70
Cash-Related Cooperation in the European Union ............cccccoeiiiiiiiii i 70

VII. RESERVE MANAGEMENT ..ottt ettt ettt b et e bt e st eseeeseennee s 71

Organisation of ReServe ManagemeENnt .............oiiiiiiiiiiie et e e e s e e e eareeas 71
Structure of Foreign EXChange RESEIVES .........coiiiiiiiiiie e 71
INVESTMENT PrOCESS ...t 71

Investment Results in 2004 and Related FActors ...........vviiiiiiiiiiie e 72
Adjustments in Benchmark Portfolio...........ccuviiiiiiiiie e 73
Providing Asset Management Services to Public Sector.............ccccoiiiiiiiiiii e 73

Cooperation, Communication and Organisation Development

IX. INTERNATIONAL COOPERATION ...ttt ittt s ettt et e ettt e e ettt et e e e an e e e anneeeaneeeeanneeanee 77
Regular Cooperation within EU STrUCIUIES .........cuuiiiiiiii e 77
European Central Bank ... 77

Council of the European Union and its SUbStructures .............cccooevveiee i 78

EUropean COMMUSSION .........ueiiiiiiiiiiie e ettt ettt e e et e e e e et e e e e st ar e e e e e e e aaa e e e e e e enbaaaeaeas 79

Coordination of the EU-Oriented Activities in EStONIa...........coooiiiiiiiiiiiieie e 79



CONTENTS

Cooperation with the International Monetary FUNd ... 80
Cooperation with Other International OrganisSations ............ccoouiiiiiiiiiiie e 81
Cooperation with Other Cental Banks............ceiiiiiiiiiiii e 82
X. PUBLIC RELATIONS AND COMMUNICATION PRINCIPLES ......ccccoiiiiiiiiiiieiie it 83
Public Relations of Eesti Pank and Significant Target Groups...........cccceeeriieiiieee s 83
Handling Information Requests and ENQUINIES .........cooueieiiiiieiee e 84
Media Relations and PUbliC APPEaraNCES.........ciiviieii ittt e e e e e e e e e e e e e e e e nnnnees 84
Celebration of 85th Anniversary of Eesti Pank ... 84
Promotion of the Euro and Estonian National Euro Coin Design Contest.............ccccccvveeenn. 85
Activities of Eesti Pank MUSEUM ..........oocuiiiiiiiiiiie et e e 86
Xl. GOVERNANCE, ORGANISATION AND PERSONNEL POLICY OF EESTI PANK.......cccociiiiiiiiiieens 87
Eesti Pank's Governing Bodies and Decision-Making ProCesses .........cccocveviiiiiiiiciniiiciiiie e 87
Supervisory Board of E€Sti PanK ...........coooiiiiiiiiiii e 87
Executive Board of E€sti Pank ...........cociiiiiiiiii e 88
Monetary Policy COMMItEEE .......ooi it 88
GOVErNaNCe FramEWOTK ..........oiiiiiieie ettt e e e e e e e e e e naneeea s 89
Strategic ManagemMENt ..........c.iii it 89
Process Management ...........ooiiiiiiiiiie e 90
Management COMPELENCE .......ccuiiiiiiieaie et 90
RISK ManNagemENt ... ..ot e e e e e e e e e e e e e e e e e e aaan 90

Coordination of Eesti Pank's Legislative Action with Changing Legislation and Bank's
) (= 1 (Yo (o C o T= | PSSP EPR R 91
PerSONNEI POLICY ...ttt et 91
EIMPIOYEES ...ttt 91
Development and Training ............eeo it e e 92
International COOPEratioN ...........cciiiiiiiiii e 93
Staff Hobbies and Traditions in Eesti Pank.............ocoiiii e 93
ST 0o 53 O 1] J SRRt 93
(O] =T 01 o =Y O 5 T 1 94

Annual Accounts of Eesti Pank

for the Financial year Ended on 31 December 2004 ... 95
Notes to the Annual Annual Accounts of E€sti Pank ...........cooooiiiiiiiiiiieeeeeeeeeee e 101
Independent AUAItOrs' REPOIT..........uiiiiiiiiii e 116
Appendices
Strategic Development Plan of Eesti Pank for 2005—2007 .........ccccoiiiiiiiiiiieiiiiceeee e 119
2004 Decisions of the Executive Board of Eesti Pank and Decrees of the Governor
(o) Il =TT U 2= o PR 121
ChroniCle OFf 2004 ... ..ot e et e e e e e e e e e e et e e e e e e e e e e eeaeeeransnnnnnns 123
Publications Of EESti PaNK........cccccuuiiiiiiieieieee et e e e e e e e e e e e e e e e e e e e e araaaanes 126

S AT S S oo oo e s e 129






