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* Although the average rate of economic growth exceeded 6% in the period of the last
five years, still it was recorded that 43% of the population earns approximately less than
US$2 in daily income, and about 15%, less than US$1.

* Inefficient administration and widespread corruption remain crucial barriers to growth.
In consequence, Albania was listed as 92 among 133 countries encompassed by the rank-
ing of II00D0OO0OCONONODOOIOONON It is hard to expect rapid growth of the private sector
and of FDI inflow without a strengthening of public administration and the judiciary and
the reduction of the “shadow economy”.

e The devastated and de-capitalized infrastructure considerably restricts the competitive-
ness and effectiveness of Albanian enterprises.

gboooooooomoon

* The Pre-accession Treaty was not signed with the European Commission in 2004.
A slowdown of the negotiation process was mainly a result of a critical assessment by
EU representatives of the public institutions (courts, administration) and progress in
aligning Albanian law to the 000010000 OOOMNOM00. However, in the report published in
April 2004, representatives of the Commission emphasized some progress in these areas,
calling at the same time on the government of Albania for more intensified action with
regard to counteracting organized crime, the smuggling of illegal immigrants, money
laundering and corruption.

e In 2004, the rate of inflation remained inside the corridor set by the Central Bank of
Albania (2%-4%). The monetary authorities continued the policy of a gradual reduction
of interest rates, so that by the end of 2004 they reached their lowest level in history.

* The government continued the efforts aimed at improved tax collection, although tax
revenues reached only approximately 21% of GDP. The reform of public finances that
started in 2004, consisting chiefly in a broadening of the tax base, allowed a limitation
of both the deficit and public debt (approximately 55% of GDP, of which foreign debt
was approximately 20% of GDP).

* 1In 2004, the government of Albania made a few important moves in terms of privatization
policy. The Ministry of Economy started a bidding process targeted at foreign entities,
the objects of which were majority stakes in the Albanian national telecommunications
operator 01000000 and a company dealing with the processing and sale of crude oil and
oil-derived products (OOOO). The last public commercial bank was also sold to a foreign
investor in 2004 (Raiffeisen Capital Group). As a result of this transaction, 100% of the
assets of the Albanian banking sector came under the control of the private sector.

N o o o A
* Economic growth in 2004 remained at the level of approximately 6%. An increasingly
greater role in stimulating the pace of economic growth was played by exports of goods
and services, while still in 2003 the main growth factor was domestic demand. The sec-
tors that were the main drivers of the maintained high rate of economic growth were
construction and transport. However, it is worth emphasizing that agriculture still ac-
counts for almost 25% of the total Albanian national product.
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A negative reversal of employment trends was observed in 2004. Although the unemploy-
ment rate fell by half a percentage point, a similar decrease in employment was observed.
The geographic structure of unemployment remains problematic (with almost 40% of
the unemployed living in four northern regions), as does the fact that only 10,000 jobless
people are entitled to social benefits.

As aresult of a sudden growth of exports and a growing stream of foreign currency
flowing from the Albanian diaspora into the country (amounting for approximately 14%
of GDP), it was possible to reduce the deficit in the current account balance by 1.5 per-
cent. The growing foreign currency reserves, which at the end of 2004 reached a level
of US$1.5 billion, were enough to finance four months of imports.

(]| o |

Experts expect that the high rate of economic growth will be maintained in Albania in
2005. Private transfers inflowing from foreign countries, and growing exports, as well
as private investment, will still remain the main factors supporting economic growth.
A question remains as to the level of the government’s determination in implementing
the programme of disciplining its units of public administration, modernizing the in-
frastructure and limiting the scope of corruption and the shadow economy. Failure will
have an effect not only in terms of a downturn in economic growth, but also in delaying
the prospects for signing a treaty with the European Union and for future membership
in this organization.
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Table: 000000
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Population (million) 3.8 31 3.1 32 32 3.1 32
GDP (lek billion) 341.7 460.6 530.9 610.4 677.7 744.6 780.0
GDP 000000000 (US$) 879 1108 1185 1309 1406 1 809 2372
Real GDP (% change) 8.0 73 73 7.6 4.7 6.0 5.9
Individual Consumption

(% change) 7.0 2.7 53
Investment (% change) 14.0 17.2 21.3 24.9 22.0 22.6
Exports (% change) -3.5 47.0 5.8
Imports (% change) 93 113 6.5
CPI Inflation (% change)

(end of period) 8.7 - 10 4.2 3.5 4.0 28 22

(average) 20.6 0.4 0.0 31 5.2 23 2.9
PPI Inflation (% change)

(end of period)

(average)
Public Finance Balance

(% of GDP) -104| -114 -91 -85 -80 -58 -53
Trade Balance

(US$ million) - 621 - 846 -814| -1027| -1155| -1336| -1675
Current Account Balance

(US$ million) - 186 - 265 -274 -263 -435 -511 - 531

(%GDP) -61 -72 -74 -6.2 -9.0 -8.5 - 70
Lek/US$ Exchange Rate

(year-end) 136.6 133.7 133.7 129.2 1185 118.1 92.6
Broad Money Supply

(% change) 20.6 223 12.1 11.8 6.7 9.0 10.8
Net Foreign Assets

(% change) 216.0 20.5 30.0 21.3 2.2 13.2 34.5
Domestic Credit

(% change) 13.2 12.3 39.0 32.0 37.2 28.0 8.3
Net Foreign Assets of

Monetary Authority

(Lek billion) 91.04 71.08 92.34 104.9 114.63 | 109.77 127.56
Discount Rate

(end of period) 229 21.6 22.1 19.6 153 11.8 11.0
Deposit Rate (average) 225 13.0 83 7.7 8.5 6.5 4.5
Average Gross Monthly

Salary (% change) 26.1 -03 14.3 13.0 28.1 10.0 6.0
Unemployment rate (%) 17.8 18.0 16.8 16.5 16.2 15.1 14.5

00000000 IMF, 00000000000 00X000/00100000, April 2005; EBRD, Transition Update, May 2005.
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e Despite a high dynamic of economic growth (on the average over 10% annually in the
last four years), almost half the society still subsists below the poverty line. Additionally,
the situation is exacerbated by the fact that this problem affects separate parts of the
country in different ways (it is particularly painful in the cities) and various social groups
(salaries among the people employed in the public sector are at the level of around 50%
of salaries in the private sector).

* A high current account deficit remains a threat to long-term economic growth, as an
outcome of an increasing imbalance in trade turnovers, only partially compensated for
by growing private transfers.

00000OooIoonoa

* Thanks to an improved fiscal policy in 2004, the balance of the public sector closed
with a slight surplus for the first time in more than six years. Budget revenues increased
by more than 23% in comparison to 2003, but their share in GDP (14.1%) still remained
below the level of 15% planned by the government. In order to increase budget receipts,
the government decided to introduce a minimum tax rate for legal persons to the amount
of 1% of turnover. Thanks to that, even enterprises officially showing a loss are forced
to pay taxes.

* 1In 2004, the speed of privatization slowed down slightly, mainly due to the earlier sale
of the majority of state-owned companies. At the end of July 2004, 7,226 small and 1,894
medium and large state enterprises were under private control.

e The central bank continued the policy of fostering consolidation in the banking sector
aimed at increasing trust in this sector and raising the amount of national lending. The
main aims of this policy were to increase the minimum capital threshold in banking
activity from US$2 million to US$5 million, introduce a banking guarantee fund and
create a legal framework allowing the granting of credits and mortgage loans.

0 o o A

e In 2004, the economy of Armenia continued to record a high rate of economic growth,
although its dynamics went down slightly in comparison to 2003. There was also
a change of the sectors that contributed the most to the high growth rate. These were
mainly construction and industry in 2003, but in 2004, the greatest contributors to eco-
nomic growth were agriculture for the most part (increase in production of 17.2%) and
construction, while the rate of growth in manufacturing reached the level of just 2.1%.
As for demand, private consumption supported by the inflow of foreign transfers and
investments remained the main growth factor.

* In 2004, the inflow of FDI almost doubled in comparison to the previous year. Foreign
investment was concentrated mainly on the food industry, construction, telecommunica-
tions and transport. Enterprises investing in Armenia come mainly from Russia, Greece,
France and the USA. The increase in FDI inflows illustrates an improvement in the invest-
ment climate in Armenia, although investors still complain about a lack of openness of
administrative procedures and too long a waiting time for administrative decisions by
the central and local authorities.
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A slowdown in the dynamics of exports was visible in 2004, mainly due to a decrease
in the mining of diamonds. A decrease in production was a result of breaks in the sup-
plies of materials and equipment used in the production process from Russia, a real and
nominal appreciation of the national currency, and the periodic closure of transport
routes via Georgia.

UooOroooooooong

Experts expect that a high rate of economic growth in Armenia will be maintained in the
mid- and long-term, but only as long as the process of fiscal consolidation and structural
reforms will be continued. Additionally, a high growth dynamic should be supported by
infrastructural investments (including investment in telecommunication lines) realized
by companies from Russia and Iran, with help from the United States. However the key
factors that will decide the long-term growth rate of the Armenian economy are the
improvement of the investment climate, restructuring of the enterprise sector, and the
development of trade relations with neighbouring countries.
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Population (million) 3.1 3.1 3.1 3.1 3.1 3.1 3.1
GDP (lek billion) 955.4 987.1 1032.6 1175.5 1357.3 1543.1 1893.0
GDP 0000000000 (US$) 605 590 614 679 792 896 1134
Real GDP (% change) 73 3.3 6.0 9.6 12.9 13.0 10.1
Individual Consumption
(% change) 5.3 1.4 5.9 15.2 5.8 8.4 8.8
Investment (% change) 12.0 0.6 18.6 19.8 21.0 222 8.8
Exports (% change) 8.9 6.5 16.6 20.8 48.0 37.4 1.6
Imports (% change) 5.0 -81 51 1.2 13.9 30.4 53
CPI Inflation (% change)
(end of period) -13 2.1 0.4 3.0 2.5 4.0 2.6
(average) 8.7 0.7 -0.8 3.1 1.1 4.8 71
PPI Inflation (% change)
(end of period) 8.2 3.8 0.4 -43 0.9 21.1 253
(average) 13.4 2.3 0.8 -04 2.5 2.9 21.7
Public Finance Balance
(% of GDP) - 49 - 74 -63 -3.8 - 0.6 -20 0.4
Trade Balance
(US$ million) - 577 - 474 - 464 - 420 - 389 -434 -479
Current Account Balance
(US$ million) - 403 - 307 - 279 - 220 - 156 - 191 -204
(%GDP) 21.3 - 16.6 -14.6 -10.0 -6.3 -6.8 -5.7
Lek/US$ Exchange Rate
(year-end) 504.9 535.1 539.5 555.1 573.3 578.8 533.5
Broad Money Supply
(% change) 233 -22 36.3 10.8 49.1 15.1 422
Net Foreign Assets
(% change) 21.2 22.0 54.6 12.0 84.8 45.0 12.7
Domestic Credit
(% change) 60.7 7.7 222 -39 266.8 -9.6 18.6
Net Foreign Assets of
Monetary Authority
(dram billion) 175.6 173.5 1825 187.2 257.7 234.0 279.4
Discount Rate
(end of period) 48.49 38.85 31.57 26.69 21.14 20.8 18.2
Deposit Rate (average) 24.94 27.35 18.08 14.90 5.6 6.9 4.4
Average Gross Monthly
Salary (% change) 31.0 19.2 225 5.4 12.2 21.7 22.8
Unemployment rate (%) 9.4 11.2 11.7 9.6 10.8 10.1 9.4

00000000 IMF, 00000000000 00X000/00100000, April 2005; EBRD, Transition Update, May 2005.
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* The economy is too dependent on the production and export of crude oil and natural gas
(approximately 30% of the value of GDP). Considerable progress in the diversification of
production is a necessary condition for ensuring a stable growth rate. Unfortunately, the
government is still delaying the introduction of clear rules governing the use of funds
accumulated in the State Oil Fund.

* Azerbaijan occupies one of the lowest positions in the ranking of 0I000I0000000000000O]
(0000, which acts as a decisive negative factor on the investment climate and in practice
narrows foreign investment solely to the oil sector. Even though Parliament passed an
anti-corruption law in January 2004, which was scheduled to be adopted in January
2005, it is unknown if the new regulations will have a bearing on limiting the scale of
corruption.

* Inview of the resistance of some interest groups and distribution coalitions connected
with various authority centres, the privatization of the International Bank of Azerbaijan
could not be carried out. Considering the fact that this bank owns more than 60% of
assets in the whole sector of commercial banks, its privatization is vital not only for the
development of the financial sector, but also for the economy as a whole.

N

* The fiscal policy carried out by the government in 2004 remained restrictive; revenues
were higher, while expenditures were lower than anticipated in the forecasts. The gov-
ernment managed to curb fiscal and semi-fiscal subsidies for the enterprise sector and
raise the prices of oil and gas for national recipients to a level corresponding to $20 per
barrel. However, not all the recommendations of the World Bank experts who advised
the introduction of a mechanism automatically fixing the prices of oil and oil-based
products for national recipients at the world level, were fulfilled.

* In 2004, a considerable inflow of foreign currencies to Azerbaijan occurred and the
central bank could only partially resolve the problem of the super-fluidity of foreign
assets and the real appreciation of Azerbaijan’s currency, the manat. In connection with
the decision to raise salaries in the public sector by almost 50% and increase the prices
of energy, the above led to an increase in the inflation rate from 3.6% at the end of 2003
to 10.5% at the end of 2004.

e In 2004, the government failed in its attempts to accelerate the speed of the privatization
of large and medium-size enterprises (by the end of 2003, the programme of small and
medium-size privatization was D0I0000completed), although it is worth emphasizing that
state-owned companies operating in the telecommunications and transport sectors were
commercialized, which is something to be expected in facilitating their possible sale.
This move is part of the strategy of proprietary transformations elaborated together with
representatives of the World Bank, and has the purpose of privatizing the infrastructure
facilities (railways, transport enterprises) in Azerbaijan.

* A new banking law came into force in March 2004, the regulations of which were com-
pliant with the rules agreed in Basel. It means an increase in capital requirements nec-
essary in banking activities ($5 million until the end of 2005), and the introduction of
international accounting standards. The competencies of the central bank were reduced
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significantly, to exclude decisions on a possible pumping of capital or the withdrawal
of licences for banking activity from the competencies of the monetary authorities and
placing them under the authority of the president.

N o o A

The economic growth rate in 2004 remained at a similar level to the previous period. The
high growth dynamic was associated in the first place with direct foreign investment in
the oil and gas sector and the multiplication effects observed chiefly in construction and
transport. It is worth underlining the significant growth of exports of food and chemi-
cal products. The assets of the State Oil Fund grew by US$155 million, and at the end of
2004 reached the level of almost a billion US dollars.

A high level of deficit in the current account balance was caused by the import of equip-
ment and raw materials necessary for the development of the infrastructure connected
with the extraction and transfer of natural resources: the oil pipeline from Baku to the
Turkish port of Ceyhan, drilling shafts for gas deposits in Shah Deniz, and the South
Caucasus Pipeline. As in previous years, the deficit was financed by inflows of foreign
investment. The level of foreign debt in relation to GDP went down slightly and reached
approximately 20% at the end of 2004.

|

Along with the completion of the construction of the Baku-Thilisi-Ceyhan pipeline (at the
end of August 2004 the work that had been started in the first quarter of 2003 reached
the progress level of 75%, while the completion of the work is planned for the end of
2005), the upsurge in oil exports may increase the dynamics of GDP growth in Azerbai-
jan even to 20% per annum, considerably reduce the deficit in the balance of current
turnovers, and increase the surplus of public finances even to 2%-3% of GDP. However,
this scenario anticipates that oil prices will continue to be high on world markets and
maintains the mono-cultural character of the Azerbaijani economy. Moreover, the inflow
of considerable resources from the sale of oil and gas can indicate a slowdown or even
a halt in structural reforms, and without them it is difficult to imagine a steady reduc-
tion in the number of people living below the poverty line. The pending key changes
are certain to improve the investment climate by decreasing the scope of corruption,
introducing transparent rules in tax administration, and providing easier access to bor-
rowing for the SME sector and the rural areas.
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Population (million) 8.0 8.0 8.1 8.1 8.2 83 83
GDP (manat billion) 17203 | 18875| 235900 | 26578 | 30312 | 35053 | 42246
GDP 000000000 (US$) 559 571 659 705 760 864 1 041
Real GDP (% change) 10.0 7.4 11.1 9.6 9.7 10.8 10.0
Individual Consumption

(% change)
Investment (% change) 229 34.8 53.0
Exports (% change) 13.7 12.7 89
Imports (% change) - 4.8 245 40.7
CPI Inflation (% change)

(end of period) -76 -05 2.2 1.5 2.0 3.6 10.5

(average) -08 -85 1.8 15 2.8 2.2 6.8
PPI Inflation (% change)

(end of period) -215 17.9 14.5 -44 -52 11.2

(average) 0.0 -6.1 27.4
Public Finance Balance

(% of GDP) -39 -47 - 06 1.4 -05 -12 0.8
Trade Balance

(US$ million) - 1046 - 408 319 614 299 - 98 271
Current Account Balance

(US$ million) - 1364 - 600 - 187 - 050 -781| -1894| -2331

(% GDP) -30.7 -13.1 -3.6 -0.9 -123 -28.3 - 271
Manat/US$ Exchange Rate

(average) 3 869 4120 4 472 4 657 4 861 4911 4913
Broad Money Supply

(% change) - 217 15.2 18.3 -34 16.2 23.2 33.6
Net Foreign Assets

(% change) 49.1 146.3 90.4 15.8 - 20 6.3 479
Domestic Credit

(% change) 13.0 -15.2 17.6 -0.1 11.7 18.1 34.1
Net Foreign Assets of

Monetary Authority

(manat billion) 1739 2949 3102 4270 3549 4032 5724
Discount Rate (end of

period) 27.7 275 27.2 28.1 18.7 20.3 223
Deposit Rate (end of

period) 10.9 9.9 12.2 9.0 9.0 9.2 8.7
Average Gross Monthly

Salar (% change) 18.9 9.5 20.2 17.3 21.2 21.5 24.9
Unemployment Rate (%) 1.1 1.2 1.2 1.2 1.2 1.3 1.4

00000000 IMF, D000 000000010 01000i00000000, April 2004; EBRD, Transition Update, May 2004.
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The economy of Belarus remains dependent on its eastern neighbour, not only in respect
of supplies of power resources at lower than world prices, but also because of the scope
of the financial aid that Belarus receives from Russia. The loan to the amount of US$175
million granted by the Russian government in December 2004 allowed the financing of
supplies of natural gas, without which Belarus would suffer a deep crisis.

The very low level of foreign currency reserves, despite minor growth in 2004, still does
not cover even monthly imports.

0booooioioomoo
The fiscal policy carried out according to the guidelines of President Lukashenko focused
on raising the living standards of Belarus’s citizens. To this end, the presidential admin-
istration enacted a rise in salaries, retirement pay and pensions. Ineffective state-owned
companies were supported by the system of budgetary and extra-budgetary subsidies.
In the first quarter of 2004, the government lowered the main rates of VAT and turnover
tax, in order to bring their level closer to that earlier introduced in Russia. Interestingly,
such policies — at least according to official data — have led to a considerable decrease in
the public sector deficit, which at the end of 2004 was running at approximately 0.5%
of GDP.
The dynamics of the growth of money supply went down, especially in comparison to
the second half of 2003. The stabilization of the exchange rate of the Belarusian rouble
allowed a reduction in the inflation rate by more than 10 percentage points.
Political factors made it impossible to sign an agreement with the IMF, although according
to the announcement issued by the mission of the Fund in Belarus in December 2004,
it can be concluded that positions were brought considerably closer to each other. The
negotiations with the WTO were continued, but it seems that an agreement between this
organization and Belarus depends most of all on the conclusion of an agreement between
the WTO and Russia, as well as on progresses in establishing a common economic area
covering Belarus, Ukraine, Russia, and Kazakhstan.
In 2004, the programme of privatization was virtually reduced to the commercializa-
tion of state-owned companies, while revenues from privatization reached the level of
approximately 20% of the targets set by the government for 2004. What is more, a pre-
viously-privatized enterprise was renationalized by virtue of a decision of the Supreme
Court, because according to the court the decision on its sale was illegal.

0 o o A
The rate of economic growth — according to official data— went up by almost 5 percentage
points in relation to the previous period. The main growth factors were domestic demand
(driven by the increase in salaries and retirement pay and pensions) and exports, for the
most part directed to Russia. Industrial production increased by more than 15%, while
the fastest development continued to be recorded in the case of the machine industry,
the metallurgical industry and the processing of crude oil.
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In spite of the growth in exports, the deficit of the current account balance increased
to the level of 4.6% of GDP. The main reason was the rise in the price of gas imported
from Russia, which contributed to a greater deficit in the trade balance.

The Central Bank of Belarus continued its policy of strengthening supervision over the
banking sector. At the beginning of 2005, the introduction of new accounting standards
was announced, and moreover the authorities announced that the four biggest banks
(including the renationalized 00I0000000000000) would remain in public hands until
the end of 2010. The Central Bank of Belarus also advised commercial banks to reduce
interest rates on loans granted to the biggest state-owned enterprises. Such a policy can
lead to ineffective allocation and an increase in the share of risky and bad debts in the
whole sector.

0ooOroioobooooo

A decree issued by the President of Belarus, according to which the economic growth
in the country was to reach a rate of 10% in the years 2004-2005 with average dispos-
able revenues increasing twofold as compared to 2001 (the average salary in 2006 is
expected to reach US$175 per month), seems to have achieved an effect. This is not
a surprise, considering the quality of national statistics in Belarus. It can be expected that
the government will continue its policy of direct support for industrial and agricultural
enterprises, which is likely to translate presumably into a high rate of economic growth
in the short term. However, if Belarus plans to remain on the path of steady economic
growth and gain independence from exports to Russia, it may be necessary to conduct
much further-reaching changes of economic policy than simply issuing a presidential
decree. The first sign of such a policy could be seen in presidential decrees decreasing
the number of regulations and burdens on the SME sector, which became effective in
the first quarter of 2004.
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Population (million) 10.2 10.0 10.0 10.0 9.9 9.9 9.9
GDP (byr billion) 701.0 3026 9 134 17173 | 26138| 35930| 49 445
GDP 000000000 (US$) 1503 1207 1039 1237 1468 1801 2312
Real GDP (% change) 8.4 3.4 5.8 4.7 5.0 6.8 11.0
Individual Consumption

(% change) 14.1 9.5 8.0 17.9 6.1
Investment (% change) 6.9 - 16.0 23 -23 7.0
Exports (% change) -34 -23 239 2.2 5.5
Imports (% change) -12 -86 29.5 5.9 10.3
CPI Inflation (% change)

(end of period) 181.7 251.3 107.5 46.1 34.8 275 14.5

(average) 73.2 293.8 168.6 61.1 42.6 29.0 18.3
PPI Inflation (% change)

(end of period) 200.5 245.0 168.0 71.8.0 40.4 28.7 19.0

(average) 72.0 355.0 185.6 39.0 43.0 29.0 24.2
Public Finance Balance

(% of GDP) -0.5 -18 0.3 -04 -0.7 -09 -04
Trade Balance

(US$ million) - 1501 - 570 - 838 - 380 -672| -1290| -20066
Current Account Balance

(US$ million) - 1017 - 194 -338 - 435 - 378 -620| -1042

(%GDP) -6.7 - 1.6 -2.7 -3.5 -2.6 -3.6 - 4.6
BYR/US$ Exchange Rate

(average) 46.4 248.8 717.0 1390.0 1990.9 2 061 2 160
Broad Money Supply

(% change) 276.0 132.7 219.3 58.9 51.5 56.0 43.2
Net Foreign Assets

(% change) 377.2 103.2 395.0 52.0 55.1 39.1 15.9
Domestic Credit

(% change) 300.5 141.3 190.8 65.4 6.7 52.3 31.0
Net Foreign Assets of

Monetary Authority

(BYR billion) 76.5 98.3 4235 706.2 1439.9 1277.8| 2056.5
Discount Rate (end of

period) 27.0 51.0 67.7 47.0 36.9 28.0 14.6
Deposit Rate (average) 14.3 23.8 37.6 34.2 26.9 21.0 115
Average Gross Monthly

Salary (% change) 104.2 3224 200.9 112.0 54.0 30.1 39.6
Unemployment Rate (%) 2.3 2.2 2.1 2.3 3.0 3.2 1.9

00000000IMEF, 00000000000 00X000I00100000, April 2005; EBRD, Transition Update, May 2005.
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* A decreasing stream of foreign aid and too-slow rate of privatization are a threat to the
stability of economic growth.

* Despite a relatively high rate of economic growth, it was not possible to make significant
inroads into the highest unemployment in the region (41%) or reduce the development
gap between such cities as Sarajevo and Banyaluka and the rural areas, which were suf-
fering from a lack of investment and sinking into poverty.

0booooioioomoo

* Essential and sweeping reforms of the public sector were performed in 2004. The au-
thorities realized a certain strategy in both parts of the Federation for the purpose of
ensuring financial interdependency and a balanced public finance sector. In addition to
progress towards unification of the tax systems in the Srpska Republic and the Federa-
tion (a unified VAT rate, which is to replace turnover tax, is planned to be introduced
in the whole country on January 1%, 20006), this strategy envisages also the conversion
of the national debt into long-term, low-interest bonds, which would make it possible
to reduce the public debt to approximately 10% of GDP.

* In 2004, monetary policy was still realized according to the rules of currency management.
This solution has contributed to a growth in trust among business entities and allowed
further reductions of the inflation rate. At the end of 2004, the level of the central bank’s
reserves exceeded the amount of liabilities by 5%.

e During 2004, a breakthrough in the realization of privatization strategy, announced by
the government, failed to materialize. A majority of the announced tenders that pro-
vided a framework for the sale of strategic enterprises were cancelled, probably due to
a conflict between interest groups controlling the authorities of the two entities of the
Federation. However, it was possible to realize the “bulldozer strategy”, a government
programme serving the purpose of reducing the difficulties that could be confronted
by entrepreneurs in their business. Under this strategy, more than 100 provisions and
regulations of an administrative character were amended.

00 A

* The rate of economic growth was successfully increased in 2004 by one percentage point,
to alevel of 5% of GDP. This result was fundamentally a consequence of an increase in
agricultural output after the drought that occurred in 2003, and improved results by the
industrial sector. Nevertheless, the economic growth did not translate into a considerable
reduction in the unemployment rate, which is particularly high among citizens below
30.

e A high deficit in the trade balance, as well as in the balance on the current account, was
partially compensated for by an inflow of capital transfers, direct foreign investment and
aid granted by international organizations and the EU. The level of such transfers has
been falling steadily since the end of the 20" century, and a lack of their significance in
reducing the deficit is expected in a 3-to-5 year perspective.

* In recent years, the banking sector has been in a process of significant proprietary and
consolidative change. The number of banks decreased from 56 to 37 (27 in the Federation
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and 10 in the Srpska Republic), while 12 of them are under the control of foreign enti-
ties. As a result of these changes, the amount of domestic borrowing in relation to GDP
reached the level of 25%, while the growth was directed mainly to private enterprises
and households. The level of trust in the banking sector increased due to a decision on
implementing a system of compulsory deposits for all commercial banks. By the end of
2004, 22 banks had entered that system, representing more than 70% of the sector’s as-
sets.

(0| A
Short-term and mid-term growth forecasts for Bosnia and Herzegovina remain uncer-
tain, particularly bearing in mind the limited reliability of official statistics. However,
economists emphasize that the widespread “shadow economy”, currency management
that limits freedom of monetary policy, as well as a constant inflow of funds from abroad,
function as a stabilizer of the economic situation. Thereby, within the next three years,
the growth rate should stay at the level of at least 5%.
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Table:! 000000000 OODO0OOO0OO
gooo gooo goog gooo goog gooo good
Population (million) 4.2 43 43 43 43 34 38
GDP (km million) 7 559 8 603 10 054 10 959 11 650 12 170 12 911
GDP 000000000 (US$) 1136 1231 1247 1320 1477 1 849 2 158
Real GDP (% change) 9.9 9.6 5.5 4.4 5.5 4.0 5.0
Individual Consumption
(% change)
Investment (% change) 5.2 20.6 18.9 20.4 19.9
Exports (% change) 31.8 64.7 4.6
Imports (% change) 18.1 8.8 73
CPI Inflation (% change)
(end of period) 1.8 -1.0 4.0 2.4 2.0 0.0
(average) 5.1 -03 5.0 3.2 0.3 0.1 1.2
PPI Inflation (% change)
(end of period)
(average)
Public Finance Balance
(% of GDP) -6.9 -7.0 -55 -33 -22 -0.2 - 0.9
Trade Balance
(US$ million) -1881| -1852| -1655| -1668| -1599| -2144| -2855
Current Account Balance
(US$ million) - 392 - 440 - 621 -811| -1036 -1224| -1567
(% GDP) -87 -9.0 -13.1 -16.2 -18.5 -17.4 -19.1
Broad Money Supply
(% change) 31.3 39.9 13.9 89.3 7.0 83 8.1
Net Foreign Assets
(% change) -08 -29.1 -15.8 283.6 - 171 5.7 -01
Net Domestic Credit
(% change) 16.2 -13 10.0 -16 27.6 23.3 16.3
Net Foreign Assets of
Monetary Authority
(KM million) 292 881 1044 2737 2 492 2 808 3 485
Discount Rate (end of
period) 73.5 243 30.5 12.7 10.87 10.10
Deposit Rate (average) 51.9 9.1 14.7 4.53 3.45 3.96
Average Gross Monthly
Salary (% change) 6.3 17.2 129 6.8 6.9 9.4
Unemployment Rate (%) 38.0 38.5 39.6 40.4 40.5 42.0 41.0

00000000 IMF, 000000000000 0X000/00100000, April 2005; EBRD, Transition Update, May 2005.
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* Problems with implementing the reform of the government administration and judiciary
impede the efficient execution of property rights, thereby lowering the absorption of
pre-accession funds from the EU and limiting the level of FDI inflows.

* The issue of the energy security of the state remains unresolved. The economy of Bulgaria
has already been threatened by shocks caused by increases in the prices of gas and oil
imported from Russia for the most part, and a further strengthening of such a tendency
is expected, following an agreement with the EU that envisages a turn-off of the nuclear
power plant in Kozlodoj, which supplies 44% of the total volume of electric power.

0boooooioomoo

* 1In 2004, fiscal policy was tightened especially because of tax increases. As a result of
such a policy, the balance of the public finance sector was positive for the first time in
more than five years.

e After the procedural problems of 2003, substantial progress in the privatization of the
biggest Bulgarian enterprises was achieved in 2004. The sale of both a 75% stake in the
shipyard at Varna and a 65% stake in the national telecommunication operator were
a success. The government also launched the privatization of O000DIO000 - a monopolist
on the tobacco market. Privatization procedures for six companies dealing with energy
distribution ended in success, as did the privatization of the three biggest thermal electric
power plants. Revenues from the sale of state enterprises in 2004 exceeded considerably
the level of US$1 billion.

e In 2003 and 2004, the Bulgarian economy experienced a real credit boom. Loans for the
private sector increased by 40% in real terms, and reached the level of 26% of GDP. The
ratio of deposits to GDP doubled in the same period. The central bank succeeded at the
same time in preventing a decline in credit standards and managed to keep the indices
depicting the level of risky and bad debts at a satisfactory level for the whole sector.
The main element of the policy of banking supervision institutions was to sharpen the
regulations related to granting loans, by imposing the necessity of registering them in
a special system, as well as forcing banks to create special reserves. In order to reduce
liquidity in the banking sector, the government moved its deposits from commercial
banks to the central bank.

I o o o A

* Theyear 2004 was the fifth year in a row when the economic growth dynamic exceeded
4%. On the demand side, the main growth factors were exports and investment (including
FDI connected with proprietary transformations), while public and private consumption
went down, by comparison with the previous period. On the supply side, growth was
supported by good results for agriculture and the service sector.

* Despite a current account deficit above 7% of GDP in 2004, it should be noted that this
represented a two percentage point decline. The improvement in the situation was con-
nected with a growth in exports and high revenues from tourism. The deficit was financed
by an inflow of funds related to the privatization of the Bulgarian economy and foreign
loans.
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Despite the high rate of economic growth, there was no significant reduction in unem-
ployment, and this, along with the relatively low level of salaries, was a reason why Bul-
garia remained at the level of the poorest EU countries, with GDP O00[CO0NO! measured
according to purchasing power parity, below 30% of the EU average (computed for the
25 member states).

UooOroooooooong

Increase of productivity is a factor necessary for the Bulgarian economy to enter the
path of real convergence. This scenario seems to be quite likely, and therefore, accord-
ing to experts, the dynamic of economic growth in the following years will remain at
the level of approximately 5%. However, the Bulgarian economy depends on imports of
power resources, and a future increase in oil prices may reduce the rate of economic
growth by as much as three percentage points. In order to limit the consequences of
possible external shocks, it is necessary to maintain a restrictive fiscal policy, because
the effectiveness of monetary policy is limited by the mechanism of a currency board.
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Table:I00I00000
aooo gooo goog gooo goog goog good

Population (million) 8.2 8.2 8.1 8.1 8.0 7.8 7.8
GDP (lev million) 22421 23790 26753| 29709| 32324| 34725| 38508
GDP 0000000000 (US$) 1548 1582 1551 1679 1984 2531 3116
Real GDP (% change) 4.0 2.3 5.4 4.1 4.8 4.3 5.5
Individual Consumption

(% change) 2.6 9.3 4.9 4.5 3.9 5.6 48
Investment (% change) 35.2 20.8 15.4 19.9 9.3 13.8 15.0
Exports (% change) - 4.7 -5.0 16.6 8.5 6.0 8.0 11.0
Imports (% change) 12.1 93 18.6 13.0 34 14.8 12,5
CPI Inflation (% change)

(end of period) 0.9 6.2 114 4.8 4.4 5.6 39

(average) 222 0.7 10.4 7.5 5.8 23 6.1
PPI Inflation (% change)

(end of period) 0.5 14.0 14.7 -33 6.3 4.3 5.1

(average) 17.1 4.4 17.3 5.8 13 6.9 6.8
Public Finance Balance

(% of GDP) 0.9 -09 - 1.0 -0.9 -0.8 -04 1.7
Trade Balance

(US$ million) -381| -1081 - 1175 -1566| -1700| -2366| -3353
Current Account Balance

(US$ million) - 62 - 658 - 702 - 840 -696| -1856| -1813

(%GDP) - 0.5 -53 -5.6 -6.2 -4.3 -93 - 74
Lev/US$ Exchange Rate

(average) 1.760 1.836 2123 2.185 2.077 1730 158
Broad Money Supply

(% change) 11.9 13.0 12.2 49.3 13.5 21.2 233
Net Foreign Assets

(% change) 11.2 13.4 27.9 53 2.7
Domestic Credit

(% change) -84 5.8 314 24.1 273 33.9 34.3
Net Foreign Assets of

Monetary Authority

(Lev billion) 5.44 6.43 7.44 7.94 8.95 10.38 13.07
Discount Rate (end of

period) 13.3 12.8 11.5 11.1 9.3 9.1 9.2
Deposit Rate (average) 3.0 32 3.1 2.9 2.8 2.8 2.4
Average Gross Monthly

Salary (% change) 46.5 5.1 15.9 11.7 4.2 6.9 11.5
Unemployment Rate (%) 16.0 17.0 16.4 19.2 17.8 13.6 11.8

00000000 IMF, 000100000000 0000010000000, April 2005; Eurostat, EBRD, Transition Update,
May 2005.
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Qoborooboiogo
e A political crisis connected with ratification of the EU Constitutional Treaty is likely to
postpone the prospects for membership for the indefinite future.
¢ A high public finance deficit and a foreign debt exceeding 85% of GDP (more than US$30
billion) are a threat to economic growth in the short and long term period.

N

+ In spite of the public finance deficit falling from 6.3% to 4.9% of GDP, the provisions of
the budget law for 2004 were not fulfilled (the deficit was expected to reach the level
of 4.5% of GDP).

e In February 2005, the Central Bank of Croatia approved a set of solutions aimed at decreas-
ing the foreign debt accumulated by the banking sector. On the one hand, these solutions
reduce the possibility of incurring foreign loans by commercial banks by increasing the
minimum level of reserves, while on the other hand, they increase the liquidity of the
banking sector, thanks to which it will be possible to finance the deficit from domestic
funds.

* In 2004, the Ministry of Justice introduced a reform, the purpose of which was to resolve
one of the biggest problems facing Croatia, that is inefficiency of the judiciary. The mea-
sure includes opening a special academy for employees of the judiciary and establishing
a Supreme Court. In order to reduce the number of cases creating a bottleneck in the
courts, the Ministry employed more than 1,000 court advisers, who are expected to
conduct initial analyses of filed cases and make decisions in the most obvious instances.
The reform includes also a cadastre and real-estate register system, the lack of which
blocked the turnover of real-estate.

e The privatization programme realized in 2004 achieved variable results. A few major
projects were successfully completed, but the government once again put off the sale of
its shares in the national telecom operator and the sale of a company dealing with the
production of electricity. Nevertheless, a new Board of Directors of the Croatian Priva-
tization Fund (in the second half of 2003) announced ambitious plans that comprised
ending the privatization of small and medium-size enterprises by the end of June 2005,
and launching the privatization of the biggest Croatian insurance company and INA,
a company dealing with the processing of crude oil, by the end of 2005.

I o o A

e A slight slowdown in the rate of economic growth was recorded in 2004, primarily due
to a reduced growth of the private consumption dynamic (as a result of falling growth
in the value of domestic credit). Still, it is worth emphasizing the fact that net exports
have had a positive input into GDP growth for the first time since 2002. The factors sup-
porting growth also included investment, principally in road infrastructure, financed by
the government and EU funds.

* Growth of net exports and of the inflow of funds from abroad associated with privatiza-
tion projects allowed the current account deficit to be reduced nominally by more than
50% in 2004, although it still exceeds 5% of GDP.
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e The target structure of the Croatian banking sector was shaped in 2004. The six biggest
banking groups control over 80% of the sector’s assets, while Italian-German group
OOI00000000MNIO0ON has the biggest market share. The government abandoned the plan
to merge the two biggest state-owned banks (O00DIO00000 and Croatian Postal Bank),
and decided instead to privatize the first by the end of June 2005, and to leave the second
under its control as a specialized bank supporting the SME sector.

QooOoooobooooo
e Experts from international organizations anticipate a slight increase of the GDP growth
dynamic in the mid-term, especially due to the competitiveness of Croatian exports and
their potential growth. The fiscal consolidation planned within the framework of the
programme agreed with the IMF, should be a factor supporting long-term growth.
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Table: 0000000
gooo gooo goog gooo goog gooo good
Population (million) 4.5 4.6 4.4 4.5 4.5 4.3 4.4
GDP (kuna billion) 137.6 141.6 152.5 162.9 176.4 190.2 208
GDP 000000 acce. to
purchasing power
parity (US$) 8 098 8511 89429 9501 10109 | 10492| 13338
Real GDP (% change) 25 -09 29 3.8 5.2 4.3 3.7
Individual Consumption
(% change) -06 -29 4.2 4.6 6.6 4.7 3.5
Investment (% change) 25 -39 -3.8 9.7 10.1 11.7 5.4
Exports (% change) 39 0.7 12.0 8.7 5.0 14.5 6.1
Imports (% change) -49 -35 3.7 9.3 17.1 13.7 2.9
CPI Inflation (% change)
(end of period) 5.4 4.4 7.4 2.6 2.7 2.1 2.7
(average) 5.7 4.2 6.2 4.9 2.3 1.8 2.1
PPI Inflation (% change)
(end of period) -21 59 11.2 -31 0.2 1.0 4.8
(average) -12 2.6 9.7 3.6 -04 1.9 3.5
Public Finance Balance
(% of GDP) -1.0 -6.5 - 71 -5.8 -46 -63 - 49
Trade Balance
(US$ million) -4147 - 3299 - 3204 -4012 -4545| -7908| -8227
Current Account Balance
(US$ million) - 1530 - 1391 - 461 -722| -1808| -2086| -1916
(% GDP) -71 -70 -25 -3.7 -85 -7.2 -5.6
Kuna/US$ Exchange Rate
(average) 6.4 7.1 8.2 8.3 7.8 6.7 6.0
Broad Money Supply
(% change) 13.0 -12 28.9 45.2 30.2 11.0 9.4
Net Foreign Assets
(% change) - 248 313 73.8 11.1 -29.8 38.0 6.9
Domestic Credit
(% change) 22.4 -65 8.9 23.0 6.0 12.0 10.0
Net Foreign Assets of
Monetary Authority
(kuna billion) 17.6 23.1 28.7 39.3 42.0 50.1 493
Discount Rate (end of
period) 15.7 14.9 12.0 9.5 12.8 12.0 11.8
Deposit Rate (average) 4.6 4.3 3.7 3.2 1.6 1.7 1.7
Average Gross Monthly
Salary (% change) 12.6 10.2 7.0 3.9 4.5 5.9 3.1
Unemployment Rate (%) 11.4 13.6 16.1 23.1 21.5 18.5 16.1

00000000 IMF, O000iooo0Oixofroboi0omnoog, April 2005; EBRD, Transition Update, May 2005.
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* Even though a new law regulating public orders was adopted, which eliminated previous
privileges for Czech entities and the omission of tender procedures that in many cases
were permitted under earlier regulations, still the level of transparency in the process
of making decisions by the public administration remained unsatisfactory, especially in
the case of administration and local self-government.

* The credit level for the enterprise sector was too low compared to the needs of the
developing economy, having fallen below 20% of GDP in the last few years.

0booooioioomoo

* In 2004, the public finance sector deficit declined from 11.7% to 3% of GDP, mainly due
to one-off factors, such as the lowering of the costs of restructuring the bad debts of the
banking sector, which originated in the 1990s. The central budget recorded an increase
of receipts, especially from tax revenues. Despite that, public debt went up to the level
of 42.3% of GDP, which meant an increase of 3.5 percentage points. Within the next two
years, stabilization of the deficit at the level of 4%-5% of GDP can be expected, consider-
ing delays in the implementation of a complex reform of budgetary expenditures and
the necessity to assign funds for the co-financing of projects financed from EU funds.
The above would seem to effectively postpone the prospects for Czech accession to the
ERM2 system until some time after 2010.

e In order to curb the growing inflationary pressure connected with an increase of di-
rect taxes and food prices, the Central Bank of the Czech Republic changed its stance
in monetary policy from moderately expansive to moderately restrictive and increased
interest rates twice, in June and August. However, in January 2005, it changed its stance
once again, and interest rates were reduced by 25 basis points.

* In 2004, the government’s privatization plans focused on the sale of enterprises from
the sector of heavy industry. In March, the government approved the sale of a 46% stake
in mining company OKD to its biggest private shareholder - 0000001000000 for US$68
million. In the first half of the year, a majority stake in the mine DO0OI000OOIO00IO0 was
sold to its management for US$78 million. In June, 63% of the shares in petrochemical
company O0I00I00Iwere soldlto Polish concern PKN Orlen, although this transaction is
the subject of anti-monopoly proceedings by the European Commission.

* The only moderately favourable macroeconomic results and uncertainty in the political
arena postponed the possible start of the reform of financing the health care system, the
pension system and public education, until after the next parliamentary elections, that
is after 2006.

I I O o

e The rate of economic growth was running in 2004 at the level of 4%, which meant that
it reached the highest value since 1996. This was the case, thanks principally to the
extremely rapid increase in exports and investment, mainly realized by entities with
a majority stake held by foreign capital. Despite the growth in incomes of people employed
in agriculture, connected with an inflow of funds from the EU, the impact of private
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consumption on economic growth was negative. This happened because of a growth in
inflation at the beginning of 2004, which caused a fall in average real incomes.

* 1In 2004, the deficit on the current account balance was successfully reduced, mainly
because of an improvement in the foreign trade balance (the deficit fell to below 1%
of GDP). Impressive growth of exports was connected in particular with an increase
in the production capacities of enterprises manufacturing passenger cars, which were
chiefly produced for export. The inflow of FDI doubled relative to the previous period
and reached the level of almost US$4 billion. The bulk of the foreign investment was in
new projects, and not in reinvested profits, as was the case in previous years. The inflow
of investment, thanks to which the Czech Republic is a leader in the FDI level 000000000
in the region, does not only stem from a favourable geographical location and cheap la-
bour, but also, and in the first place, from a highly effectively agency promoting foreign
investment and attractive investment packages offered to potential investors.

* The unfavourable trends as regards the structure of loans granted by the banking sec-
tor intensified in 2004. The level of loans granted to the enterprise sector fell gradually,
while the dynamics of lending for households reached two-digit indices. This happened,
despite the relatively low level of interest rates and the wide portfolio of products tar-
geted at all types of enterprises (comparable to other EU member states), which could
be a sign of restrictions from outside the banking sector. Experts point to an insufficient
property ownership level of enterprises, which were unable to offer sufficient security
to satisfy banks, insufficient protection of creditors in the law regulating bankruptcy,
and the phenomenon of private investors being squeezed by the public sector, caused
by the high deficit. In connection with this situation, even relatively small companies
operating on the local market, are deciding with increasing frequency to seek capital by
means of the Prague Stock Exchange.

Uooorormoooooon

e The FDI stream, which remains at a very high level, should stabilize the short- and
mid-term rate of economic growth at the level of 3.5%-4.5% although experts predict
that in 2005, it could reach even the level of 5%. The main risk factors remain the fis-
cal imbalance and the possible appreciation of the currency in the period preceding
accession to the ERM2 mechanism, which would certainly limit the attractiveness of
Czech exports, still the main support factor for the high dynamics of economic growth.
Unemployment, which remains at a relatively high level and has not fallen even at a time
of relatively high economic growth, tends to indicate serious structural problems in the
Czech economy.
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Table:!000IO00DOIDDDOOONO

aooo gooo goog gooo goog goog good

Population (million) 10.3 10.3 10.3 10.3 10.3 10.3 10.3
GDP (koruna billion) 1839 1902 1 984 2175 2275 2551 2751
GDP 0000000000 (US$) 5 906 5722 5399 5 904 7 154 8771 10 383
Real GDP (% change) -1.0 0.5 33 3.1 2.0 3.7 4.0
Individual Consumption

(% change) -16 1.7 2.5 3.9 4.5 55 2.4
Investment (% change) 0.7 - 10 5.3 5.8 2.1 3.7 9.1
Exports (% change) 0.7 -0.1 17.0 123 3.7 8.9 209
Imports (% change) 6.6 5.4 17.0 13.6 4.1 7.6 18.5
CPI Inflation (% change)

(end of period) 10.7 2.1 39 4.8 1.8 1.0 2.8

(average) 9.1 3.7 2.8 3.7 1.1 0.2 2.8
PPI Inflation (% change)

(end of period) 2.2 3.4 5.0 0.8 -0.2 0.9 7.7

(average) 4.9 1.0 4.9 29 -05 -0.3 5.7
Public Finance Balance

(% of GDP) - 47 -37 - 4.0 -28 -92| -117 -3.0
Trade Balance

(US$ million) -2603| -1903| -3131| -3068| -3500| -2458 - 869
Current Account Balance

(US$ million) -1400| -1500| -2718| -3273| -4264| -5690| -5574

(%GDP) -24 -2.8 -53 -5.7 -61 -6.5 -5.2
Exchange Rate (year-end)

CZK/US$ 32.3 34.6 38.6 38.1 31.4 26.3 22.9
Broad Money Supply

(% change) 33 2.6 13.8 9.4 41.7 7.0 4.4
Net Foreign Assets

(% change) 18.9 40.7 6.6 4.6 14.4 -10.7 1.1
Net Domestic Credit

(% change) -55 - 13.6 10.6 7.7 -32 21.9 0.1
Net Foreign Assets of

Monetary Authority

(koruna billion) 403.2 507.8 507.4 536.6 720.1| 690.65| 657.63
Discount Rate (end of

period) 12.8 8.7 7.1 7.0 6.2 4.5 4.3
Deposit Rate (average) 8.1 4.5 3.4 29 21 13 1.4
Average Gross Monthly

Salary (% change) 9.4 8.2 7.0 8.6 7.5 7.0 6.6
Unemployment Rate (%) 6.5 8.8 8.7 8.0 7.3 7.8 8.0

00000000 IMF, 000100000000 0000010000000, April 2005; Eurostat, EBRD, Transition Update,
May 2005.
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* Improvement of the economic climate can be achieved by introducing further incentives
for establishing small and medium-size companies, stimulating the growth of productiv-
ity and increasing direct foreign investment.

e Further reforms of the power sector are necessary; restructuring of the sector, strength-
ening of the regulatory structures, and opening the market.

* A high current account deficit.

¢ High unemployment and growing inflation.

M| | M

e In 2004, the public finance sector demonstrated a surplus of 1.8% of GDP, lower than in
the preceding year (3.1% of GDP). The deterioration of the balance was a result, among
other things, of an increase in employment in the public sector and higher expenditure
on administration.

* In June 2004, the Estonian kron joined ERM-2.

e In June 2004, a Finnish-Swedish concern, 00000000000, failed in its attempt to purchase
a 51% stake in telecom company D00000J0000. The government, which owns a 27% stake,
judged that the price of 0500 million offered by the Scandinavians was too low and ad-
vised other shareholders not to sell their shares. D0IIO000000, being a strategic investor
in Latvia’s 0000000000 and Lithuania’s DI000000 000000OOL, is also a strategic investor in
00000010000, with a 49% stake.

e Power company 00000000000 was divided into two sister companies dealing with the
transfer (DO00000000) and the distribution (QUNO0I0I0000) of energy. DO0INOODINID an-
nounced a long-term restructuring plan that, among other things, consists in ensuring
that the company will be able to satisfy 85% of demand for electricity until 2018.

* At the beginning of 2004, the government presented a plan for the early opening of the
electricity market. Opening of the market to enterprises consuming at least 20 GWh of
electric power is scheduled for 2006. The liberalization of the market for other consum-
ers that is to take place in the coming years should be completed in 2016.

N o o A

* Estonia has been following a path of fast economic growth since 2000. In 2004, GDP
increased by 6.2%, i.e. much faster than in 2003. The rapid growth was driven mainly
by high internal demand and strong exports. An increase in employment, a rise in real
incomes, and growth of the number of loans stimulated growth in investment and pri-
vate consumption. The favourable economic situation was also caused by the economic
prosperity of the main trading partners of Estonia.

* CPlinflation went up from 1.3% in 2003 to 3.0% in 2004. At the end of 2004, year-on-year
inflation was even higher, equalling 5.0%. The increase in prices was chiefly triggered
by a hike in fuel and sugar prices, which was connected with accession to the EU. PPI
inflation equalled 2.9% (midyear) and 3.9% (year end) in 2004.

e The current account deficit increased from 13.2% of GDP in 2003 to 14.0% of GDP in
2004. Direct net foreign investment fell from approximately 8%, to less than 6% of GDP. In
effect, FDI in 2004 allowed for the financing of only 40% of the current account deficit.
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* Foreign debt declined from 70.5% of GDP in 2003 to 63.9% of GDP in 2004.

e In the ranking of the World Economic Forum for 2003-2004, Estonia was recognized as
one of the most open and competitive countries in the world.

* Despite the fast economic growth, unemployment since 2002 has remained at the
level of approximately 10%. In 2004, it amounted to 9.7%. Unemployment has primarily
a structural character. It is particularly related to the northeastern part of the country.

|

* According to a forecast prepared by the IMF, the economic growth rate will remain at
the level of 6.0% in 2005 and 5.5% in 2006. The high current account deficit will remain
problematic. The continuation of a restrictive fiscal policy and the limitation of credit
expansion should alleviate uncertainty connected with the future external balance of
the country.

e Future changes in employment will depend on flexibility of the labour market and pro-
fessional training programmes and other activities launched with a view to reducing
structural and long-term unemployment.



