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Executive Summary

The economy is recovering steadily, following the recession triggered by the global
crisis. The authorities have made good progress in reestablishing economic stability and
rekindling growth, despite a generally unfavorable external environment.

The key challenges remain to ensure fiscal, financial, and external sustainability, while
igniting new engines of growth. With this in mind, the policy discussions focused on:

The appropriate size, speed, and composition of fiscal consolidation. The
authorities and staff agreed that the budget’s structural gap should be closed at a pace
matching the economy’s speed of recovery while safeguarding growth-enhancing
public investment and well-targeted social protection spending.

The need to keep inflation low while supporting the recovery and strengthening
the monetary policy framework. Given the outlook for domestic demand and credit,
there was agreement to maintain a moderately accommodative monetary stance
despite external shocks to inflation. The National Bank of Moldova’s (NBM)
transition to inflation targeting should continue, with appropriate improvements in the
policy framework.

Efforts to bolster export-led growth. Structural reforms will continue to focus on
creating an investment- and export-friendly business climate, stepping up
liberalization and deregulation, and resuming preparations for large-scale
privatization.

Performance under the Fund-supported program has been strong. All performance
criteria, indicative targets, and structural benchmarks for the First Review have been
observed. The authorities are requesting a modification of the end-September performance
criterion on the budget deficit in line with the reduced 2010 deficit target.
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Main Sources of Economic Data for the Republic of Moldova

Data in the staff report reflect information received by June 15, 2010, from the
following sources:

National Bank of Moldova www.bnm.md
National Bureau of Statistics of Moldova www.statistica.md
Ministry of Finance of Moldova www.minfin.md
Ministry of Economy and Trade of Moldova www.mec.md
International Financial Statistics www.imfstatistics.org

The reported data and analysis exclude the region of Transnistria unless noted
otherwise.
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I. INTRODUCTION

1. Massive capital inflows in 2006-08 lifted growth but also created macroeconomic
vulnerabilities amid hesitant progress in Moldova’s transition to a market economy.
Booming remittances, FDI, and credit boosted domestic consumption and investment, and growth
averaged over 5 percent. However, large capital inflows permitted an expansion of the current
account deficit to 17 percent of GDP, fueled double-digit inflation, and caused a substantial real
effective exchange rate (REER) appreciation. The loss of competiveness, combined with a
Russian embargo on wine imports from Moldova in 2006-07 and a drought in 2007, dampened
export growth. Despite some progress in structural reforms, the economy remained overregulated
and hampered by relative price distortions. High barriers to entry and low competition in a
number of sectors kept domestic prices of many goods and services significantly above regional
levels. In contrast, utility tariffs generally remained well below cost-recovery levels, leading to
substantial arrears and underinvestment.

2. The global crisis abruptly curtailed capital inflows and external demand, forcing
current account adjustment and a recession. Reflecting an abrupt decline in remittances, FDI,
and exports, domestic demand and imports collapsed, and real GDP fell by 6% percent (Figure 1).
Although the leu depreciated significantly, deflation pressures persisted. The current account
deficit almost halved to 9% percent of GDP; nonetheless, a large external financing gap opened. It
was filled by running down the reserves of the NBM and financing from international financial
institutions. Credit to the economy declined, and the share of nonperforming loans (NPLs) in the
banking sector tripled since end-2008; one medium-size bank failed.

3. Despite two rounds of parliamentary elections in 2009, political uncertainty persists.
The July elections led to the formation of a new four-party coalition government with a narrow
majority that proved insufficient to elect a President of the republic under the current rules. The
authorities intend to hold a referendum on a Constitutional amendment that would prevent such
gridlock in the future and to call early elections afterwards, in late 2010.

4. The authorities have sought to strengthen economic integration with the EU and
other development partners. Moldova and the EU are partners within the European
Neighborhood Policy (ENP), and an action plan, supported by a Partnership and Cooperation
Agreement, lays out the strategic objectives of cooperation based on effective implementation of
political, economic, and institutional reforms. A Consultative Group meeting in March 2010
confirmed the partners’ willingness to extend significant financial and technical assistance in
support of the authorities’ reform agenda.
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Box 1. Implementation of Past Fund Policy Recommendations'

The authorities’ responsiveness to past Fund advice has been mixed, with three distinct
phases. Four reviews were completed under the previous PRGF-supported program before it
went off track in late 2008. During this period, the authorities generally agreed with the
Fund’s advice, except for the prescription against heavy management of the exchange rate.
Afterwards, major disagreements emerged. Fiscal policy deteriorated significantly, with
sizable pre-election hikes in current spending, while monetary policy was kept too tight until
mid-2009, attempting to defend an overvalued exchange rate. Structural reforms stalled as
well. Since late 2009, however, macroeconomic policies—in the context of the new
ECF/EFF-supported program—have been reoriented toward restoring fiscal, financial, and
external sustainability and supporting growth with significant fiscal adjustment under way,
the adoption of a new monetary policy strategy focusing on price stability, and a
revitalization of structural reforms. Despite some weaknesses, data provision is adequate for
surveillance, and Moldova subscribes to the SDDS (see Informational Annex, section III).

"See PIN for the 2007 Article IV Consultation at http://www.imf.org/external/np/sec/pn/2008/pn0837.htm

II. RECENT DEVELOPMENTS
The economy is steadily recovering from the 2009 recession:

Growth is returning faster than expected. A strong pick-up in industrial production and
in external trade in late 2009, helped by the removal of many trade restrictions and
exchange rate depreciation, continued in early 2010. Consumer demand is recovering as
well. As a result, GDP grew by 4.7 percent in Q1 2010, supported by replenishment of
business inventories, private consumption, and net exports. Unemployment, however,
reached 9.1 percent, in part owing to seasonal fluctuations.
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Inflation rose in early 2010, pushed up by necessary energy tariff adjustments,
higher excise taxes, and exchange rate depreciation. In May, it amounted to 7.9 percent
relative to a year ago, which was comparable to neighboring countries (chart). Core
inflation remained contained at 5.1 percent. The exchange rate has broadly stabilized after
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the seasonally high demand for foreign exchange in Q1 subsided; recently, it has been
moderately depreciating against the U.S. dollar and appreciating against the euro.
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Sources: National authorities; and IMF staff calculations.

After falling until 2007, poverty has remained broadly stable in the recession.
Remittances helped reduce overall poverty in the boom years to 25.8 percent of the
population in 2007, with notable improvements in infant and maternal mortality rate and
access to clean water, while extreme poverty declined to 2.8 percent. Although wages and
pensions continued to increase, there was a sharp fall in remittances and rise in
unemployment, and on balance overall poverty increased slightly in 2008-09. The launch
of the targeted social assistance system in the second half of 2009, on the other hand,
helped reduce extreme poverty further to 2.1 percent (Table 8).

Since late 2009 the authorities have been implementing their ambitious Economic

Stabilization and Recovery Plan:

Fiscal policy has embarked on an adjustment path. The 2009 deficit (6.4 percent of
GDP) came well below projections. Revenue benefitted by an upsurge in VAT, while the
authorities realized some expenditure savings relative to budget commitments. The
adjustment continued in early 2010, supported by robust revenues and by expenditure

restraint. At the same time, Contribution of Growth and Policy Measures to the
vulnerable households saw a large Change in the Fiscal Balance, 2009 1/
increase in funds for social Total 1/ Growth Policy
assistance, allowing their

.. & . Revenue 1.3 1.3 0.0
guaranteed minimum income to £ it 13 04 0.9
rise by 23 percent in 2010. xpenditure ' ' '

Ovwerall balance 2.6 1.7 0.9

Enrollment in the new targeted

social assistance program is rising Source: IMF staff estimates.
fast as well 1/ Change relative to program targets, in percent of GDP

The NBM tightened policy somewhat in response to the deteriorating inflation
outlook. The NBM is in the process of gradually moving from a money-based monetary
policy framework to inflation targeting. In January 2010, the NBM announced an inflation
target of 5 percent with a narrow £1 percent deviation band. When this target became



threatened by rising headline inflation, the Bank raised its policy rate by 200 basis points
to 7 percent (Figure 3); however, the monetary stance remains accommodative.

o Structural reforms have been reinvigorated. The authorities have scrapped a number of
export and import restrictions and simplified customs controls, licensing requirements,
and procedures for business registration and liquidation. The energy regulator ANRE
raised energy tariffs to cost-recovery levels.

7. After a deep contraction in 2009, economic activity in the Transnistria region is
recovering, but gas-related external debt remains a major concern.' Following the global
economic crisis, exports fell by about 37 percent in 2009, and workers’ remittances declined by a
quarter; industrial production and investment slumped by similar magnitudes. Reflecting the
revival in external demand, industrial output increased by nearly 9 percent in the first four months
of 2010 (compared with the same period of 2009). Massive subsidies to ailing enterprises
propelled the budget deficit to 22 percent of GDP in 2009. This was financed by the accumulation
of external arrears that pushed external debt to over 300 percent of the region’s output. About
three quarters of this debt is made of arrears for gas payments to the Russian supplier Gazprom,
which is estimated to have reached some US$2.0-2.2 billion at end-2009.

III. PERFORMANCE UNDER THE PROGRAM

8. All performance criteria and indicative targets for end-March 2010 were observed,
and all structural benchmarks were implemented, albeit one of them with a delay (SMEFP
Tables 2 and 3). In particular, the authorities put in place an action plan for a speedy expansion
of a means-tested social assistance scheme, which has already led to increased enrollment.
Meanwhile, the NBM analyzed and shared with Fund staff the results of the diagnostic studies of
all banks completed by an external auditor, which confirmed the banks’ stable condition. The
NBM also prepared legal amendments to the laws on financial institutions and deposit insurance
to strengthen the bank resolution framework. These amendments have been approved by the
Government and submitted to Parliament for adoption, the first set with some delay.

IV. OUTLOOK

9. The short-term outlook is cautiously optimistic. GDP growth is projected to reach

2.5 percent in 2010 and 3.6 percent in 2011, supported mainly by the projected recovery in
external demand from the major trading partners Russia and Ukraine and by the ongoing
liberalization and deregulation of the economy.” The cumulative impact of two rounds of
adjustments in domestic energy prices will continue to keep inflation high in the next few months,
but this effect should be short-lived, and inflation should ease toward 6 percent by mid-2011. The

! Transnistria is a breakaway region of Moldova outside the control of the central government in Chisinau. Staff was
unable to discuss developments in the region and verify the statistics available from the web sites of local institutions,
as the local authorities declined the proposed meetings.

? The strong growth in Q1 2010 is expected to moderate going forward as inventory rebuilding is completed.
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rise in international energy prices and the gradually recovering domestic demand could widen the
current account deficit to 10%. — 11%4 percent of GDP in 2010-11 as growing imports outweigh the
rebound in exports and remittances.

10. The new external environment is a drag on potential output growth. Staff has reduced
their estimates of potential growth to 4 percent (from 5-6 percent before the global crisis) as
private investment and FDI are expected to strengthen only gradually given current global
projections and labor migration abroad continues, albeit at a declining rate. Sizable productivity
gains supported by the envisaged structural reforms and large public investment in infrastructure
will still underpin medium-term growth (Box 5).

11.  Downside risks still prevail and have increased lately. A growth slowdown in the EU
could depress remittances and exports, while international energy price spikes could stoke
inflation. Deteriorating loan quality could restrain bank lending, hindering the recovery. Political
instability could hold reforms back, leading to a withdrawal of donor financing that could reopen
large balance of payments gaps. On the upside, the ongoing liberalization and deregulation of the
economy may provide a larger—than-anticipated growth impulse.

Medium-Term Outlook, 2007—-15
2007 2008 2009 2010 2011 2012 2013 2014 2015

Projections

(Percent change, unless otherwise indicated)

Real GDP 3.0 7.8 -6.5 2.5 3.6 5.0 5.0 5.0 5.0
Inflation (end of period, y-o0-y) 13.1 7.3 04 10.8 6.0 5.0 4.0 4.0 4.0
(Percent of GDP, unless otherwise indicated)

Current account balance -16.5 -17.3 -94 -104 -112 -109 -94 -86 -7.5
Private investments 266 270 175 187 191 194 196 19.8 199
Fiscal balance 02 10 64 54 34 -26 -08 -04 -03
External debt stock 627 559 680 742 770 77.0 739 70.7 67.7
Gross reserves in percent of next year short-

term debt and current account deficit 528 775 59.2 656 701 768 76.8 793 793

Sources: Moldovan authorities; and IMF staff estimates and projections.

12. The authorities shared staff’s assessment that the current exchange rate is broadly in
line with fundamentals, while business climate-related measures of competitiveness indicate
a need for deep structural reforms. The exchange rate regime is classified as “floating”. Staff
estimates of the exchange rate position—subject to the usual caveats of considerable uncertainty—
—range from an overvaluation of 7 percent to an undervaluation of 1 percent, with an average
overvaluation of less than 5 percent. Moreover, unit labor costs in manufacturing remain
competitive in comparison with Moldova’s neighbors. Broader measures of competitiveness,
however, do call for further structural reforms, as discussed at a seminar with the World Bank and
the authorities (Box 2). Agreeing with this assessment, the authorities pointed out that their
current structural reform program is aimed specifically at improving international competitiveness
of Moldova’s goods and services.
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Box 2. Competitiveness and the Equilibrium Exchange Rate

After a real effective depreciation of about 20 percent since the peak in February 2009,
CGER-type analysis suggests that the leu is broadly in line with fundamentals. Under
various versions of the macroeconomic balance approach, the estimated current account norm
ranges between -5.8 and -7.7 percent of GDP, encompassing the projected 2015 underlying
current account deficit of 7.5 percent of GDP. This implies an assessment range between
moderate overvaluation and slight undervaluation. Under the external sustainability approach,
the most recently observed net foreign liability position of 75 percent of GDP at end-2009
suggests a current account norm of -5.6 percent of GDP, which translates into an overvaluation
of 6.8 percent. Finally, the deviation of the current real effective exchange rate from its historical
average points to a minor overvaluation.

Real Effective Exchange Rates: Country Comparison Quantitative Exchange Rate Assessment Results
2007=100
150 ( ) 150 Estimates Implied
——Belarus .
140 | —Moldova 1 140 overvaluation

— —Romania (Percent of GDP) (Percent)
——Russia
130 | —oUkraine

Macedonia

1 130 Underlying current account 7.5
Current account norms:

120
Macrobalance approach

110 Pooled, full sample /1 -5.8 6.3
aa Pooled /2 -7.5 0.0

100 St ™l Pooled, hybrid estimation /2 7.7 0.8
00 | External sustainability approach -5.6 6.8
Deuviation from historical average /3 4.2
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Sources: WEQO; and IMF staff calculations

Sources: Moldova authorities; and IMF staff calculations.

1/ Using Rahman's (2008) coefficients. 2/ Using Lee et al.'s
(2008) coefficients. 3/ Average deviation of the CPI-based REER
between 2010-M1 and 2010-M4 from its five-year historical
average (2005-M4 to 2010-M4).

While external price competitiveness seems by and large restored, broadly defined
competitiveness needs to improve further. Labor costs have remained low, but Moldova still
ranks below its regional competitors in terms of enabling business environment. Over the last
three years, the situation in Moldova has not improved much based on its World Economic
Forum (WEF) ranking or EBRD indicators. Thus, enhancing competitiveness requires further
structural reforms, particularly those related to improving investor protection, removing
structural impediments to financial sector development, and investing in infrastructure to lower
production and distribution costs.

Unit Labor Cost World Competitiveness Ranking

200 (Manufacturing, US$ per month) WEF Rank 1/ EBRD Indicator 2/
600 - :f/{ej‘;‘); 2007 2008 2009 2007 2008 2009
5001 ——Romania Belarus — — — 1.6 1.8 1.8

——Russia Moldova 97 95 — 2.4 24 2.4
01 - Ukraine Romania 74 68 6 30 30 30
300 1 Russia 58 51 63 2.5 2.5 2.5
200 Ukraine 73 72 82 24 24 2.5
100 | 1/ The Global Competitiveness Report, WEF.

2/ Transition Report, EBRD. Simple average of competition policy,
0

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 and entreprise, banking sector and infrastructure reform sub-indices.

Source: ILO, Moldovan authorities and Fund staff estimates
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13.  Debt is sustainable at present, but vulnerabilities remain (Appendix I). The debt
sustainability situation has not changed significantly since the last debt sustainability analysis
(DSA) was issued in January 2010. Updated projections suggest that Moldova’s risk of debt
distress remains low. Public and publicly guaranteed debt is moderate at 31 percent of GDP at
end-2009 and is projected to peak at 36 percent of GDP in 2011. The sizable development partner
support pledged at the Consultative Group meeting in March 2010 (US$2.6 billion over five
years) is equally split between grants and low-interest loans and would thus not impair debt
sustainability; absorptive capacity is more likely to be a binding constraint. The previously
contemplated large loans from China and Russia did not materialize. The identified external debt
of state-owned enterprises amounts to only 0.4 percent of GDP and is treated in the DSA as
implicitly government-guaranteed.’ Private sector external debt, of which only 15 percent is owed
by the banks, is being rolled over smoothly. However, total external debt is projected to reach

77 percent of GDP in 2011, and debt services would exceed 20 percent of exports of goods and
services a few years later. Debt-related difficulties could then arise should external nondebt
financing recede.

V. POLICY DISCUSSIONS

14.  While recovering from the crisis, Moldova has a long way to go. In the short term the
main task for macroeconomic policies is to strike the right balance between supporting the output
recovery, restoring fiscal sustainability, and maintaining financial and external stability. In the
medium term, the challenge will be to facilitate the transition from a state-dependent remittance-
driven economy to a market-based export-led one. With this agenda in mind, discussions focused
on policies to:

J maintain progress in fiscal adjustment, while opening space for priority investment and
well-targeted social assistance;

o support the recovery after the deep recession in 2009, while containing inflation pressures
in the face of large cost-push shocks;

o ensure stability in the financial system given remaining risks and foster a resumption of
bank lending; and

o raise the economy’s potential growth rate by implementing long-overdue structural
reforms to stimulate private investment, strengthen competitiveness, and facilitate export-
led growth.

? This excludes the external debt of the gas company Moldovagaz (about 7% percent of GDP in early 2010) as it is
not a majority state-owned enterprise. The Russian company Gazprom owns 50 percent of Moldovagaz and also
manages the shares owned by Transnistria (about 13 percent).
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A. Fiscal Consolidation while Protecting Investment and Social Assistance

15. Restoring fiscal sustainability is a precondition for sustainable growth. Early 2009
saw a large deterioration of the structural fiscal balance, stemming mainly from unaffordable
increases in public wages and pensions (Figure 2). Domestic sources of budget financing were
nearly exhausted, leading to accumulation of expenditure arrears and necessitating an urgent
mobilization of resources from international development partners. The new government then
embarked on a path to gradually restore fiscal sustainability at a pace matching the economy’s
speed of recovery. The authorities have appropriately chosen restraint in current spending, while
raising social assistance to protect the vulnerable and public investment to address infrastructure
bottlenecks, a type of spending with significant contribution to growth.

16. The amended 2010 budget continues to pursue growth-enhancing consolidation with
adequate social protection. Staff and the authorities concurred on the need to save most of the
additional revenue brought by higher than projected growth in 2010, while increasing funds for
investment and social assistance (SMEFP q8). The amended budget will thus provide for a

37 percent increase in capital expenditure and over 50 percent increase in social assistance
spending relative to 2009. The resulting deficit of 5.4 percent of GDP broadly preserves the
programmed speed of structural fiscal adjustment, including already committed grants (table). It
also provides for gradual, but front-loaded clearance of domestic expenditure arrears, which were
higher than expected at the end of 2009 (SMEFP Table 2). Staff expressed concern about the
higher-than-budgeted spending on goods and services, which signaled difficulties in controlling
the assumption of commitments by various government branches. The authorities stated that
reforms in procurement and internal financial control, to be introduced in the second half of 2010,
will allow them to rein in this spending in 2011 (SMEFP q11).

Headline and Structural Fiscal Balances of the General Government, 2008-15

(Percent of GDP)
2008 2009 2010 2011 2012 2013 2014 2015
Prog. Rev. Prog. Rev. Prog. Rev. Prog. Rew Proj. Proj. Proj.
Prog. Prog. Prog. Prog.

Headline revenue and grants 40.6 37.8 391 39.0 39.7 39.2 40.7 39.3 406 419 421 420
Structural revenue 357 362 372 370 380 374 382 378 386 39.6 40.0 40.2
Grants 1/ 1.7 21 21 32 32 25 36 1.8 22 24 20 1.8

Budget support grants 1.1 1.2 1.3 24 23 1.7 25 1.1 1.1 1.1 1.0 0.9
Projects grants 06 09 06 0.8 09 0.8 1.0 0.7 11 1.3 1.0 09
Automatic stabilizers 2/ 32 05 -02 12 15 -07 -11 -0.3 -0.3 0.1 01 041

Expenditure and net lending 416 46.8 455 46.0 451 442 441 423 431 42.7 424 424
Current 345 416 406 400 39.0 373 379 354 358 354 351 350
Capital 70 53 5.0 6.1 6.2 70 6.3 70 75 75 75 7.5

Headline fiscal balance 1.0 90 64 -70 -54 50 -34 -30 -26 -0.8 -04 -03

Structural fiscal balance (incl. grants) 42 -85 62 58 -39 43 23 27 23 -0.7 -04 -04
Memorandum:
Output gap 79 19 23 21 32 -26 -32 -20 -21 1.1 -03 04

Source: IMF staff estimates.

1/ Includes "internal grants" equivalent to 0.25 percent of GDP and 0.03 percent of GDP in 2009 and 2010 respectively.
2/ Adjusted for the differential dynamics of tax bases relative to GDP when such divergences occur.
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Box 3. Fiscal Consolidation in Moldova'

Large pre-election spending hikes in 2009 led to the emergence of an
unsustainable structural fiscal position in Moldova. The government that came to
office in late 2009 has adopted a fiscal consolidation plan in the context of an
ECF/EFF-supported program with the IMF. The plan envisages a significant but
gradual fiscal adjustment at a speed matching the economy’s rate of recovery from
the 2009 recession. This approach guards against the risk of a negative feedback loop,
where the consolidation deepens the recession and causes a loss of revenue.

The plan focuses on rationalizing the government wage bill and spending on goods
and services—areas where Moldova spends considerably more than its regional peers—
—while protecting quality public infrastructure investment and well-targeted social
assistance. This would be achieved mainly through school and class consolidation in
education, a reform in
civil service staffing and
pay, and a new system of

Moldova and Selected Countries
General Government Expenditures, 2009

Total Wages Goods Subsidies Capital Social

internal financial control spending and and spending assistance
in government senices transfers benefits
institutions. On the (Percent of GDP)
: Belarus 34.6 8.5 5.8 11.1 7.3 0.9
revenue side, the plan Bulgaia 399 56 69 18.3 6.8 1.0
relies on reintroducing Estonia 49.5 8.4 20.8 16.6 35 n.a.
. Georgia 38.6 5.8 6.2 10.8 8.0 0.3
(Startmg H_l 2012) the Hungary 50.1 11.6 7.3 24.3 2.7 n.a.
corporate imncome tax Latvia 44.8 10.5 5.5 23.8 3.3 n.a.
broad b .. Moldova  45.5 11.7 10.1 16.9 5.0 2.1
road Dasc, raising Poland 46.8 10.0 84 19.2 6.8 0.3
excise tax rates toward Romania  38.1 9.2 5.5 17.9 43 1.9
the levels in neighboring Slove'lkla 40.7 7.0 5.2 22.3 4.7 3.8
. Ukraine 47.6 11.1 6.6 23.6 4.1 2.8
countries, as well as Average 42.6 8.9 7.3 18.9 5.1 1.8
closing loopholes and Source: GFS

reducing exemptions to

broaden the tax base. A far-reaching tax administration reform aims to expand the tax
net to economic agents who had hitherto evaded it and to focus collection efforts on
companies and sectors with the highest compliance risk.

These measures will be essential to stop further deterioration of Moldova’s fiscal
balances. To secure durable results, however, they must be complemented by further
medium-term structural reforms, in particular in pension and health, to anchor long-run
sustainability and prevent deterioration in fiscal balances in the future.

' See Selected Issues, Chapter I.
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Restraint on current spending will guide consolidation efforts next year as well. To

advance the ongoing structural fiscal adjustment, the authorities plan to reduce the budget deficit
to 3.4 percent of GDP in 2011, while creating fiscal space to further expand capital expenditure

and increase funds for targeted social assistance (SMEFP 99-10). The main consolidation policy
remains continuing rationalization of current spending (1% percent of GDP), supported by

reducing budgetary sector employment further by 1% percent through attrition (after a similar

reduction in 2010). The budget will also take advantage of gains in revenue (1 percent of GDP)
stemming from the strengthening economy, increased grant assistance, and better tax collection.

18.

Policy discussions on the medium-term framework focused on the appropriate fiscal
stance and size of the government, and reforms needed to reach the desired equilibrium:

o Staff and the authorities agreed that the structural budget deficit should be all but
eliminated, in view of low private savings and the budget’s limited access to external

financing. On the current outlook,
this would imply increasing the
general government’s overall
balance by some 5 percentage
points of GDP over the next four
years. Such an increase in
government saving would also
ensure that the public sector does
not add to external imbalances.
The authorities saw an equal role
for revenue increases and
expenditure cuts to achieve this
objective. Staff advised a greater
emphasis on reducing current
spending (Box 3), which is high
for Moldova’s level of
development (chart).

General government expenditure (percent of GDP)

55

50 |

45 |

40 r

35T

30

55
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«
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Nominal GDP per capita (U.S. dollars)
Sources: WEO, April 2010; and IMF staff calculations.

The mission welcomed the authorities’ strategy for improving tax collection.

Following the recommendations of a Fund FAD TA mission, the strategy aims to
introduce a risk-based audit selection, target economic agents outside the tax net, and
combat tax evasion and outright fraud. Detailed operational plans for audit, arrears
collection, and taxpayer services will be developed by end-2010 (SMEFP q[11).
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o Staff encouraged the authorities to persevere with the implementation of the new
targeted social assistance system as a key instrument for reducing poverty. The main
existing system of social assistance, based on population categories, is poorly targeted.*
The new means-tested system, which is in the process of being phased in since mid-2009,
should considerably improve targeting (at an additional cost of about %2 percent of GDP a
year). Over time, the two systems should be merged into an overall means-tested system
including the most vulnerable households.

o The authorities agreed that significant reforms are needed in the social insurance
system to preserve its financial sustainability, particularly regarding sick leave
benefits and early retirement. To this end, two sets of legal amendments will be adopted
by December 31, 2010. One of these amendments will make the mechanism for sick leave
benefits more incentive-compatible by assigning the responsibility for the first day of sick
leave to the employee and the second day to the employer. The other amendment will
phase out the early retirement privileges for civil servants, judges and prosecutors. Staff
welcomed these measures and encouraged the authorities to advance the unfinished
pension reform in the medium term by broadening the contributions base, correcting the
pension determination and indexation parameters, and increasing the effective retirement
age. Such a reform would prevent an unsustainable decline of the already low pension
replacement rate (35 percent of the net wage on average), while preserving the pension
system financial sustainability (Selected Issues, Chapter I).

B. Monetary and Exchange Rate Policy

19. The NBM and staff agreed that the current monetary stance appropriately balances
the need to keep a lid on inflation with the need to support the recovery. Cost-push inflation
and weak demand have complicated monetary policy, and the NBM has had to search for a
balance between containing inflation expectations and sustaining the still weak credit flow. The
mission and the authorities agreed that interest rate hikes in early 2010 have contributed to
stabilizing inflation expectations—thus alleviating second-round effects from the cost-push
shocks—and calming the foreign exchange market. However, as subdued credit and domestic
demand are not likely to fuel inflation pressures at present, the current moderately accommodative
monetary stance appears appropriate. Further monetary action might be necessary if domestic
demand recovers strongly and/or depreciation pressures persist. Moreover, staff supported the
NBM'’s view that interventions in the foreign exchange market should continue to aim at
smoothing erratic movements, but should not resist sustained depreciation pressures.

* The World Bank estimates that over 60 percent of assistance under that system goes to households from the upper
60 percent of income distribution, while more than half of the poorest households do not receive any benefits.
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20. There was an agreement that further development of the new monetary policy
framework could strengthen policy effectiveness.

o The NBM’s monetary strategy upholds price stability as the primary objective of
monetary policy, operationalized as an annual inflation target, and the NBM’s base
interest rate as the main policy instrument. In view of the still underdeveloped
transmission mechanism and the relatively high degree of dollarization, the NBM and staff
agreed that other instruments of monetary policy, in particular reserve requirements, could
potentially be used as needed. The program design, based on a NIR/NDA performance
criteria and an indicative target for reserve money, remains appropriate at present, but may
be reconsidered when the transition to inflation targeting is complete.

. Staff recommended increased NBM operational flexibility, including by extending the
policy horizon to the conventional 24 months and widening the target range to
accommodate large and volatile exogenous inflation shocks and the still weak
transmission mechanism (Box 4). The NBM agreed, while noting that a careful choosing
of the timing of these changes, as well as clear communication of their motivation would
be very important to preserve the credibility of the policy framework. Furthermore, the
NBM is working on amendments to the central bank law that, among other improvements,
shorten the lag between the adoption and effective dates of policy changes and thus
strengthen policy effectiveness.

. Continuing extensive NBM communication, including regular press briefings and
publication of monetary policy reports will raise awareness, understanding, and
acceptance of monetary policy actions in the medium term.

C. Strengthening the Financial Sector

21. Financial soundness indicators suggest a stable banking system, but certain
vulnerabilities remain a concern. Limited financial

i i 1 35 35
integration has kept Moldova insulated from the T ——

. . . . . (Percent)

international financial turmoil. Banks have remained 3 | s Substandard £ Doubtu {30
liquid and well-capitalized, and exposure to foreign 25 F 5o Losgingrate Depositrate | s

-————

N

assets and institutions in distress is minimal.” Low
interdependency limits the systemic threat from
individual bank failures. However, nonperforming
loans remain high at over 17 percent in April 2010—
although this ratio seems to have stabilized—and their
composition has deteriorated, with migration from
substandard to doubtful loans (chart).

Dec-08 Mar-09 Jun-09 Sep-09 Dec-09 Mar-10 Apr-10

Source: National Bank of Moldova.

> Majority foreign-owned banks account for about 26 percent of bank assets.
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Box 4. Monetary Transmission in Moldova'

The transmission of monetary policy in Moldova is hindered by well-known structural
impediments affecting developing countries. Financial intermediation is constrained by a
burdensome legal system, lack of credit information on borrowers, and administrative
barriers to the use of collateral. Financial markets are shallow, with bank loans essentially the
only market source of private funding. A relatively high degree of financial dollarization
(about 40 percent of both loans and deposits are denominated in foreign currencies) limits
monetary policy effectiveness as well.

Quantitative analysis of developments over the past decade reveals a relatively weak
interest rate channel. Monetary policy instruments have only a partial influence on bank
lending rates. An econometric analysis suggests that increases in interest rates lower private
credit and inflation (with a lag), but no statistically significant relationship can be found
directly between interest rates and GDP growth.

The transmission of monetary policy was particularly impaired during the recent
financial crisis. Facing rapidly falling deposits, deteriorating asset quality, and an uncertain
outlook, banks significantly tightened their credit standards and increased the spread between
lending and deposit rates. Successive base rate cuts and injection of liquidity by the NBM
succeeded only partially in encouraging banks to loosen their lending conditions.
Examination of bank portfolios suggests that under such conditions a policy rate cut can still
affect lending rates by lowering the opportunity cost of other assets, but the magnitude of this
effect is small.

A number of measures are needed to strengthen the transmission of monetary policy in
Moldova. Improving debt resolution instruments and development of credit bureaus would
help the banks regain confidence in lending and mitigate credit rationing. Greater
transparency would alleviate market uncertainty about NBM policy, while improvements in
cash flow management by the NBM could also reduce interest rate volatility. Finally,
promoting domestic financial markets will increase reliance on domestic currency
instruments, thus strengthening the interest rate channel of monetary policy.

25 - - 10
NPL and Risk Premium ! Bank and NBM Interest Rates {2
J&=NPL ratio
20 F 8
Loan-depositinterest 20 | 20
spread (rhs)
15 F - 6
16 16
10 F 4
12 12
L NBM base rate
5 [ ] 2 b -
8 [———- Depositrate 8
Loan rate
0 0 4 . z . . N N 4
Sep-08 Mar-09 Sep-09 Mar-10 Sep-08 Mar-09 Sep-09 Mar-10

Source: National Bank of Moldova.

' See Selected Issues, Chapter I1.
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Moreover, a non-negligible share of foreign currency loans in total loans (Box 4) exposes the
borrowers and banks to exchange rate and credit risks. Finally, the banks’ efforts to clean up
their balance sheets is leading to a still stagnating credit stock, which in turn reduces banks’
interest income and forces them to keep the lending rates high and cut deposit rates to
maintain profitability.

22. Policy discussions focused on upholding financial stability while seeking to
unblock credit. The NBM and staff agreed that closely monitoring banks’ asset quality,
lending and provisioning practices, and capital needs remained conditio sine qua non.

o To ensure adequate capital buffers, the NBM has passed a regulation requiring
banks to keep their statutory capital above MDL 100 million and to double Tier I
capital in stages by end-2012. Moreover, distribution of retained earnings will require
prior notification of the NBM and justification in terms of capital adequacy. Staff and
the NBM agreed that this regulation strikes the right balance between fostering a stable
bank capital base and allowing resumption of lending to support the economy.

o There was agreement that a well-developed contingency planning framework is
needed to guard against future financial sector risks. Drawing from the
recommendations of a recent Fund MCM TA report, the authorities have established a
high-level Financial Stability Committee with a main objective to ensure appropriate
interagency coordination and demarcation of responsibilities in times of financial
sector emergencies. By end-December 2010, the institutions represented in the
Committee will sign a memorandum of understanding (MoU), which will provide a
framework for preparing detailed operational contingency plans during 2011 (SMEFP

q114).

o To remove structural impediments to lending, the authorities aim to facilitate
resolution of problem loans and foster company restructuring. Staff and the
authorities concurred that, in addition to the still uneasy business conditions, lending is
held back by bank difficulties in exercising their rights as creditors in case of
nonpayment. Correspondingly, by end-2010 the authorities will prepare legal and
regulatory amendments to ease collateral execution by banks and strengthen bank
incentives to restructure nonperforming loans, as well as speed up restructuring of
viable companies (SMEFP q15).
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D. Structural Reforms to Raise Growth and Reduce Fiscal Risks

23. Moldova faces formidable structural challenges that constrain its growth
potential. The state footprint on the economy—both in terms of direct asset ownership and
regulatory burden—remains large

relative to Other Countries in the Transition Indicatorsin Selected Countries, 2009 1/
region (chart). Significant parts of Moldova
. . . == == Romania .
the public sector, like education and — -+ Estonia Private sectorshare
civil service, are still oversized and Belarus 2

underperforming. Remaining state-
owned companies in various sectors
of economy are operating well below
their potential, and some of them
accumulate large debts and arrears.
Crumbling infrastructure and
dilapidated roads require profound

Large-scale

Banking reform privatisation

Trade and foreign

repairs and new investments. Staff exchange system Friceiberatisation
and the authorities shared the view
Source: EBRD, Transition Report 2009.
that these Challenges Should be 1/ Transition indicators range from 1 (little change from centrally planned economy) to 4.33
. . representing the standards of an industrialised market economy. Ukraine (notshownin the
addressed 1f Moldova aims to grow chart) almost coincides with Moldova on these indicators.

out of its status as Europe’s poorest country.

24. Sustaining high GDP growth over the medium-term will not be possible without a
significant increase in exports. Before the recession of 2009, the economy had relied heavily
on remittances-driven private consumption. While this model of growth will remain important
for the time being, it is nearing its limits (Box 5). Staff and authorities shared the view that
building up export potential and expanding access to the vast markets of Moldova’s major
trading partners in the East and West could provide a strong and sustainable boost to growth.
Consistent with this vision, the government places an emphasis on improving the business
environment and agreed with the need to maintain external price competitiveness.

25. The authorities showed strong determination to continue improving the business
climate and promote investment. The most important initiatives include (SMEFP 4[16):

J Extending the option to receive VAT refunds for purchases of investment goods to
investors in the entire country. Presently, investors in the two largest cities do not
receive such VAT refunds (they can only use their VAT credit to offset future tax
obligations). Affording them this option would unblock vital working capital and thus
facilitate companies’ operations and new investment.
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o Lowering the frequency of inspections of enterprises by various state agencies to
reduce red tape.

o Introducing the “one stop shop” provision of business services in the customs
administration and enabling automated data exchange and electronic document
processing. Moreover, the Export Promotion Organization will begin providing a wide
range of consultancy services for exporters and investors.

o Amending the necessary legislation to simplify the procedure of converting
agricultural land for industrial and trade needs, as requested by both foreign and
domestic investors.

Staff welcomed these initiatives and pointed out that sustainable growth in the future will
depend largely on the success of efforts to spur export-led growth.

Box 5. Moldova: From Consumption-based to Export-led Growth'

Before the crisis of 2009, growth was mainly driven by expanding domestic demand fuelled
by migrants’ remittances. The share of private consumption in GDP increased from 56 percent
in 1995 to more than 90 percent in 2006—08. The trade deficit ballooned from about 26 percent of
GDP in 2000 to 53 percent of GDP in 2007-08. It was largely covered by remittances, which
jumped from about 5 percent of GDP in the mid-1990s to more than 30 percent in 2006—08.

The growth model based on
Contributions to Potential GDP Growth, 1996-2015 remittances is subject to well-known
constraints. As much as 40 percent of
Moldova’s labor force is already
Projection working abroad, and this ratio can
increase further only moderately.
Moreover, migrants’ ties with the home
country weaken over time, and
remittances decline. The outflow of
labor and relatively subdued outlook for
loan-financed private investment and
FDI drag potential GDP growth down to
about 4 percent over the medium term,
which looks modest when compared to
Source: IMF staff calcultions. Moldova’s vast development needs and

poverty-reduction objectives.
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To boost Moldova’s growth potential, it is essential to promote export-led growth. Lowering
the costs of doing business, including by cutting red tape and facilitating compliance with business
regulations, as well as upgrading the country’s run down infrastructure, are critical for attracting
investments to the sectors producing tradable goods. Maintaining external price competitiveness
by keeping real wage growth in line with productivity gains and avoiding policies that could lead
to large overvaluation of the national currency is equally important.

' See Selected Issues, Chapter III.
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26. The annual progress report on implementation of the National Development
Strategy (NDS) will reassess Moldova’s development objectives and reinvigorate the
poverty reduction efforts. Drafted in 2007, the NDS was designed to spearhead the
development agenda for 2008-11. However, the economic crisis and political instability

in 2009 disrupted its implementation. By end-October 2010, the government plans to issue a
report that will reflect on the recent progress in poverty reduction and update the objectives
for 2011 (SMEFP 922).

27. The financial condition of the capital’s heating company, Termocom, remains a
large fiscal and social risk. In line with past program conditionality, the energy regulator
ANRE now sets the tariff for heating and has raised it twice in 2010 in response to the higher
price of imported natural gas. While this tariff should allow Termocom to adequately cover its
current expenses, the company’s large historic arrears continue to weigh on the financial
performance of the whole sector. To find a solution to this problem that considers the interests
of all involved parties, the authorities will prepare a restructuring plan for the thermal energy
sector, including Termocom, by end-2010. Until then, it was agreed that creditors will allow
the company to operate normally, provided Termocom remains current on its 2010 liabilities
(SMEFP 919). To mitigate the impact of higher energy tariffs on the most vulnerable, the
central government will provide support alongside the municipal assistance scheme until the
new targeted social assistance system has been fully deployed.®

28. The mission welcomed the authorities’ decision to resume efforts to divest the
remaining large state enterprises, where private involvement could lower prices and
improve service. Specifically, they plan to reopen the divestiture of Moldtelecom, the largest
telecommunications operator, whose privileged position distorts the telecommunication
market. The authorities indicated that they are considering such an operation within a wider
reform process to develop the whole sector. In addition, the authorities will begin preparing
other public companies for divestiture, in particular in air and rail transportation (SMEFP
920). Staff agreed that all these operations need to be carefully prepared and launched when
the international investor interest in Moldova returns.

29. The trade regime is generally open and the authorities are working on further
expanding openness and simplifying procedures. Moldova is a member of the WTO, CIS
and CEFTA. It has concluded sixteen agreements on market access within the CIS and the
Pact on Stability in South-Eastern Europe. Since early 2008, it has also enjoyed Autonomous
Trade Preferences (ATPs) with the EU, which provide unlimited and duty free access to the
EU market for all products originating in Moldova, except for certain agricultural products.
The European Commission has recently launched a free-trade-area feasibility study, which
would be a core element of a possible future Association Agreement. Meanwhile, the
authorities have already liberalized meat and dairy imports by simplifying the cumbersome

% The Chisinau municipality covers 40 percent of the heating bills of households with income per household
member below the subsistence minimum. This scheme assists about 10 percent of the capital’s population.
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system of permits introduced in 2007. They intend to continue trade liberalization by
eliminating customs duties on many raw materials and investment goods from 2011 on.

VI. PROGRAM ISSUES

30. The program design and monitoring mechanism will remain broadly unchanged.
The review schedule and phasing of disbursements is outlined in SMEFP Table 1. The
amended 2010 budget will be passed as a prior action. The authorities are requesting
modifications of the performance criterion on the budget deficit for September 2010 and the
program’s indicative targets for September and December 2010 that reflect the amended
budget and the improving macroeconomic outlook (SMEFP Table 2). New performance
criteria and indicative targets have been proposed for March 2011. The structural
conditionality—existing and proposed—is summarized in Table 3 of the SMEFP.

31. Safeguards. The updated assessment completed on June 3, 2010 concluded that the
recommendations of the 2006 safeguards assessment have been implemented. Recent
developments of the NBM operations have strengthened the need for an independent
oversight of the bank and a legal framework for lending to local banks. The updated
assessment provided a set of recommendations in this regard, focused on mitigating new risks
and further strengthening the NBM safeguards framework.

VII. STAFF APPRAISAL
32.  Moldova is on the right track:

o Growth is coming back, supported by a strong export rebound. Manufacturing,
trade, and agriculture are recovering steadily.

o The ECF/EFF-supported arrangement is on track. Program implementation under
the First Review has been strong, and the authorities’ policies for the remainder
of 2010 aim to continue the stabilization efforts and support the recovery.

33. The recovery has only just begun, however, and considerable challenges lie
ahead:
o External and domestic developments pose risks to the outlook. A slow recovery in

major partners or spikes in international energy prices could test the recovery and the
policy framework. Political uncertainties could slow the implementation of reforms
and hinder growth and stability prospects.

o The economy remains in need of significant structural transformations. Reforms
are needed to promote investment and export-led growth, while the public sector badly
needs expenditure rationalization and restructuring.

34. The amended 2010 budget will pursue fiscal consolidation in a difficult
environment. Saving most of the unbudgeted revenue while providing additional funds for
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social protection and investment strikes the right balance between fiscal policy objectives. The
overspending on goods and services is worrisome; decisive and timely reforms in
procurement and internal financial control are needed to rein it in.

35. Further strong and sustained fiscal action is needed over the medium term. The
structural budget deficit should be essentially eliminated in view of low private savings and
the government’s limited access to external financing. This implies increasing the general
government’s headline balance by some 5 percentage points of GDP over the next four years.
Given the oversized public sector, fiscal consolidation should be achieved mainly by
restraining and prioritizing current spending, supported by measures to enhance revenue
collection and remove tax policy distortions.

36. The authorities’ commitment to a long-overdue tax administration reform is
welcome. The reforms, which draw on Fund technical assistance, should help raise revenue
collection while reducing the compliance burden on most taxpayers.

37. Monetary policy strikes the right balance between keeping inflation low and
supporting the recovery. While headline inflation may remain elevated for a while, pushed
up by past energy price adjustments, core inflation remains contained within the NBM target
range. On current trends, domestic demand should not be a source of inflationary pressures
soon, and international energy prices have stabilized recently, alleviating upside risks. The
current moderately accommodative monetary stance appears thus appropriate for the time
being.

38. The monetary policy framework could benefit from more flexibility. The policy
horizon over which the NBM targets inflation could be lengthened and the band widened to
account for the transmission lags of monetary policy actions and the high uncertainty
stemming from Moldova’s inflation history and exposure to external shocks. The success of
this policy will crucially depend on preserving monetary policy credibility, which calls for
clear communication of the reasons and modalities of these changes.

39. While external price competitiveness does not raise major concerns, broader
measures of competitiveness suggest a need for deep reforms. After the reversal in 2009,
the real exchange rate appears to be broadly in line with fundamentals, and the labor
costs/productivity combination compares favorably within the region. Broader measures of
competitiveness, however, call for further structural reforms to improve the business
environment, accelerate financial sector development, and invest in infrastructure. Such
reforms would give rise to a virtuous circle, in which rising productivity helps the country
attract foreign investment and know-how, in turn boosting incomes and productivity even
further and creating new jobs.

40. Vulnerabilities of the financial sector appear manageable, but contingency
planning and reforms to remove impediments to lending will be important to strengthen
stability and development. The NBM should continue its vigilant hands-on supervision and
proactive engagement with banks to ensure that capital and liquidity buffers remain adequate
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to cope with credit quality risks. A structured framework for contingency planning for
financial emergencies would improve the financial system’s resilience to shocks.
Strengthening the banks’ debt resolution framework could facilitate and speed up NPL
resolution, thus unclogging bank balance sheets to support a resumption of lending.

41. The transition agenda remains unfinished. Moldova still lags behind other countries
at similar level of development in important areas including investor protection, access to
financing, and underdeveloped infrastructure as measured by various international rankings of
business climate. Recent progress in liberalization and deregulation, especially in international
trade, has been encouraging, but it is just the first step in a long journey.

42. Stepping up exports is a key to achieving high and sustainable growth over the
medium term. The growth model relying on expansion of the domestic consumption fuelled
by remittances is nearing its limits. To sustain high GDP growth going forward, Moldova
needs to build up export capacities and expand access to the large markets of its neighbors.

43. Bringing the energy sector to financial sustainability should remain high on the
authorities’ agenda. The maintenance of cost recovery tariffs for heating and other energy
inputs helps buttress the weak financial condition of the energy sector. However, broader and
more comprehensive reforms—including resolution of historic arrears and preparing
companies for private ownership—are needed to put the sector on a truly sustainable footing.
Staff has encouraged the authorities to work with the World Bank and other partners on these
issues.

44. Staff recommends completion of the first review and approval of the request for
modification of the performance criterion for end-September 2010. Performance under
the program has been strong, and policies for 2010 remain appropriately ambitious. Staff also
supports the establishment of the proposed performance criteria for end-March 2011.

45.  Itis proposed that the next Article IV consultation with Moldova be held in
accordance with the Executive Board decision on consultation cycles.
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Figure 1. Moldova: Real Sector Developments, 2001-09
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Figure 2. Moldova: Fiscal Developments, 2001-09

Public debtreversed its downward trendin 2009...
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Figure 3. Moldova: Money, Prices, and Interest Rates, 2005-10
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Table 1. Moldova: Selected Indicators, 2007-15 1/

2007 2008 2009 2010 2011 2012 2013 2014 2015
Projection
I. Real sector indicators (Percent change, unless otherwise indicated)
Gross domestic product
Real growth rate 3.0 7.8 65 25 3.6 5.0 5.0 5.0 5.0
Demand 7.9 6.0 -14.1 34 4.2 5.0 5.0 4.8 4.9
Consumption 3.8 57 -6.1 1.4 3.4 3.6 4.5 4.1 4.2
Private 1.8 58 -79 1.8 4.3 5.1 4.6 4.0 4.0
Public 13.5 5.0 1.9 -0.1 -0.1 -2.0 3.8 4.4 5.0
Gross capital formation 255 22 -31.3 8.9 6.2 126 7.5 7.7 7.8
Private 33.9 41 -32.7 5.0 6.5 8.0 8.0 8.0 8.0
Public 28 45 260 224 51 26.6 6.2 7.1 7.2
Nominal GDP (billions of Moldovan lei) 534 629 600 671 733 80.8 887 969 1058
Nominal GDP (billions of U.S. dollars) 4.4 6.1 5.4 54 5.8 6.4 7.0 7.8 8.7
Consumer price index (average) 124 127 0.0 9.3 6.0 5.5 4.5 4.0 4.0
Consumer price index (end of period) 131 7.3 0.4 10.8 6.0 5.0 4.0 4.0 4.0
GDP deflator 15.9 9.2 2.0 9.0 55 5.0 4.5 4.0 4.0
Average monthly wage (Moldovan lei) 2,065 2,530 2,748 3,050
Average monthly wage (U.S. dollars) 170 243 247 244
Saving-investment balance (Percent of GDP)
Foreign saving 16.5 17.3 94 104 11.2 109 9.4 8.6 7.5
National saving 176 167 13.1 145 142 160 17.7 187 19.9
Private 10.3 106 148 135 112 111 11.0 116 1238
Public 7.3 6.0 -1.7 1.0 3.0 4.9 6.7 7.1 71
Gross investment 341 340 225 250 254 269 271 273 274
Private 266 270 175 187 191 194 196 198 199
Public 7.5 7.0 5.0 6.2 6.3 7.5 7.5 7.5 7.5
Il. Fiscal Indicators (general government)
Primary balance (cash) 1.0 02 50 44 24 17 -01 0.3 0.2
Overall balance 02 10 64 54 34 -26 -08 04 -03
Stock of general government debt 269 213 307 337 350 353 321 293 26.6
lll. Financial indicators (Percent change, unless otherwise indicated)
Broad money (M3) 39.8 15.9 32 117 115
Velocity (GDP/end-period M3; ratio) 2.0 2.0 1.8 1.8 1.8
Reserve money 46.4 220 -10.1 127 10.8
Credit to the economy 51.7 203 -49 9.5 8.3
IV. External sector indicators (Millions of U.S. dollars, unless otherwise indicated)
Current account balance -726 -1049 -509 -559 652 -694 -662 671 -649
Current account balance (percent of GDP) -16.5 -17.3 94 -104 -11.2 -109 94 86 -75
Remittances and compensation of employees (net) 1,419 1,796 1,125 1,323 1,466 1,641 1,848 2,088 2,365
Gross official reserves 1,334 1,672 1,480 1,657 1,890 2,075 2,199 2,380 2,632
Gross official reserves (months of imports) 2.8 5.0 4.0 4.0 4.2 4.1 4.0 3.9 3.9
Exchange rate (MDL/$), period average 121 104 111
Exchange rate (MDL/$), end of period 11.3 104 123
Real effective exch.rate, end-year (percent change) 129 254 -16.2
External debt (percent of GDP) 2/ 62.7 559 680 742 770 77.0 739 70.7 677
Debt seniice (percent of exports of G&S) 13.7 166 186 188 156 172 155 172 17.7

Sources: Moldovan authorities; and IMF staff estimates.

1/ Data exclude Transnistria.
2/ Includes private and public debt.
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Table 2. Moldova: Balance of Payments, 2007-15

(Millions of U.S. dollars, unless otherwise indicated)

2007 2008 2009 2010 2011 2012 2013 2014 2015
Projection

Current account balance -726  -1,049 -509 -559 -652 -694 -662 -671 -649
Merchandise trade balance -2,303  -3,220 -1,944 -2,173 -2,410 -2,624 -2,833 -3,042 -3,264
Exports 1,373 1,646 1,329 1,503 1,656 1,866 2,105 2,386 2,702
Of which: wine and alcohol 136 196 159 195 214 221 237 254 274
Imports -3,676 -4,866 -3,273 -3,676 -4,066 -4,489 -4938 -5428 -5966
Services balance -6 12 -29 -32 -28 -22 -14 -3 9
Exports of services 625 837 675 760 847 951 1,064 1,192 1,335
Imports of services -631 -825 -704 -792 -875 -972 -1,077 -1,195 -1,326
Income balance 416 598 314 372 419 472 555 613 689
Compensation of employees 593 763 498 585 649 726 818 924 1,047
Income on direct and portfolio investment -170 -141 -127 -129 -146 -166 -190 -219 -251
Income on other investment -6 -24 -57 -84 -84 -88 -72 -92 -106
Current transfer balance 1,167 1,561 1,150 1,275 1,367 1,479 1,630 1,762 1,916
Remittances 826 1,033 627 737 818 915 1,030 1,164 1,319
Budget transfers 73 120 99 118 130 140 165 150 150
Other transfers 267 408 424 420 420 424 435 448 448
Capital and financial account balance 995 1,253 4 507 590 671 729 803 869
Capital account balance -8 -15 -18 -15 -16 -18 -20 -22 -25
Financial account balance 1,003 1,268 21 522 606 689 749 826 894
Foreign direct investment balance 522 691 79 191 291 346 419 478 542
Portfolio investment and derivatives -5 7 -5 -5 -5 -5 -5 -6 -7
Other investment balance 485 569 -53 336 321 348 336 353 358
Loans 272 356 -47 270 255 277 260 273 272
General government, net 1/ -15 -21 -3 227 81 100 70 66 54
Private sector, net 287 378 -44 43 174 177 190 206 218
Other capital flows 213 212 -5 66 66 70 75 81 86
Errors and omissions 114 77 62 0 0 0 0 0 0
Overall balance 383 280 -442 -51 -62 -24 68 133 220
Financing -383 -280 442 51 62 24 -68 -133 -220
Gross international reserves (increase: -) -529 -452 201 -177 -233 -185 -124 -182 -252
Use of Fund credit, net 11 12 -15 106 147 136 -22 -27 -44
Purchases 33 38 0 115 153 152 0 0 0
Repurchases -22 -25 -15 -9 -6 -16 -22 -27 -44
Exceptional financing 135 160 257 122 148 73 78 76 75

Memorandum items: (Percent of GDP, unless otherwise indicated)

Gross official reserves (millions of US$) 2/ 1,334 1,672 1,480 1,657 1,890 2,075 2,199 2,380 2,632
Months of imports of good and services 2.8 5.0 4.0 4.0 4.2 4.1 4.0 3.9 3.9
Percent of short term debt and CA deficit 52.8 77.5 59.2 65.6 70.1 76.8 76.8 79.3 79.3
Pct of short-term debt at remaining maturity 89.2 101.2 85.2 92.5 99.5 105.4 103.4 103.6 108.9

Current account balance -16.5 -17.3 -9.4 -10.4 -11.2 -10.9 -9.4 -8.6 -7.5

Goods and services trade balance -52.5 -53.0 -36.5 -41.1 -41.9 -41.4 -40.4 -38.9 -37.5
Export of goods and services 454 41.0 371 42.2 43.0 441 45.0 45.8 46.6
Import of goods and services -97.9 -94.0 -73.6 -83.2 -84.9 -85.4 -85.4 -84.7 -84.1

Foreign direct investment balance 11.9 11.4 1.5 3.6 5.0 5.4 5.9 6.1 6.3

(Percent change of amounts in US$, unless otherwise indicated)

Exports of goods 29.5 19.9 -19.2 13.1 10.2 12.7 12.9 13.3 13.3
Exports of services 34.2 33.9 -19.4 12.5 11.5 12.2 11.9 12.0 12.0
Imports of goods 39.0 324 -32.7 12.3 10.6 10.4 10.0 9.9 9.9
Imports of services 29.4 30.7 -14.6 125 10.5 111 10.8 10.9 10.9
Remittances and compensation 26.8 26.5 -37.4 17.6 10.9 11.9 12.6 13.0 13.3
Remittances 38.6 25.0 -39.3 17.6 10.9 11.9 12.6 13.0 13.3
Compensation of employees 135 28.7 -34.8 17.6 10.9 11.9 12.6 13.0 13.3
Debt service (percent of exports of G&S) 13.7 16.6 18.6 18.8 15.6 17.2 15.5 17.2 17.7

Sources: National Bank of Moldova; and IMF staff estimates.

1/ In 2010, includes about US$150 million (SDR 95 million) direct budget support from the IMF.
2/ Includes revaluation changes, which were not captured by changes of gross official reserves in the BOP.
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Table 3. Moldova: General Government Budget, 2008—15

(Millions of Moldovan lei, unless otherwise indicated)

2008 2009 2010 2011 2012 2013 2014 2015
Rev. Rev. Rev. _—
Prog. Prog. Prog. Prog. Prog. Prog. Projection
Revenues and grants 25,517 23,506 25,105 26,635 27,186 29,856 29,939 32,788 37,198 40,747 44,456
Revenues 22,604 20,360 21,569 22,975 23,722 25,731 26,629 29,240 33,116 36,726 40,276
Tax revenues 21,030 19,325 20,448 21,433 22,581 24,594 25,375 27,987 31,740 35,225 38,636
Profit tax 718 443 216 388 316 547 347 602 1,498 1,647 1,796
Personal income tax 1,480 1,465 1,493 1,577 1,631 1,810 1,793 1,996 2,190 2,391 2,612
VAT 9,097 7,596 8,188 8,522 9,132 9,766 10,432 11,241 12,435 14,055 15,513
Excises 1,574 1,540 1,995 1,967 2,018 2,264 2,280 2,500 2,749 2,999 3,278
Foreign trade taxes 1,150 905 964 1,045 1,070 1,165 1,181 1,291 1,414 1,529 1,655
Other taxes 424 414 411 411 506 413 562 596 660 720 787
Social fund contributions 5430 5,587 5,731 6,023 6,325 6,879 7,040 7,735 8,573 9,455 10,345
Health fund contributions 1,157 1,377 1,449 1,500 1,583 1,750 1,740 2,026 2,223 2,427 2,651
Non-tax revenues 1,575 1,035 1,121 1,542 1,141 1,137 1,254 1,263 1,375 1,502 1,640
Grants 1/ 1,068 1,288 2,067 2,137 1,704 2,610 1,374 1,801 2,167 1,929 1,895
Budget support grants 2/ 716 804 1,532 1,520 1,184 1,857 840 918 976 938 919
Foreign financed projects grants 352 334 517 594 520 753 535 883 1,190 991 976
Revenues of special funds 1,844 1,858 1,469 1,523 1,760 1,515 1,935 1,746 1,916 2,092 2,285
Expenditure and net lending 26,147 27,343 29,579 30,231 30,632 32,331 32,223 34,876 37,901 41,090 44,794
Current expenditure 21,693 24,367 25,725 26,135 25,855 27,798 26,971 28,901 31,376 33,965 37,013
Wages 5,730 7,000 7,531 7,550 7,531 8,011 7,609 8,110 8,721 9,418 10,283
Goods and senices 5,838 6,067 6,290 6,677 6,236 7,042 6,673 7,414 8,095 8,840 9,653
Of which: health fund 2,548 3,071 3,376 3,433 3,597 3,669 3,955 4,045 4,438 4,846 5,292
Interest payments 733 843 808 675 914 709 853 684 640 611 597
Domestic 569 639 472 468 589 497 533 462 435 423 411
Foreign 163 204 337 207 325 212 320 222 205 189 186
Transfers 8,875 10,156 10,676 10,865 10,757 11,631 11,378 12,233 13,401 14,528 15,861
Transfers to economy 1,681 1,197 1,161 920 1,122 884 1,209 955 1,027 1,122 1,225
Transfers to households 7,193 8,959 9,515 9,945 9,635 10,747 10,168 11,278 12,374 13,407 14,636
Of which: social fund 6,015 7,603 8,261 8,546 8,007 9,272 8,539 9,660 10,599 11,574 12,639
Other current expenditure 517 302 420 368 417 406 458 459 519 567 619
Net lending 36 -28 -86 -95 -78 -79 -85 -87 95 104 -114
Capital expenditure 4,419 3,004 3,940 4,191 4,855 4,611 5337 6,063 6,620 7,230 7,895
Overall balance (cash) -630 -3,837 -4,474 -3,596 -3,446 -2,474 -2,284 -2,089 -703  -343  -338
Primary balance (cash) 103 -2,994 -3,665 -2,922 -2,532 -1,766 -1,431 -1,405 -63 269 259
Change in arrears (+, increase) 0 212 0 -107 0 -75 0 -25 0 0 0
Overall balance (commitments) -630 -4,049 -4,474 -3,489 -3,446 -2,399 -2,284 -2,064 -703  -343  -338
Primary balance (commitments) 103 -3,206 -3,665 -2,815 -2,532 -1,691 -1,431 -1,380 -63 269 259
Financing 630 3,837 4,474 3,596 3,446 2,474 2,284 2,089 703 343 338
Budget financing 283 3,382 3,395 2,526 1,967 957 912 496 571 774 -762
Central government 104 2,919 3,057 2,317 1,885 724 822 405 -736  -861  -762
Net domestic -519 1,073 814 234 1,531 971 458 459 -530 -515 -618
Net foreign (excl. project loans) 3/ =313 1,774 1,943 1,733 24 -527 6 -373 -441 -346  -144
Privatization 936 72 300 350 330 280 358 320 235 0 0
Local governments 343 245 75 0 82 233 90 90 165 87 0
Of which: privatization 343 170 75 252 82 150 0 90 165 87 0
Social fund -48 26 263 209 0 0 0 0 0 0 0
Health fund -117 193 0 0 0 0 0 0 0 0 0
Project loans 347 456 1,079 1,070 1,479 1,517 1,389 1,589 1,272 1,115 1,098
Memorandum items: (Billions of Moldovan lei)
General government debt 13.4 184 237 226 275 256 312 286 285 284 28
Of which: external debt 9.9 133 184 17.3 224 205 26.3 235 23.7 237 24

Sources: Moldovan authorities; and IMF staff estimates and projections.

1/ Includes "internal grants" of 149.5 and 24.3 million lei in 2009 and 2010 respectively.

2/ In 2009, an EU project grant of €15 million was reclassified as budget support given that no actual expenditure took place.
3/ In 2010, includes US$150 million direct budget support from the IMF.
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Table 3. Moldova: General Government Budget, 2008—15 (Concluded)

(Percent of GDP, unless otherwise indicated)

2008 2009 2010 2011 2012 2013 2014 2015

Prog. P’?:g: Prog. P'?jg\]/: Prog. Pi?(?g;l: Projection
Revenues and grants 40.6  39.1 39.0 397 39.2 407 39.3 406 419 421 420
Revenues 359 339 335 342 342 351 349 362 373 379 38.1
Tax revenues 334 322 318 319 326 335 333 346 358 364 365
Profit tax 1.1 0.7 0.3 0.6 0.5 0.7 0.5 0.7 1.7 1.7 1.7
Personal income tax 2.4 2.4 2.3 2.4 2.4 2.5 2.4 2.5 2.5 2.5 2.5
VAT 14.5 127 12.7 127 13.2 133 13.7 139 14.0 145 147
Excises 2.5 2.6 3.1 2.9 29 31 3.0 3.1 3.1 3.1 3.1
Foreign trade taxes 1.8 1.5 1.5 1.6 1.5 1.6 1.55 1.6 1.6 1.6 1.6
Other taxes 0.7 0.7 0.6 0.6 0.7 0.6 0.7 0.7 0.7 0.7 0.7
Social fund contributions 8.6 9.3 8.9 9.0 9.1 9.4 9.2 9.6 9.7 9.8 9.8
Health fund contributions 1.8 23 2.3 2.2 23 24 2.3 25 2.5 25 2.5
Non-tax revenues 2.5 1.7 1.7 2.3 1.6 1.6 1.6 1.6 1.6 1.6 1.6
Grants 1/ 1.7 21 3.2 3.2 25 36 1.8 2.2 2.4 2.0 1.8
Budget support grants 2/ 1.1 1.3 2.4 2.3 1.7 2.5 1.1 1.1 1.1 1.0 0.9
Foreign financed projects grants 0.6 0.6 0.8 0.9 0.8 1.0 0.7 1.1 1.3 1.0 0.9
Revenues of special funds 2.9 3.1 2.3 2.3 2.5 2.1 2.5 2.2 2.2 2.2 2.2
Expenditure and net lending 416 455 46.0 451 442 441 42.3 431 427 424 424
Current expenditure 345 406 40.0 39.0 37.3 37.9 354 358 354 351 350
Wages 9.1 117 11.7 113 10.9 10.9 10.0 10.0 9.8 9.7 9.7
Goods and senices 9.3 10.1 9.8 10.0 9.0 96 8.8 9.2 9.1 9.1 9.1
of which: health insurance fund 4.0 5.1 5.2 5.1 5.2 5.0 5.2 5.0 5.0 5.0 5.0
Interest payments 1.2 1.4 1.3 1.0 1.3 1.0 1.1 0.8 0.7 0.6 0.6
Domestic 0.9 1.1 0.7 0.7 0.8 0.7 0.7 0.6 0.5 0.4 0.4
Foreign 0.3 0.3 0.5 0.3 05 0.3 0.4 0.3 0.2 0.2 0.2
Transfers 141  16.9 16.6 16.2 155 15.9 149 151 151 15.0 15.0
Transfers to economy 2.7 2.0 1.8 1.4 1.6 1.2 1.6 1.2 1.2 1.2 1.2
Transfers to households 11.4 149 14.8 14.8 13.9 147 13.3 14.0 14.0 138 13.8
of which: social insurance fund 9.6 127 12.8 127 11.5 12.6 11.2 119 1.9 119 119
Other current expenditure 0.8 0.5 0.7 0.5 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Net lending 0.1 0.0 -0.1  -01 -0.1  -0.1 -0.1  -0.1 -0.1  -0.1 -0.1
Capital expenditure 7.0 5.0 6.1 6.2 7.0 6.3 7.0 7.5 7.5 7.5 7.5
Overall balance (cash) -1.0 -6.4 7.0 -54 5.0 -34 3.0 -26 -0.8 -04 -03
Primary balance (cash) 0.2 -5.0 5.7 -44 3.7 24 1.9 1.7 -0.1 0.3 0.2
Change in arrears (+, increase) 0.0 0.4 -0.2 -0.2 0.0 -0.1 0.0 0.0 0.0 0.0 0.0
Overall balance (commitments) -1.0  -6.7 6.8 52 50 -33 3.0 -26 -0.8 -04 -03
Primary balance (commitments) 02 53 5.7 -4.2 3.7 23 -1.9 1.7 -0.1 0.3 0.2
Financing 1.0 6.4 7.0 5.4 5.0 3.4 3.0 2.6 0.8 0.4 0.3
Budget financing 0.4 5.6 5.3 3.8 2.8 1.3 1.2 0.6 -06 -08 -0.7
Central government 0.2 4.9 4.8 3.5 2.7 1.0 1.1 0.5 -0.8 -09 -0.7
Net domestic -0.8 1.8 1.3 0.3 2.2 1.3 0.6 0.6 -06 -05 -0.6
Net foreign (excl. project loans) 3/ -0.5 3.0 3.0 2.6 0.0 -0.7 0.0 -0.5 -0.5 -04 -0.1
Privatization 1.5 0.1 0.5 0.5 05 04 0.5 0.4 0.3 0.0 0.0
Local governments 0.5 0.4 0.1 0.0 0.1 0.3 0.1 0.1 0.2 0.1 0.0
Of which: privatization 0.5 0.4 0.1 0.4 0.1 0.2 0.1 0.1 0.2 0.1 0.0
Social fund -0.1 0.0 0.4 0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Health fund -0.2 0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Project loans 0.6 0.8 1.7 1.6 22 21 1.8 2.0 1.4 1.2 1.0
Stock of general government debt 21.3 30.7 36.9 33.7 396 350 41.0 353 321 293 26.6
Domestic debt 5.6 8.5 8.3 7.9 74 7.0 6.4 6.2 5.5 4.9 43
Domestic expenditure arrears 0.4 0.8 0.0 0.5 0.0 0.4 0.0 0.3 0.0 0.0 0.0
External debt 1568 222 286 257 323 279 345 29.1 26.7 245 223

Sources: Moldovan authorities; and IMF staff estimates and projections.

1/ Includes "internal grants" equivalent to 0.25 percent of GDP and 0.03 percent of GDP in 2009 and 2010 respectively.
2/ In 2009, an EU project grant of €15 million was reclassified as budget support given that no actual expenditure took place.

3/ In 2010, includes US$150 million direct budget support from the IMF.
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(Millions of Moldovan lei, unless otherwise indicated)

2008 2009 2010 2011
Q1 Q2 Q3 Q4 Q1 Q2 Q3 Q4
Projection
National Bank of Moldova
Net foreign assets 15,650 16,305 15,966 16,442 17,450 17,405 17,181 17,712 18,340 18,839
NFA (convertible) 15,655 16,313 15,960 16,436 17,444 17,399 17,176 17,706 18,334 18,833
Gross reserves 17,393 18,210 18,161 18,619 19,960 20,552 20,331 21,853 22,463 23,909
Resene liabilities -1,738 -1,896 -2,200 -2,183 -2,516 -3,153 -3,155 -4,147 -4,129 -5,076
Net domestic assets 4,016 -5849 -5644 -5583 -6,120 -5,625 -5191 -5472 -5705 -5783
at program exchange rates -8,720 -6,028 -6,304 -6,097 -6,678 -6,224 -5594 -5685 -5901 -5,933
Net claims on general government -479 -583 -472 -420 -368 -315 -125 65 255 445
Credit to banks 4,183 -3,690 -4,265 -4,058 4,673 4,253 -3,739 -4,001 -4,355 -4,561
Other items (net) 646 -1,576 -906 -1,105 -1,078 -1,057 -1,328 -1,536 -1,605 -1,667
Reserve money 11,634 10,456 10,322 10,859 11,330 11,780 11,990 12,240 12,635 13,056
Currency in circulation 7,551 8,849 8,483 8,569 8,883 9,235 9411 9,658 9,930 10,221
Banks' resenes 4,079 1,604 1,829 2,290 2,447 2,544 2,579 2,582 2,705 2,835
Required reserves 2,896 1,042 1,082 1,099 1,155 1,233 1,263 1,302 1,362 1,417
Excess reserves 1,183 563 747 1,191 1,292 1,311 1,316 1,280 1,343 1,418
Monetary surey
Net foreign assets 12,540 16,225 15,811 16,367 17,570 17,803 17,582 18,114 18,938 19,432
NFA (conwertible) 12,746 16,363 15,931 16,491 17,699 17,937 17,720 18,255 19,083 19,582
Of which: commercial banks " 2009" 50" 29" 55" 255" 538" 544" 549" 749" 749
Foreign assets of commercial banks 2,573 5377 4,749 4875 4,853 4,820 4,876 4,917 4917 4,917
Foreign liabilities of commercial banks -5,482 -5,327 -4,778 -4,820 -4,599 -4,282 -4,332 -4,368 -4,168 -4,168
NFA (non-conwertible) -206 -138 -120 -124 -129 -134 -137 -140 -145 -150
Net domestic assets 19,141 16,459 16,855 17,514 17,552 18,714 19,826 20,073 20,482 21,301
Net claims on general government -109 1,107 1,204 1,232 1,259 1,286 1,550 2,008 2,271 2,535
Credit to economy 25,123 23,884 23,741 24,786 25,001 26,152 27,276 27,477 27,691 28,317
Moldovan lei 14,780 13,202 13,445 14,401 14,662 15,766 16,459 16,636 16,962 17,485
Foreign exchange 10,343 10,682 10,295 10,385 10,339 10,385 10,817 10,841 10,729 10,832
Other items (net) -5,873 -8,532 -8,090 -8,504 -8,708 -8,724 -9,000 -9,412 -9,481 -9,551
Broad money (M3) 31,681 32,684 32,666 33,880 35,122 36,517 37,409 38,188 39,420 40,734
Broad money (M2: excluding FCD) 21,774 20,942 21,193 22,308 23,325 24,651 25,253 25,932 26,951 27,933
Currency in circulation 7,579 8,849 8,503 8,569 8,883 9,235 9,461 9,658 9,930 10,221
Total deposits 24,102 23,835 24,163 25,312 26,239 27,281 27,948 28,530 29,490 30,513
Domestic currency deposits 14,179 12,092 12,689 13,739 14,442 15,416 15,792 16,274 17,021 17,712
Foreign currency deposits (FCD) 9,907 11,742 11,473 11,573 11,797 11,865 12,155 12,256 12,469 12,801
Memorandum items:
Reserve money growth (percent change; annual) 22.0 -101 16.9 14.2 18.7 12.7 16.2 12.7 11.5 10.8
Broad money growth (percent change; annual) 15.9 3.2 16.2 16.6 18.7 1.7 14.5 12.7 12.2 11.5
Credit to economy, (percent change, annual) 20.3 -4.9 -3.7 3.9 6.4 9.5 14.9 10.9 10.8 8.3
Gross international reserves (millions of USD) 1,672 1,480 1,465 1,489 1,604 1,657 1,620 1,728 1,776 1,890
Percent of domestic-currency broad money 80 87 86 83 86 83 81 84 83 86
Net international reserves (millions of USD) 1,505 1,326 1,288 1,315 1,402 1,403 1,369 1,400 1,449 1,489
at program exchange rates .. 1,341 1351 1,379 1,464 1,464 1,430 1,457 1,507 1,544
Broad money multiplier 2.7 3.1 3.2 3.1 3.1 3.1 3.1 3.1 3.1 3.1
Share of foreign currency deposits in all deposits 411 49.3 47.5 45.7 45.0 43.5 43.5 43.0 42.3 42.0

Sources: National Bank of Moldova; and IMF staff estimates and projections.
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Table 5: Moldova: Financial Sector Indicators, 2007—-10

(End-of-period; percent, unless otherwise indicated)

2007 2008 2009 2010
Mar Jun  Sep Dec Mar Apr
Size
Number of banks 15 16 16 15 15 15 15 15
Total assets of the banking system (billions of Moldovan lei) 32.0 391 376 36.6 37.8 399 39.3 395
Total loans of the banking system (percent of GDP) 38.8 394 40.3 373 36.7 374 33.1  33.2
Total assets of the banking system (percent of GDP) 59.9 62.2 62.6 609 629 66.5 58.6 58.9
Capital adequacy
Capital adequacy ratio 1/ 291  32.2 328 328 31.7 323 326 327
Liquidity
Liquid assets (billions of Moldovan lei) 9.3 120 1.0 115 131 153 14.3 14.8
Total deposits (billions of Moldovan lei) 231  27.2 253 242 249 244 26.3 26.3
Liquidity ratio 2/ 40.3 441 435 476 525 626 54.5 56.5
Liquid assets share of total assets 291  30.6 293 315 345 383 36.5 375
Asset quality
Gross loans (billions of Moldovan lei) 20.8 24.8 242 224 220 224 222 223
Nonperforming loans (billions of Moldovan lei) 0.8 1.3 1.9 2.3 3.2 3.7 3.9 3.9
Loan loss provisions (billions of Moldovan lei) 0.9 1.2 1.4 1.5 1.7 2.2 23 23
Nonperforming loans as a share of total loans 3.7 5.2 80 105 146 16.3 17.4 175
Loan-loss provisioning/gross loans 4.2 4.9 5.6 6.6 7.9 9.7 10.2 104
Profitability
Return on equity 242 199 7.5 2.6 09 -21 8.9 8.5
Return on assets 3.9 3.5 1.4 0.5 02 04 1.6 1.5
Interest rates
Domestic currency average lending rate 18.9 21.0 231 189 19.0 18.6 17.3 16.9
Domestic currency average deposit rate 15.7 18.1 194 15.0 10.8 9.8 9.1 8.3
Interest rate spread, domestic currency 3.2 2.9 3.7 3.9 8.3 8.8 8.1 8.5
Foreign currency average lending rate 10.8 14.6 13.3 131 119 106 10.2 10.3
Foreign currency average deposit rate 6.5 9.6 10.2 8.2 4.9 3.8 3.4 3.4
Interest rate spread, foreign currency 4.3 5.0 3.1 4.9 7.0 6.8 6.8 6.9
182-day T-bill (nominal yield) 16.4 19.2 16.2 13.6 7.4 6.1 8.5 8.4
Foreign currency deposits
Total liabilities (billions of Moldovan lei) -26.5 -321  -30.5 -29.8 -31.0 -33.0 -32.2 -324
Foreign currency liabilities (billions of Moldovan lei) -12.7 -154 -16.1 -164 -16.1 -171 -16.3 -16.3
Share of foreign currency denominated liabilities in total 48.2 48.0 529 552 518 517 50.4 504
Foreign currency denominated assets 11.5 129 136 13.8 154 16.1 15.0 155
Share of foreign currency denominated assets in total 359 33.0 36.2 37.8 40.8 40.2 38.3 39.2
Share of foreign currency deposits in total deposits 43.3 411 48.7 50.2 49.4 484 475 476
Share of foreign currency denominated loans in total loans 43.6 412 411 43.0 43.6 447 434 41.9

Source: National Bank of Moldova.

1/ Total regulatory capital over total risk-weighted assets.
2/ Liquid assets over total deposits.
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Table 6: Moldova: External Financing Requirements and Sources, 2009-12

(Millions of U.S. Dollars, unless otherwise indicated)

2009 2010 2011 2012
1 Total requirements 2,572 2,826 3,041 3,315
Current account deficit (excluding current transfers and compensation
of employees) 2,156 2,418 2,667 2,899
of which exports of goods 1,329 1,503 1,656 1,866
imports of goods -3,273 -3,676 -4,066 -4,489
Debt amortization 416 407 374 416
Public and publicly guaranteed 45 45 59 45
Private 371 363 314 370
2 Identified financing sources 2,372 2,494 2,814 3,129
Capital Account -18 -15 -16 -18
Foreign direct investment (net) 79 191 291 346
Portfolio investment -5 -5 -5 -5
New borrowing 368 431 494 558
Public 41 26 6 10
Private 327 406 488 547
Other capital flows -5 66 66 70
Current transfers 1,150 1,239 1,330 1,465
Worker's remittances 627 737 818 915
COfficial transfers 99 81 93 126
Other transfers 424 420 420 424
Compensation of employees 498 585 649 726
Use of Fund credit -15 -9 -6 -16
Errors and omissions 62 0 0 0
Exceptional financing 257 11 13 3
3 Gross international reserve accumulation (+: increase) -201 177 233 185
4 Financing gap 509 459 370
Millions of SDR 332 300 242
Percent of quota 269 244 196
5 Prospective financing 509 459 370
IMF 261 153 152
Millions of SDR 170 100 100
Percent of quota 138 81 81
Other donors 248 306 218
European Commission 119 156 79
World Bank 103 103 67
EIB/EBRD/CEDB 26 48 73

Sources: Moldovan authorities; and Fund staff projections.



Table 7. Moldova: Indicators of Fund Credit, 2008-20 1/

2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Projection
Fund obligations based on existing credit
(millions of SDRs)
Principal 16.0 9.7 3.7 3.9 10.5 14.2 19.3 24.9 27.8 20.3 14.8 11.3 5.7
Charges and interest 0.9 0.6 0.1 0.3 0.6 0.5 0.5 0.4 0.3 0.2 0.1 0.1 0.0
Fund obligations based on existing and prospective credit
Principal 16.0 9.7 3.7 3.9 10.5 14.2 20.9 36.4 64.3 72.5 71.2 67.8 56.4
Charges and interest 0.9 0.6 0.4 1.0 2.5 29 29 2.8 2.6 2.2 1.7 1.2 0.7
Total obligations based on existing and prospective credit
Millions of SDRs 16.9 10.3 4.1 5.0 13.0 17.0 23.8 39.2 66.9 74.7 72.9 69.0 57.2
Millions of U.S. dollars 26.7 15.9 6.2 7.6 19.9 26.1 36.5 60.2 102.6 114.5 111.8 105.8 87.7
Percent of exports of goods and senices 1.1 0.8 0.3 0.3 0.7 0.8 1.0 1.5 2.4 2.5 2.3 2.0 1.6
Percent of debt senice 2/ 32.7 18.6 8.6 8.9 229 26.8 37.7 46.7 48.6 44.8 40.2 36.1 30.6
Percent of GDP 0.4 0.3 0.1 0.1 0.3 0.4 0.5 0.7 1.1 1.2 1.1 1.0 0.8
Percent of gross international reserves 1.6 1.1 0.4 0.4 1.0 1.2 1.5 2.3 3.3 3.5 3.2 2.8 2.2
Percent of quota 13.7 8.4 3.3 4.0 10.6 13.8 19.3 31.8 54.3 60.6 59.1 56.0 46.4
Outstanding Fund credit
Millions of SDRs 107.9 98.2 262.6 358.7 447.8 433.6 4127 376.2 3119 2394 168.2 100.5 441
Millions of U.S. dollars 170.5 151.4 4027 5485 6854 664.4 6329 577.2 4786 367.3 258.1 154.2 67.6
Percent of exports of goods and senices 6.9 7.6 17.8 21.9 24.3 21.0 17.7 14.3 11.1 8.0 5.3 29 1.2
Percent of debt senice 2/ 208.9 1775 5524 6414 7894 6835 6534 4486 2266 143.8 92.8 52.6 23.6
Percent of GDP 2.8 2.8 7.5 9.4 10.7 9.4 8.1 6.7 5.2 3.8 2.5 1.4 0.6
Percent of gross international reserves 10.2 10.2 24.3 29.0 33.0 30.2 26.6 21.9 15.2 11.1 7.3 4.1 1.7
Percent of quota 87.6 79.7 2132 2912 3634 3520 3350 3054 253.2 194.3 136.6 81.6 35.8
Net use of Fund credit (millions of SDRs) 6.9 -9.7 166.3 96.1 89.1 142 209 -364 643 -725 -71.2 -67.8 -56.4
Disbursements and purchases 22.9 0.0 170.0 100.0 99.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Repayments and repurchases 16.0 9.7 3.7 3.9 10.5 14.2 20.9 36.4 64.3 72.5 71.2 67.8 56.4
Memorandum items:
Exports of goods and senices (millions of US$) 2,483.2 2,004.4 2,263.1 2,503.4 2,816.1 3,169.4 3,577.8 4,037.3 4,314.1 4,610.0 4,916.3 5,243.0 5,591.6
Debt senice (millions of U. S. dollars) 2/ 81.6 85.3 72.9 85.5 86.8 97.2 96.9 128.7 211.2 2555 278.2 293.2 286.3
Nominal GDP (millions of U.S. dollars) 2/ 6,054.8 5,402.9 5,367.6 5,820.1 6,391.6 7,043.2 7,819.2 8,669.3 9,196.4 9,755.5 10,348.6 10,977.8 11,645.3
Gross International Reserves (millions of US$)  1,672.4 1,480.3 1,657.3 1,889.9 2,075.3 2,198.8 2,380.4 2,632.3 3,144.0 3,306.8 3,515.1 3,719.2 3,928.9
Average exchange rate: SDR/US$ 0.6 0.6 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7 0.7
Quota (millions of SDRs) 123.2 123.2 1232 123.2 123.2 1232 123.2 1232 123.2 123.2 123.2 123.2 123.2

Sources: IMF staff estimates and projections.

1/ Assumes prospective disbursements of SDR 120 million in 2010, SDR 36.96 million in 2011, and SDR 27.84 million in 2012 under the ECF and
purchases of SDR 50 million in 2010, SDR 66.04 million in 2011, and SDR 71.76 in 2012 under the EFF.

2/ Total debt senice includes IMF repurchases and repayments.

G¢
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Table 8: Moldova: Localized Millennium Development Goals

Targets

2002 2003 2004 2005 2006 2007 2008 2009 2010 2015
Goal: Reduce extreme poverty and hunger
= Population with consumption below $4.3 (PPP) a day (percent) 1/ 345 298 304 295 29.0 23.0
= Proportion of people under the absolute poverty line 1/ 40.4 29.0 26.5 29.1 302 258 264 263 250 20.0
= Proportion of people under the extreme poverty line 1/ 26.2 15.0 14.7 16.1 45 28 3.2 2.1 40 35
Goal. Achieve universal access to general secondary education
= Gross enrollment ratio in general secondary education (percent) 951 951 946 944 920 916 909 95.0 98.0
= Literacy rate for the 15-24 year-old population 1/ 99.6 99.6 99.6 99.5 99.5
= Enrollment rate for pre-school programs for 3-6 year-old children 57.0 611 66.1 70.7 701 726 744 75.0 78.0
= Enrollment rate for pre-school programs for 6-7 year-old children 66.5 788 69.1 756 81.7 95.0 98.0
Goal: Reduce child mortality
= Infant mortality rate (per 1,000 live births) 1/ 14.7 144 122 124 11.8 11.3 122 16.3 13.2
= Under-five mortality rate (per 1,000) 1/ 182 178 153 156 140 14.0 144 18.6 15.3
= Immunization, measles (percent of children under 2 years old) 943 957 96.3 969 969 947 944 . >96% >96%
Goal: Improve maternal health protection
= Maternal mortality ratio (per 100,000 births) 28.0 219 235 186 16.0 158 15.5 13.3
= Births attended by skilled health personnel (percent) 99.1 994 994 995 996 99.5 995 99.0 99.0
Goal: Combat HIV/AIDS, tuberculosis and other diseases
= HIV/AIDS incidence (per 100,000 people) 2/ 47 6.2 84 125 147 174 194 9.6 8.0
= HIV incidence among 15-24 year-olds 2/ 90 98 134 201 188 212 1641 1.2 11.0
people) 2/ 17.3 169 17.1 191 193 202 171 15.0 10.0
Goal: Ensure environmental sustainability
= Proportion of land areas covered by forest (percent) 10.3 10.5 10.6 10.7 10.7 10.7 10.9 121 13.2
= Ratio of area protected to maintain biological diversity (percent) 1.96 1.96 1.96 1.96 4.7 47 438 465 4.65
= Share of population with access to improved water sources (percent) 38.5 39.7 445 450 46.0 47.0 53.0 59.0 65.0
= The share of population with access to sewage 31.3 31.7 328 43.8 43.3 439 457 50.3 65.0

Sources: Economic Growth and Poverty Reduction Strategy Paper (EGPRSP) 2004-06, EGPRSP Monitoring Unit.

1/ The methodology was changed from 2006.
2/ Including data from Transnistria.
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Appendix I. Moldova: Debt Sustainability Analysis Update

Figure 1A. Moldova: Indicators of Public and Publicly Guaranteed
External Debt under Alternative Scenarios, 2010-2030 1/
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1/ The most extreme stress test is the test that yields the highest ratio in 2020. In figure b. it corresponds
to a Non-debt flow s shock; in c. to a Non-debt flow s shock; in d. to a Non-debt flow s shock; in e. to a
Non-debt flow s shock and in figure f. to a Non-debt flow s shock
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Figure 2A.Moldova: Indicators of Public Debt Under Alternative Scenarios, 2010-2030 1/
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Sources: Country authorities; and staff estimates and projections.
1/ The most extreme stress test is the test that yields the highest ratio in 2020.
2/ Revenues are defined inclusive of grants.



Table 1A.

Moldova: External Debt Sustainability Framework, Baseline Scenario, 2007-2030 1/
(In percent of GDP, unless otherwise indicated)

Actual Historical Standard Projections
Average Deviation 2010-2015 2016-2030
2007 2008 2009 2010 2011 2012 2013 2014 2015 Average 2020 2030 Average
External debt (nominal) 1/ 62.7 55.9 68.0 74.2 77.0 77.0 73.9 70.7 67.7 61.1 52.3
o/w public and publicly guaranteed (PPG) 19.9 15.8 22.2 26.2 28.6 29.1 26.6 24.4 22.4 21.8 211
Change in external debt -1.6 -6.8 12.1 6.2 2.8 0.0 -3.2 -3.2 -3.0 -1.5 -1.1
Identified net debt-creating flows -10.8 -12.0 15.2 6.2 4.5 2.6 0.4 -0.3 -1.4 -0.5 -1.0
Non-interest current account deficit 14.3 15.5 7.7 5.6 6.4 8.6 9.2 8.7 7.4 6.3 5.1 5.0 5.4 5.0
Deficit in balance of goods and senices 52.5 53.0 36.5 41.1 41.9 41.4 40.4 38.9 37.5 36.4 34.2
Exports 45.4 41.0 37.1 42.2 43.0 441 45.0 45.8 46.6 48.0 50.6
Imports 97.9 94.0 73.6 83.2 84.9 85.4 85.4 84.7 84.1 84.4 84.8
Net current transfers (negative = inflow) -58.8 -55.4 -42.1 -42.5 11.7 -48.4 -48.7 -48.8 -49.4 -49.2 -49.4 -46.7 -41.8 -45.3
o/w official -1.7 -2.0 -1.8 2.2 -2.2 -2.2 2.3 -1.9 -1.7 -1.7 -1.7
Other current account flows (negative = net inflow) 20.6 18.0 13.3 15.9 16.0 16.1 16.4 16.6 17.0 15.4 13.1
Net FDI (negative = inflow) -12.3 -11.7 -1.6 -6.5 3.7 -3.9 -5.4 -5.9 -6.5 6.7 -6.8 -6.6 -6.9 -6.7
Endogenous debt dynamics 2/ -12.9 -15.9 9.1 1.5 0.7 -0.2 -0.5 0.0 0.3 1.1 0.5
Contribution from nominal interest rate 1.6 1.3 2.3 3.2 3.1 3.3 3.0 3.4 3.5 3.4 2.5
Contribution from real GDP growth -1.5 -3.6 4.1 -1.7 -2.5 -3.5 -3.5 -3.3 -3.2 2.4 -2.0
Contribution from price and exchange rate changes -13.0 -13.6 2.7
Residual (34) 3/ 9.2 5.2 -3.1 0.0 -1.6 -2.6 -3.6 -2.9 -1.6 -1.0 -0.1
o/w exceptional financing -0.8 -1.4 -2.5 -3.0 -4.4 -1.9 21 -0.9 -0.9 -0.4 -0.2
PV of external debt 4/ 63.1 68.2 70.5 70.6 68.1 65.6 63.1 57.6 51.1
In percent of exports 170.2 161.8 163.9 160.2 151.4 143.3 135.5 120.0 101.0
PV of PPG external debt 17.3 20.2 221 22.6 20.9 19.3 17.8 18.3 20.0
In percent of exports 46.7 47.9 51.4 51.3 46.3 42.2 38.3 38.2 39.5
In percent of government revenues . 46.8 56.1 59.7 60.6 53.6 48.4 44.3 45.2 49.2
Debt service-to-exports ratio (in percent) 13.7 16.6 18.6 19 16 17 16 17 18 20.4 18.9
PPG debt service-to-exports ratio (in percent) 3.9 3.3 4.2 3.5 29 3.2 3.3 2.8 24 4.0 5.3
PPG debt service-to-revenue ratio (in percent) 4.4 3.5 4.2 4.1 3.4 3.7 3.8 3.3 2.8 4.7 6.6
Total gross financing need (Millions of U.S. dollars) 1261.5 1785.4 2080.4 2103.6 2123.7 2240.4 2203.5 2311.1 2371.3 2849.4 3586.9
Non-interest current account deficit that stabilizes debt ratio 16.0 22.4 4.4 2.4 6.4 8.7 10.6 9.5 8.2 6.5 6.5
Key macroeconomic assumptions
Real GDP growth (in percent) 3.0 7.8 6.5 4.7 4.4 2.5 3.6 5.0 5.0 5.0 5.0 4.3 4.0 4.0 4.0
GDP deflator in US dollar terms (change in percent) 25.4 27.6 -4.6 11.8 10.2 -3.1 4.7 4.6 4.9 5.7 56 3.7 2.0 2.0 2.0
Effective interest rate (percent) 5/ 3.2 2.8 3.7 4.0 0.7 4.7 4.6 4.7 4.3 5.1 55 4.8 5.8 5.0 5.8
Growth of exports of G&S (US dollar terms, in percent) 30.9 24.3 -19.3 13.6 14.7 12.9 10.6 12.5 12.5 12.9 12.8 12.4 6.6 6.7 6.7
Growth of imports of G&S (US dollar terms, in percent) 37.5 32.1 -30.1 19.3 19.2 12.4 10.6 10.5 10.2 10.1 10.1 10.6 6.1 6.2 6.1
Grant element of new public sector borrowing (in percent) 26.5 27.3 24.5 246 28.3 28.3 26.6 7.9 4.1 4.5
Government revenues (excluding grants, in percent of GDP) 39.9 38.9 37.0 36.0 37.0 37.3 38.9 39.9 40.2 40.6 40.6 40.6
Aid flows (in Millions of US dollars) 7/ 126.1 127.0 113.8 236.2 293.3 275.4 265.0 246.0 269.4 327.5 536.8
o/w Grants 79.9 102.8 92.3 162.0 206.3 212.8 220.0 196.0 219.4 297.5 536.8
o/w Concessional loans 46.2 24.2 21.4 74.3 87.0 62.6 45.0 50.0 50.0 30.0 0.0
Grant-equivalent financing (in percent of GDP) 8/ 5.0 4.9 4.3 3.5 2.9 2.9 2.8 24 2.7
Grant-equivalent financing (in percent of external financing) 8/ 47.9 57.0 58.5 73.3 74.2 76.0 52.8 47.2 51.7
Memorandum items:
Nominal GDP (Millions of US dollars) 4401.1 6054.8 5402.9 5367.6 5820.1 6391.6 7043.2 7819.2 8669.3 11645.3 21012.8
Nominal dollar GDP growth 29.1 37.6 -10.8 -0.7 8.4 9.8 10.2 11.0 10.9 8.3 6.1 6.1 6.1
PV of PPG external debt (in Millions of US dollars) 843.8 1092.6 1280.3 1438.0 1483.3 1519.6 1561.1 2156.7 4241.3
(PVt-PVt-1)/GDPt-1 (in percent) 4.6 3.5 2.7 0.7 0.5 0.5 2.1 1.3 0.9 1.3

Sources: Country authorities; and staff estimates and projections.

1/ Includes both public and private sector external debt.

2/ Derived as [r - g - p(1+g)])/(1+g+p+gp) times previous period debt ratio, with r = nominal interest rate; g = real GDP growth rate, and p = growth rate of GDP deflator in U.S. dollar terms.
3/ Includes exceptional financing (i.e., changes in arrears and debt relief); changes in gross foreign assets; and valuation adjustments. For projections also includes contribution from price and exchange rate

4/ Assumes that PV of private sector debt is equivalent to its face value.
5/ Current-year interest payments divided by previous period debt stock.

6/ Historical averages and standard deviations are generally derived over the past 10 years, subject to data availability.

7/ Defined as grants, concessional loans, and debt relief.

8/ Grant-equivalent financing includes grants provided directly to the government and through new borrowing (difference between the face value and the PV of new debt).

6¢



Table 2A. Moldova: Sensitivity Analysis for Key Indicators of Public and Publicly Guaranteed External Debt, 2010-2030

(In percent)

Projections

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2030
PV of debt-to GDP ratio
Baseline 20 22 23 21 19 18 18 18 18 18 18 20
A. Alternative Scenarios
A1. Key variables at their historical averages in 2010-2030 1/ 20 15 1 8 5 5 3 3 3 3 3 4
A2. New public sector loans on less favorable terms in 2010-2030 2 20 23 24 23 22 20 20 21 22 22 23 28
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2011-2012 20 22 22 20 17 15 13 12 12 12 11 14
B2. Export value growth at historical average minus one standard deviation in 2011-2012 3/ 20 25 33 30 27 24 23 21 20 19 17 14
B3. US dollar GDP deflator at historical average minus one standard deviation in 2011-2012 20 22 22 19 17 14 13 12 12 11 11 13
B4. Net non-debt creating flows at historical average minus one standard deviation in 2011-2012 4/ 20 40 58 54 49 45 43 40 37 34 31 15
B5. Combination of B1-B4 using one-half standard deviation shocks 20 34 49 45 41 37 35 33 31 28 26 15
B6. One-time 30 percent nominal depreciation relative to the baseline in 2011 5/ 20 29 29 25 22 19 17 16 15 15 15 18
PV of debt-to-exports ratio
Baseline 48 51 51 46 42 38 38 37 38 38 38 39
A. Alternative Scenarios
A1. Key variables at their historical averages in 2010-2030 1/ 48 36 25 17 12 10 7 6 6 6 6 7
A2. New public sector loans on less favorable terms in 2010-2030 2 48 53 55 51 47 44 44 44 45 47 48 54
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2011-2012 48 49 46 40 34 29 26 24 23 22 22 25
B2. Export value growth at historical average minus one standard deviation in 2011-2012 3/ 48 65 96 85 75 65 61 57 53 49 46 34
B3. US dollar GDP deflator at historical average minus one standard deviation in 2011-2012 48 49 46 40 34 29 26 24 23 22 22 25
'B4. Net non-debt creating flows at historical average minus one standard deviation in 2011-2012 4/ 48 93 132 120 107 96 91 85 78 71 64 31
B5. Combination of B1-B4 using one-half standard deviation shocks 48 83 123 111 929 88 83 78 71 65 60 32
B6. One-time 30 percent nominal depreciation relative to the baseline in 2011 5/ 48 49 46 40 34 29 26 24 23 22 22 25
PV of debt-to-revenue ratio

Baseline 56 60 61 54 48 44 43 44 44 45 45 49
A. Alternative Scenarios
A1. Key variables at their historical averages in 2010-2030 1/ 56 42 30 19 13 12 8 7 7 7 7 9
A2. New public sector loans on less favorable terms in 2010-2030 2 56 62 65 59 54 51 50 52 53 55 56 68
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2011-2012 56 58 59 50 42 36 33 31 29 28 28 34
B2. Export value growth at historical average minus one standard deviation in 2011-2012 3/ 56 68 89 78 67 60 55 52 49 46 43 34
B3. US dollar GDP deflator at historical average minus one standard deviation in 2011-2012 56 58 58 49 42 35 32 30 29 28 27 33
B4. Net non-debt creating flows at historical average minus one standard deviation in 2011-2012 4/ 56 108 156 138 123 111 105 99 91 83 76 38
B5. Combination of B1-B4 using one-half standard deviation shocks 56 92 131 116 102 92 87 82 75 69 64 36
B6. One-time 30 percent nominal depreciation relative to the baseline in 2011 5/ 56 79 76 65 55 47 42 40 38 37 36 44
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Table 2A. Moldova: Sensitivity Analysis for Key Indicators of Public and Publicly Guaranteed External Debt, 2010-2030 (continued)
(In percent)

Projections

2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2030

Debt service-to-exports ratio
Baseline 3 3 3 3 3 2 4 4 4 4 4 5

A. Alternative Scenarios
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A1. Key variables at their historical averages in 2010-2030 1/ 3
A2. New public sector loans on less favorable terms in 2010-2030 2
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w
N
w
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w
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B. Bound Tests

B1. Real GDP growth at historical average minus one standard deviation in 2011-2012

B2. Export value growth at historical average minus one standard deviation in 2011-2012 3/

B3. US dollar GDP deflator at historical average minus one standard deviation in 2011-2012

B4. Net non-debt creating flows at historical average minus one standard deviation in 2011-2012 4/
B5. Combination of B1-B4 using one-half standard deviation shocks

B6. One-time 30 percent nominal depreciation relative to the baseline in 2011 5/
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Debt service-to-revenue ratio
Baseline 4 3 4 4 3 3 4 4 4 5 5 7

A. Alternative Scenarios

A1. Key variables at their historical averages in 2010-2030 1/ 4 3 3 2 2 1 2 1 1 1 1 1
A2. New public sector loans on less favorable terms in 2010-2030 2 4 3 4 4 4 3 3 3 3 3 4 8
B. Bound Tests

B1. Real GDP growth at historical average minus one standard deviation in 2011-2012 4 4 4 4 3 3 4 4 4 4 4 5
B2. Export value growth at historical average minus one standard deviation in 2011-2012 3/ 4 3 4 5 4 3 5 5 6 6 6 5
B3. US dollar GDP deflator at historical average minus one standard deviation in 2011-2012 4 3 4 4 3 3 4 4 4 4 4 5
B4. Net non-debt creating flows at historical average minus one standard deviation in 2011-2012 4/ 4 3 5 7 6 5 6 9 12 11 1 6
B5. Combination of B1-B4 using one-half standard deviation shocks 4 3 5 6 5 4 6 7 10 9 9 5
B6. One-time 30 percent nominal depreciation relative to the baseline in 2011 5/ 4 5 5 5 4 4 5 5 5 5 5 6
Memorandum item:

Grant element assumed on residual financing (i.e., financing required above baseline) 6/ 7 7 7 7 7 7 7 7 7 7 7 7

Sources: Country authorities; and staff estimates and projections.

1/ Variables include real GDP growth, growth of GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.

2/ Assumes that the interest rate on new borrowing is by 2 percentage points higher than in the baseline., while grace and maturity periods are the same as in the baseline.

3/ Exports values are assumed to remain permanently at the lower level, but the current account as a share of GDP is assumed to return to its baseline level after the shock (implicitly assuming
an offsetting adjustment in import lewels).

4/ Includes official and private transfers and FDI.

5/ Depreciation is defined as percentage decline in dollar/local currency rate, such that it never exceeds 100 percent.

6/ Applies to all stress scenarios except for A2 (less favorable financing) in which the terms on all new financing are as specified in footnote 2.

It



Table 3A. Moldova: Public Sector Debt Sustainability Framework, Baseline Scenario, 2007-2030
(In percent of GDP, unless otherwise indicated)

Actual Estimate Projections
Average Standard 2010-15 2016-30
Deviation Average Average
2007 2008 2009 2010 2011 2012 2013 2014 2015 2020 2030
Public sector debt 1/ 26.9 21.3 30.7 341 356 353 321 293 270 25.5 234
o/w foreign-currency denominated 19.9 15.8 22.2 26.2 286 291 266 244 224 21.8 211
Change in public sector debt -6.9 -5.6 9.3 3.4 1.6 -04 -32 -28 2.2 -0.2 -0.7
Identified debt-creating flows -8.2 -6.4 10.9 2.1 13 14 32 -27 24 1.2 1.2
Primary deficit -1.0 -0.2 5.4 -2.1 3.2 4.3 2.6 08 -06 -0.8 -0.7 09 -0.7 -0.8 -0.8
Revenue and grants 41.7 40.6 38.7 39.0 40.5 40.7 420 424 428 43.2 43.2
of which: grants 1.8 1.7 1.7 3.0 3.5 3.3 3.1 2.5 25 26 26
Primary (noninterest) expenditure 40.8 40.4 441 43.3 431 415 414 416 421 42.4 424
Automatic debt dynamics -6.9 4.2 5.5 1.7 141 20 -25 -21 -2.0 0.6 -04
Contribution from interest rate/growth differential -5.9 -5.3 3.6 0.6 -1.4 2.1 241 -2.1 -1.9 -0.6 -04
of which: contribution from average real interest rate -4.9 -3.4 21 14 -02 -04 -04 -06 -0.5 04 0.5
of which: contribution from real GDP growth -1.0 -1.9 1.5 07 12 17 17 15 -1.4 -1.0 -0.9
Contribution from real exchange rate depreciation -1.0 1.1 1.9 2.4 0.3 0.0 -04 0.1 0.0
Other identified debt-creating flows -0.3 -1.9 0.0 05 -02 -02 -02 0.2 0.2 0.2 01
Privatization receipts (negative) -0.3 -1.9 -0.4 -0.9 -0.6 -0.5 -05 -0.1 0.0 0.0 0.0
Recognition of implicit or contingent liabilities 0.0 0.0 0.4 0.4 0.3 0.3 0.3 0.3 0.2 0.2 01
Debt relief (HIPC and other) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Other (specify, e.g. bank recapitalization) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Residual, including asset changes 1.4 0.8 -1.6 1.3 0.3 1.0 0.0 -01 0.2 1.0 05
Other Sustainability Indicators
PV of public sector debt 7.0 5.6 25.8 281 291 288 263 241 225 220 223
o/w foreign-currency denominated 0.0 0.0 17.3 20.2 221 226 209 193 17.8 18.3 20.0
o/w external 17.3 20.2 221 226 209 193 17.8 18.3 20.0
PV of contingent liabilities (not included in public sector debt)
Gross financing need 2/ 4.8 4.9 10.6 13.6 117 9.3 7.4 6.3 5.5 52 43
PV of public sector debt-to-revenue and grants ratio (in percent) 16.8 13.8 66.7 721 718 708 62.7 57.0 525 51.0 51.5
PV of public sector debt-to-revenue ratio (in percent) 17.6 14.4 69.7 781 787 77.2 67.7 60.6 558 542 54.8
o/w external 3/ 46.8 56.1 59.7 60.6 53.6 484 443 452 49.2
Debt senice-to-revenue and grants ratio (in percent) 4/ 6.9 6.0 6.8 6.3 6.4 6.1 6.0 5.1 4.5 58 7.0
Debt senvice-to-revenue ratio (in percent) 4/ 7.2 6.3 71 6.8 7.0 6.6 6.5 5.4 4.7 6.2 7.4
Primary deficit that stabilizes the debt-to-GDP ratio 5.9 54 -3.9 0.9 1.0 1.2 2.6 2.0 1.5 -0.5 -0.2
Key macroeconomic and fiscal assumptions
Real GDP growth (in percent) 3.0 7.8 6.5 4.7 4.4 2.5 3.6 5.0 5.0 5.0 5.0 4.3 40 4.0 4.0
Average nominal interest rate on forex debt (in percent) 1.9 1.8 2.0 3.2 1.1 1.7 1.2 1.3 1.3 1.3 1.4 1.4 22 36 2.6
Average real interest rate on domestic debt (in percent) -3.8 54 15.8 1.3 6.8 3.8 8.5 7.6 10.0 8.8 8.7 7.9 87 87 8.7
Real exchange rate depreciation (in percent, + indicates depreciation) -5.1 7.3 10.8 0.3 6.6 -10.5
Inflation rate (GDP deflator, in percent) 15.9 9.2 2.0 12.2 6.6 9.0 5.5 5.0 4.5 4.0 4.0 5.3 4.0 4.0 4.0
Growth of real primary spending (deflated by GDP deflator, in percent) 0.1 0.1 0.0 0.1 0.1 0.0 0.0 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.0
Grant element of new external borrowing (in percent) 26.5 273 245 246 283 283 26.6 7.9 -41

Sources: Country authorities; and staff estimates and projections.

1/ General government gross debt, excluding debt of state-owned enterprises.
2/ Gross financing need is defined as the primary deficit plus debt senice plus the stock of short-term debt at the end of the last period.

3/ Revenues excluding grants.

4/ Debt senice is defined as the sum of interest and amortization of medium and long-term debt.

5/ Historical averages and standard deviations are generally derived over the past 10 years, subject to data availability.
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Table 4A. Moldova: Sensitivity Analysis for Key Indicators of Public Debt, 2010-2030

Projections

2010 2011 2012 2013 2014 2015 2020 2030
PV of Debt-to-GDP Ratio
Baseline 28 29 29 26 24 22 22 22
A. Alternative scenarios
A1. Real GDP growth and primary balance are at historical averages 28 24 21 18 15 13 6 0
A2. Primary balance is unchanged from 2010 28 31 34 36 38 41 63 104
A3. Permanently lower GDP growth 1/ 28 30 30 29 29 29 44 106
B. Bound tests
B1. Real GDP growth is at historical average minus one standard deviations in 2011-2012 28 31 35 36 36 37 52 78
B2. Primary balance is at historical average minus one standard deviations in 2011-2012 28 28 28 25 23 22 21 22
B3. Combination of B1-B2 using one half standard dewviation shocks 28 26 26 25 24 24 30 43
B4. One-time 30 percent real depreciation in 2011 28 37 36 33 30 28 28 32
B5. 10 percent of GDP increase in other debt-creating flows in 2011 28 39 38 35 32 30 29 28
PV of Debt-to-Revenue Ratio 2/
Baseline 72 72 71 63 57 53 51 52
A. Alternative scenarios
A1. Real GDP growth and primary balance are at historical averages 72 60 52 43 35 29 14 0
A2. Primary balance is unchanged from 2010 72 76 84 86 91 96 146 240
A3. Permanently lower GDP growth 1/ 72 73 75 69 67 67 102 242
B. Bound tests
B1. Real GDP growth is at historical average minus one standard deviations in 2011-2012 72 7 87 84 85 86 119 179
B2. Primary balance is at historical average minus one standard deviations in 2011-2012 72 68 68 60 55 51 49 50
B3. Combination of B1-B2 using one half standard deviation shocks 72 65 63 59 57 56 70 99
B4. One-time 30 percent real depreciation in 2011 72 92 89 79 72 66 65 74
B5. 10 percent of GDP increase in other debt-creating flows in 2011 72 96 94 84 77 71 67 65
Debt Service-to-Revenue Ratio 2/

Baseline 6 6 6 6 5 4 6 7
A. Alternative scenarios
A1. Real GDP growth and primary balance are at historical averages 6 6 6 5 4 4 3 1
A2. Primary balance is unchanged from 2010 6 6 6 7 6 6 12 24
A3. Permanently lower GDP growth 1/ 6 6 6 6 6 5 9 22
B. Bound tests
B1. Real GDP growth is at historical average minus one standard deviations in 2011-2012 6 7 7 7 6 6 10 19
B2. Primary balance is at historical average minus one standard deviations in 2011-2012 6 6 6 6 5 4 6 7
B3. Combination of B1-B2 using one half standard deviation shocks 6 6 6 6 5 5 6 11
B4. One-time 30 percent real depreciation in 2011 6 7 8 8 7 6 8 12
B5. 10 percent of GDP increase in other debt-creating flows in 2011 6 6 7 7 6 5 8 9

Sources: Country authorities; and staff estimates and projections.

1/ Assumes that real GDP growth is at baseline minus one standard deviation divided by the square root of the length of the projection period.

2/ Revenues are defined inclusive of grants.
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ATTACHMENT I: MOLDOVA: LETTER OF INTENT
Chisindu, June 30, 2010

Mr. Dominique Strauss-Kahn
Managing Director
International Monetary Fund
700 19" Street NW
Washington, DC 20431 USA

Dear Mr. Strauss-Kahn:

Our reform efforts are proceeding well. Immediate fiscal and financial tensions have
eased, and Moldova is beginning to recover gradually from the recession. The first
quarter of 2010 showed early signs of stronger-than-expected growth of output and
exports amid improved financial and external market conditions. The economy remains,
however, confronted by a number of challenges: the needed fiscal adjustment combined
with only a gradual recovery of remittances and scarce job opportunities restrain domestic
demand; rising bank loan defaults inhibit credit to the economy; foreign investment
inflows are still low partly owing to political uncertainties; and inflation rose rapidly in
the past few months fueled by energy price hikes and the recent nominal depreciation.

Despite these difficulties, the program is on track. All quantitative performance criteria
and indicative targets for end-March 2010 were observed. The structural benchmarks
under the program were also completed as planned, and mostly on time. In particular, we
put in place an action plan for a speedy expansion of a means-tested social assistance
scheme which has already led to increased enrollment. Meanwhile, the NBM analyzed
and shared with Fund staff the results of the diagnostic studies of all banks completed by
an external auditor, which confirmed the banks’ stable condition, and prepared legal
amendments to the laws on financial institutions and deposit insurance to strengthen the
bank resolution framework. These legal amendments have been approved by the
Government and, despite some delay, submitted to Parliament for adoption.

In consideration of our strong record of program implementation, we request the
completion of the first review of the program under the Extended Credit
Facility/Extended Fund Facility and the associated disbursement of SDR 60 million. The
second program review, assessing performance based on end-September 2010
performance criteria and structural benchmarks, is envisaged for December 2010.

Moldova remains committed to improving the well-being of the population through
reforms that promote sustainable growth and reduce poverty. This commitment was
shared and supported by our development partners during the Consultative Group
meeting in Brussels in March 2010. In the period ahead, our program will focus on
maintaining a measured pace of fiscal adjustment; reining in inflation while helping banks
restart the flow of credit to the economy; strengthening financial stability through
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enhanced supervisory capacity and contingency planning; restructuring the energy sector;
and implementing deep structural reforms that would support Moldova’s reorientation
toward export-led growth.

We believe that the policies set forth in the attached Supplementary Memorandum of
Economic and Financial Policies (SMEFP) are adequate to achieve these objectives but
will take any additional measures that may become appropriate for this purpose. We will
consult with the IMF on the adoption of such additional measures in advance of revisions
to the policies contained in the SMEFP, in accordance with the Fund’s policies on such
consultation. We will provide the Fund with the information it requests for monitoring
progress during program implementation. We will also consult the Fund on our economic
policies after the expiration of the arrangement, in line with Fund policies on such
consultations, while we have outstanding purchases in the upper credit tranches.

Sincerely yours,

/s/
Vladimir Filat
Prime Minister
Government of the Republic of Moldova

/s/ /s/
Valeriu Lazar Veaceslav Negruta
Deputy Prime Minister Minister of Finance

Minister of Economy

/s/
Dorin Dragutanu
Governor
National Bank of Moldova

Attachment: Supplementary Memorandum of Economic and Financial Policies
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ATTACHMENT II: SUPPLEMENTARY MEMORANDUM OF ECONOMIC AND FINANCIAL
POLICIES

June 30, 2010

1. The present document supplements and updates the Memorandum of Economic
and Financial Policies (MEFP) signed by the authorities of the Republic of Moldova on
January 14, 2010, to account for recent macroeconomic developments and introduce
policy adjustments, as well as additional policies necessary to achieve the objectives of
the program. We remain committed to meet our obligations assumed previously under the
program.

I. REVISED MACROECONOMIC FRAMEWORK

2. Growth is outperforming expectations in 2010 so far, but the economy’s full
recovery will be gradual. Real GDP rebounded strongly in the last quarter of 2009 and
we now project a higher GDP growth of 2% percent this year. But with the still tight
credit conditions and the structural reforms requiring time to bear fruit, growth is likely to
increase only gradually to 3.6 percent in 2011 and 5 percent in 2012. Exports and
investment are expected to drive activity in the near term, with tailwind from trade
liberalization reforms, a more favorable external environment, and improved
competitiveness. Meanwhile, owing to slow projected growth of disposable income and
consumer lending, consumption is likely to lag.

3. Barring new external shocks, inflation should return to mid-single digits

in 2011. Fueled by the adjustment of energy tariffs, depreciation of the leu, and higher
excise rates, twelve-month inflation spiked to over 8 percent as of April 2010. While the
effect of these shocks may have already dissipated, further energy tariff hikes in May
could keep the pressure up in the short run. Nevertheless, the subdued if recovering
domestic demand contains core inflation (5% percent in April), and we expect headline
inflation to decline to 6 percent by mid-2011.

4. Alongside, strengthening revenue has improved the fiscal position. Solid
revenue rebound in late 2009 and some expenditure savings contained the budget deficit
to 6.4 percent of GDP in 2009. Revenue outperformed in the first quarter of 2010 as well
and we now project additional fiscal revenue of 0.7 percent of GDP this year relative to
the program.

5. After a sharp drop to single digits in 2009, the external current account
deficit will widen somewhat in 2010-11, before resuming its adjustment. On account
of growing import-intensive domestic demand and some worsening of the terms of trade,
the current account deficit in 2010-11 is likely to widen by 1-2 percent of GDP to about
102—11%4 percent of GDP. In the medium term, robust export growth and recovering
remittances should steer the current account deficit towards its equilibrium of 7% of GDP.
Meanwhile, the recovery of foreign direct investment (FDI) as well as strong international
assistance should provide adequate support for Moldova’s external financing needs. At
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the same time, as the economy’s borrowing space is being filled quickly, further external
borrowing will proceed at a measured pace to contain external debt.

6. Concerns about financial sector stability have receded for now, but
unblocking credit is a key priority. As the deterioration of the economy in 2009 led to a
decline in demand for credit, a rise in the share of nonperforming loans (over 17 percent
as of April 2010), and a heightened perception of risk, banks have amassed large liquidity
and capital buffers. This has increased their short-term resilience to potential risks, as
confirmed by the NBM’s regular stress tests and the diagnostic study by external auditors.
However, this caution has also led to a large and protracted decline in credit since end-
2008, thereby slowing down the economy’s recovery.

II. REVISED PoLICY FRAMEWORK FOR 2010-11
A. Fiscal Policy

7. Developing a fiscal policy framework that is commensurate with the
country’s resources and geared toward promoting growth will be critical in the
medium term. Our fiscal strategy is based on the following elements:

. Eliminate the large structural fiscal deficit over several years, at a pace
matching the economy’s speed of recovery;

. Achieve fiscal adjustment mainly through restraints on the unaffordable
public sector wage bill and low priority current spending;

. Strengthen revenue primarily through improved tax administration to
broaden the tax base and reduce fraud and abuse; and

. Use the created fiscal space to increase infrastructure investment and
provide well-targeted social assistance to the most vulnerable.

8. Consistent with this strategy, and reflecting the improved revenue outlook,
we will adopt a revised 2010 budget with a deficit of 5.4 percent of GDP as a prior
action. Specifically, the government will use the additional projected revenue of

MDL 1.5 bn to reduce the budget deficit by MDL 0.9 bn, thus broadly maintaining the
planned speed of structural fiscal adjustment, and to fund additional essential spending on
priority social spending (MDL 0.5 bn) and public investment (MDL 0.3 bn). Increased
utility bills and slower-than-expected progress in procurement and internal financial
control reforms necessitate an increase of MDL 0.3 bn in spending on goods and services
in public institutions, which we have offset by savings in interest and other current
expenditure. All other programmed expenditure restraints will be maintained. The
Chisinau municipality will refrain from any previously unbudgeted payments to
municipal employees other than limited amounts for heating assistance. The program
targets for September and December 2010 will be revised accordingly and we request a
corresponding modification of the performance criterion on the general government
budget deficit for September 2010.
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9. Fiscal consolidation efforts through restraints on current spending will
continue next year. To advance the ongoing structural fiscal adjustment, we will aim to
reduce the budget deficit further to 3.4 percent of GDP in 2011, while creating room to
expand the strategically important capital expenditure. This will be achieved mainly
through further rationalization of current spending (1.2 percent of GDP), supported by
limiting budgetary sector employment to 228,000 positions through attrition while
reorganizing offices as needed to continue eliminating permanent vacancies. The budget
will also take advantage of gains in revenue (1 percent of GDP) stemming from the
strengthening economy, increased grant assistance, and higher tax collection (q11).

10. Social concerns arising from high energy prices will be addressed through
well-targeted social assistance. Specifically, by end-September 2010, the government, in
consultation with Moldova’s development partners, will approve a framework for social
assistance to help vulnerable households cope with higher energy tariffs during the five
cold months of 2011. We estimate the cost of such a framework at about MDL

120 million and will seek, as in 2010, external grant assistance for this purpose.

11. In parallel, efforts will carry on to reduce fiscal risks and ensure
sustainability of public finances in the medium term. The following measures will be
combined with a number of structural reforms in the pipeline (418-20) to ensure a
financially sound public sector:

. To address the high level of spending on goods and services, we are implementing
a procurement reform with the assistance of the World Bank. By end-2010, we
will automate the bids for delivery of goods and services in the government’s
centralized procurement agency, which will improve price discovery, thus
lowering the budget cost.

. To improve control over budget execution, we have drafted a law on internal
financial control, which will create internal audit units in central administration
agencies. We expect the law to be passed by Parliament by end-September 2010
and the units to be fully operational by end-December 2010.

. Having secured financial and technical support for a comprehensive tax
administration reform, an overall reform strategy and a time-bound action plan
along the lines suggested by a recent IMF TA report will be developed by the
Ministry of Finance by end-July 2010. By end-September 2010, the Ministry of
Finance will adopt a tax compliance strategy for 2011, introducing risk-based
audit selection, targeting economic agents not fully included in the tax net, and
combating tax evasion practices and outright fraud (structural benchmark). The
strategy will guide detailed operational plans for audit, arrears collection, and
taxpayer service activities during 2011, to be developed by end-2010.

. To address misuse of the sick leave benefits mechanism, by July 31, 2010 we will
amend the relevant government decision to introduce much-needed oversight,
namely that a panel of doctors review the issuance of sick leave certificates.
Furthermore, a draft law will be adopted by December 31, 2010 to make the
mechanism for sick leave benefits more incentive-compatible for employees and
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employers by assigning the responsibility for the first day of sick leave to the
employee and the second day to the employer (structural benchmark). This law
will also extend the requirement to pay social contributions to all persons
employed in Moldova in line with bilateral treaties. Another draft law, to be
passed by December 31, 2010, will phase out the early retirement privileges for
civil servants, judges and prosecutors by raising their retirement age by six
months every year until it reaches the regular retirement age (structural
benchmark). All these measures will become effective immediately after the
publication of the amendments in the Official Monitor.

B. Monetary and Exchange Rate Policies

12. The NBM continues to develop its new monetary policy strategy focusing on
inflation as a single nominal anchor. Despite short-term challenges, steady efforts by
the NBM to improve its communication and forecasting capacity—including by closer
coordination with ministries and public agencies, as well as holding regular press
briefings and publication of monetary policy reports—will help increase effectiveness of
monetary policy in the medium term. The NBM will consider increasing its operational
flexibility, including by extending the policy horizon and widening the target range to
accommodate high underlying uncertainty and the still underdeveloped transmission
mechanism. Furthermore, the NBM will propose amendments to the central bank law that
further strengthen its monetary policy framework, including by shortening the lag
between the adoption and effective dates of policy changes. At the same time, the NBM
will work to improve financial market infrastructure and its own operations to achieve
closer alignment of the bank interest rates with the policy interest rate.

13. The NBM aims at bringing inflation to mid-single digits, while avoiding
premature tightening. On current trends, the likely overshooting of the end-2010
objective of 5 £1 percent should be short-lived. The recent NBM interest rate hikes

(200 basis points) have contributed to stabilizing inflation expectations—thus alleviating
second-round effects from the cost-push shocks—and calming the foreign exchange
market. As domestic demand does not generate inflation pressures at present, a pause in
monetary tightening appears appropriate to reassess the inflation outlook. Further
monetary tightening might be necessary if domestic demand recovers strongly and/or
sustained depreciation pressures emerge. NBM communication of the transitory effects of
cost-push shocks on inflation and a commitment to abstain from direct central bank
financing to the economy are of key importance to uphold its accountability and
independence as well. NBM interventions in the foreign exchange market will continue to
aim at smoothing erratic movements, but not resist sustained depreciation pressures.

C. Financial Sector Policy

14.  Notwithstanding the abating immediate financial sector tensions, strong
contingency planning is needed to guard against future risks. In addition to the
forthcoming strengthening of the bank resolution legislation, further institutional action
should ensure appropriate interagency coordination and demarcation of responsibilities,
as well as timely responses to extraordinary financial shocks. In this context, by end-
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June 2010 we will establish a high-level Financial Stability Committee including senior
policymakers from the institutions likely to be involved in responding to financial
emergencies. Furthermore, by end-December 2010, these institutions will sign a
memorandum of understanding (MoU) with rules of coordination and a clear division of
responsibilities between them in times of financial sector distress (structural
benchmark). These measures will create a framework for preparing detailed operational
contingency plans and the necessary legal amendments in the course of 2011.

15. Meanwhile, we will focus on removing impediments to bank credit through
facilitating resolution of problem loans and strengthening contract enforcement.
Resumption of credit will be facilitated by enhancing the speed and predictability of
collateral execution by banks and by strengthening regulatory incentives for banks to
restructure nonperforming loans. To this end, we will consider making NBM regulations
more supportive of debt restructuring, including by allowing faster reclassification of
restructured loans into lower-risk categories. Moreover, we will prepare amendments to:

. the legislation regulating execution of real estate collateral, to allow for a speedy
disposition of the collateral, preferably without mandatory recourse to courts in
case of a dispute between the creditor and the debtor, but with proper safeguards
for the debtor, including swift and transparent auction procedures;

. the legislation on corporate insolvency, to facilitate restructuring of viable
companies, inter alia by establishing a maximum period after the initiation of the
(preliminary) insolvency procedure during which secured creditors do not have
the right to dispose of the collateral and upon the expiration of which the secured
creditors will be given the authority to dispose of the collateral in accordance with
the other applicable legal provisions. This will create incentives for the debtor and
its creditors to negotiate a restructuring plan and avoid long liquidations. The
amendments will also establish an optional procedure allowing the court to
swiftly approve a restructuring plan supported by the required majority of
creditors, therefore limiting the ability of minority creditors to forestall
restructuring;

. other relevant laws, as necessary, to achieve the above objectives.

By June 15, 2010, we will set up an expert group from key stakeholders to prepare these
amendments and consider other measures necessary to support the above mentioned
objectives. If necessary, we will seek technical assistance from the IMF staff and other
partners. The expert group will prepare a first draft of the amendments and share it with
Fund staff by October 15, 2010. The Government will adopt the legislative amendments
and submit them to Parliament by end-2010 (structural benchmark).

D. Structural Reforms
Improving the Business Environment

16. Our efforts are focused on cutting red tape and stimulating private
investment and exports. We have already removed a number of export and import
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restrictions and simplified licensing and custom control procedures (MEFP of
January 14, 2010, 421). In addition, we will implement the following additional measures:

. By end-September 2010 we will simplify the VAT regime by extending the option
to receive VAT refunds for purchases of investment goods to the entire country
from 2011 on (structural benchmark). Other options to simplify the VAT
regime, in particular for exporters, will also be examined.

. Cost of doing business will be lowered further by reducing the frequency of
inspections of enterprises by various state agencies and simplifying access to
digital signatures. These measures will be put in place by end-October 2010.
Meanwhile, we continue to review and streamline business regulations and permit
requirements, including the mechanism for issuing sanitary and veterinary
permits.

. To promote trade, we will extend the “one stop shop” provision of business
services to the customs administration while also creating adequate IT capabilities
to enable automated data exchange and electronic document processing. The
Export Promotion Organization will be strengthened further with a view to turn it
into a one stop shop with a wide range of consultancy services for exporters and
investors.

. To stimulate private investment and strengthen protection of investors’ rights, we
will review and amend as needed investment-related legislation, including the
laws on joint stock companies, entrepreneurship, and capital markets.

. We will amend the Land Code and other related legislation to simplify the
procedure of converting agricultural land for other business needs.

Raising Efficiency of the Public Sector

17. A modern economy requires efficient and motivated civil service. In
accordance with our plans, we will proceed gradually to introduce a new merit- and
performance-based wage system for public sector employees. As a first step, by end-2010
the Government will finalize the descriptions of job functions and responsibilities and
assess the needs to restructure institutions and offices. This system—which should not
lead to a marked increase in the public sector wage bill—will be put in place by end-
September 2011.

18.  An oversized education sector, not fully attuned to the needs of the economy,
is a major impediment to growth and fiscal sustainability, and requires urgent
action. Our strategy is to eliminate excess capacity allowing a leaner and better-equipped
education system with adequately trained and paid staff.

. In accordance with our plans, a government decision to merge ten vocational
schools will be passed by end-June and, combined with seizing enrollment in
three pedagogical colleges as of September 2010, will allow directing resources to
improve conditions in other schools. Further efficiency gains are expected from
the reduction of the number of classes in secondary schools from school
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year 2010/11, as well as from allowing schools greater freedom to generate
revenue from own assets.

Going forward, we continue preparations for a comprehensive education reform. It
will seek school consolidation with a large part of the immediate budget savings
used to improve quality of the schools, procure a large fleet of school buses, and
repair school bus routes. Awaiting results from the two pilot rayons and the
nationwide feasibility study to be launched this summer, we, in cooperation with
the World Bank, aim to prepare a timetable for a school optimization program by
end-2010.

We are committed to a credible strategy to resolve structural problems in the

energy sector, a long-standing drain on public resources. A long history of politicized
heating tariff setting has already bankrupted the heating company Termocom, created
large domestic and external gas payment arrears, with snowballing effects from under-
investment and inadequate coordination between creditors, utility companies, and the
authorities. To remedy the situation, our strategy will include the following elements:

By end-December 2010, the Ministry of Economy, the Chisinau municipality, and
key companies from the thermal energy sector, in consultation with the World
Bank and the IMF staff will agree on a restructuring plan for this sector, including
Termocom (structural benchmark).

Until then, Termocom’s ability to operate must be preserved through a credible
creditor coordination framework. To this end, by June 15, 2010, we will conclude
a MoU involving the Ministry of Economy, Termocom, its main creditors, and the
Chisinau municipality. Key elements of the MoU will include: (i) a method of
distribution of Termocom’s cash inflow that will allow the company to remain
current on its 2010 liabilities and prepare for the 2010/11 heating season, with
allowance for collection lags in its receivables; (ii) creditors’ abstention from
blocking Termocom’s bank accounts to allow the company to conduct normal
operations as long as the MoU is being observed; (iii) seeking resolution of
Termocom’s historic arrears (accumulated prior to end-2009) primarily through
asset sales/swaps.

The National Agency for Energy regulation (ANRE), in accordance with its
mandate and methodology, shall continue to set tariffs at levels that do not lead to
accumulation of arrears and losses in public utility companies.

Having secured financial assistance from the Swedish International Development
Agency (SIDA), by end-June 2010, ANRE, in consultation with SIDA, the World
Bank, and the IMF staff, will select a reputable international auditor to conduct a
financial audit of Termocom, to be completed by end-September 2010. The audit
results, combined with the results of ANRE’s own audit of Termocom, shall
inform Termocom’s restructuring plan.

The legacy of wage tariff norms, set in fixed proportion to the minimum wage,
still persists in utility companies and leads to unwarranted hikes of their wage
costs every time the minimum wage is raised. To alleviate the impact of this
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practice on tariffs, ANRE will allow in the tariffs only inflation indexation of the
wage bill and the direct impact of minimum wage increases on wages below the
new threshold, while leaving utilities the freedom to raise wages further out of
profits and efficiency gains.

20. With the external investment climate gradually improving, the government
will revive efforts to divest its noncore assets. By end-2010 the government, with
assistance from international financial institutions, will seek to select an advisor to
explore and propose options to develop the telecommunications sector, including through
divestiture of Moldtelecom. At the same time, by end-2010 the government will review
the list of state assets and prepare a timetable for the divestiture of other public companies
to facilitate liberalization of key sectors, particularly air and rail transportation.

E. Program Monitoring

21. The program will be monitored through semi-annual reviews, prior actions,
quantitative performance criteria and indicative targets, and structural
benchmarks. The phasing of purchases under the arrangement and the review schedule
are set out in Table 1 of this memorandum. The second review under the program is
expected to be completed by December 31, 2010, and the third review — by

June 30, 2011. The list of the quantitative performance criteria and indicative targets
remains as set in §27 of the MEFP of January 14, 2010. The indicators set as performance
criteria will also serve as indicative targets at end-December 2010. The quantitative
performance criterion on the ceiling on the general government deficit for

September 30, 2010 has been revised in line with the updated fiscal projections (Table 2).
The quantitative indicative targets for September 30, 2010 and for December 31, 2010
have been revised as well. New performance criteria and indicative targets for

March 31, 2011 have been set (Table 2). The prior actions for completion of the first
review and structural benchmarks are set out in Table 3. Prior actions and structural
benchmarks for the third review will be further specified at the time of the second review.
The understandings regarding the quantitative performance criteria described in this
memorandum are specified in the TMU attached to the MEFP dated January 14, 2010.

22. In accordance with the rules on the use of the Extended Credit Facility, we
will submit to the Fund and the World Bank an annual progress report on the
implementation of the National Development Strategy (2008-11) by end-

October 2010. The report will reflect progress in poverty reduction for the period with
the latest available data and will update the poverty reduction objectives for 2011.



Table 1. Moldova: Disbursements, Purchases, and Timing of Reviews Under the ECF/EFF Arrangements 1/

Date of Availability Conditions Amount (millions of SDR) Percent of quota
of which of which
Total  ECF EFF Total ECF EFF

January 29, 2010 Board approval of the Arrangement 60.00 40.00 20.00 48.70% 32.5% 16.2%
June 30, 2010 Observance of end-March performance criteria and completion of first review 60.00 40.00 20.00 48.70% 32.5% 16.2%
December 31, 2010 Observance of end-September performance criteria and completion of second review 50.00 40.00 10.00 40.58% 32.5% 8.1%
June 30, 2011 Observance of end-March performance criteria and completion of third review 50.00 20.00 30.00 40.58% 16.2% 24.4%
December 31, 2011 Observance of end-September performance criteria and completion of fourth review 50.00 16.96  33.04 40.58% 13.8% 26.8%
June 30, 2012 Observance of end-March performance criteria and completion of fifth review 50.00 13.92  36.08 40.58% 11.3% 29.3%
December 31, 2012 Observance of end-September performance criteria and completion of sixth review 49.60 13.92 35.68 40.26% 11.3% 29.0%

Total 369.60 184.80 184.80 300.0% 150.0% 150.0%

Source: Fund Staff Estimates and Projections

Note: A total of SDR 95 million of access under the ECF will be disbursed to the account of the Ministry of Finance at the National bank of Moldova for budget support. This amount will be
spread over the first three purchases as follows: (i) SDR 40 million from the first purchase; (ii) SDR 40 million from the second purchase, and (iii) SDR 15 million from the third purchase.

1/ Moldova's quota is SDR 123.2 million
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Table 2. Moldova: Quantitative Performance Criteria and Indicative Targets, December 2009—March 2011

(Cumulative from the beginning of calendar year; millions of Moldovan lei unless otherwise indicated)

2009 2010 2011
Dec. 31 March 31 June 30 September 30 December 31 March 31
Performance
criteria Indicative  Performance criteria Indicative Perfor-
Adjusted Revised Revised mance
Program Program Program Program Program Program _criteria
1. Quantitative performance criteria
Ceiling on the overall cash deficit of the general
government 1/ 1,161 1,087 2,254 3,308 2,711 4,474 3,596 685
Actual 3,837 869
Ceiling on net domestic assets of the NBM (stock) 2/
3/ -5,834  -5576 -6,411 -6,661 -5,867 -6,224 -5,594
Actual -6,036 -5,978
Floor on net international reserves of the NBM (stock,
US$ million) 2/ 3/ 1,351 1,330 1,407 1,436 1,430 1,464 1,430
Actual 1,341 1,351
Ceiling on contracting or guaranteeing of non-
concessional external debt of the general government
(US$ million) 2/ 65 125 125 125 50
Actual 15
2. Continuous performance criteria
Ceiling on accumulation of external payment arrears
(US$ million) 2/ 0 0 0 0 0
Actual 0 0
3. Indicative targets
Ceiling on reserve money (stock) 3/ 10,784 10,889 10,999 11,330 11,716 11,780 11,990
Actual 10,456 10,644
Ceiling on change in domestic expenditure arrears of
the general government 4/ 0 0 0 -82 0 -107 0
Actual 459 -57
Ceiling on the general government wage bill 1,888 3,905 5,665 5717 7,531 7,550 1,830
Actual 7,000 1,735
Floor on priority social spending of the general
government 5/ 2,161 4,504 7,005 7,054 9,317 9,634 2,369
Actual 6,370 2,211
Memorandum items:
EC Macro Financial Assistance budgetary grants
(millions of euros) 0 25 25 50 0
Actual 0 0
Official external budget support and project grants and
loans from the European Commission and the World
Bank (US$ million) 33 126 169 243 232 20
Actual 113 12
Foreign-financed project loans 175 441 924 702 1,117 1,070 299
Actual 456 104

Sources: Moldovan authorities; and IMF staff estimates and projections.

1/ Adjusters apply to the ceiling on the overall cash deficit of the general government.
2/ Program target based on the program exchange rates. The reported actual numbers for net domestic assets are averages for the last five business
days of the month.
3/ Adjusters apply to ceiling on net domestic assets, floor on net international reserves and ceiling on reserve money.
4/ Actual amount shown at end-December 2009 refers to stock at that time.
5/ The priority social spending of the general government is the sum of essential recurrent expenditures directed to social assistance.
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Table 3. Moldova: Prior Actions and Structural Benchmarks 1/

Measure Due Status Objective
Prior actions for approval of arrangement
Parliamentary passage of an amended 2009 budget with a PA Done  To bring budget allocations in line with
deficit target in line with the MEFP (1]10). available resources.
Parliamentary passage of a 2010 budget with a deficit target in PA Done  To facilitate macroeconomic stability and
line with the MEFP (]13). mitigate rising fiscal sustainability risks.
Parliamentary passage of amendments to Budget System PA Done  To ensure the credibility of the budget and
Wage Law 355 to bring wages in line with the wage bill rationalize spending on wages to increase
allocation in the 2010 budget and with the MEFP (§13). resources available for investment and social
protection.
The NBM's net international reserves, as defined in the TMU, PA Done To provide for an adequate level of reserves
will amount to US$1300 million by end-December ({/18). and enhance market confidence by offsetting
in part the loss of reserves in early 2009.
Parliamentary passage of legislation transfering to ANRE the PA Done  To depoliticize tariff setting and foster cost
authority to set tariffs for heat directly, rather than indirectly recovery in the district heating sector.
through the municipalities as at present (124).
The new heating tariff, to be set by ANRE by January 14, 2010, PA Done  To alleviate fiscal risks stemming from
will cover at least amortization and all variable costs and will be inadequate tariffs.
legally binding (24).
Structural benchmarks
The Cabinet will adopt a plan for the speedy expansion of the ~ 31-Mar-10 Done  To rectify a fragmented system and improve
new targeted social assistance system with a view to cover at efficiency of welfare benefits during the
least 2/3 of all eligible recipients by end-2010 ({]25). recession.
Cabinet approval and submission to parliament of amendments 15-Feb-10 Done with To facilitate speedy resolution of problem
to the Law on Financial Institutions to strengthen the tools adelay banks.
available to resolve problem banks (]/19).
The NBM will collect and share with Fund staff the results of 15-Feb-10 Done  To identify banking system winerabilities.
the ongoing diagnostic studies in all banks that use
consenvative methods of asset valuation previously agreed with
Fund staff (20).
Cabinet approval and submission to parliament of amendments 15-Apr-10 Done  To allow insured depositors early access to

to the Law about guaranteeing the deposits of physical
persons in the banking system that provides depositors with
early access to their deposit funds in the event of a bank failure

(1119).

deposit funds and thus strengthen confidence
in the banking system.

1/ Paragraph numbers refer to the corresponding paragraphs in the MEFP of January 14, 2010.
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Table 3. Moldova: Prior Actions and Structural Benchmarks (Concluded) 1/

Measure Due Status Objective

Prior actions for First Review
Parliamentary passage of an amended 2010 budget PA Done To maintain the programmed speed of
with a deficit target in line with the updated MEFP structural fiscal adjustment in light of the
(118). faster than expected economic recovery.

Structural Benchmarks
Fiscal consolidation and governance
The Ministry of Finance will adopt a tax compliance  30-Sep-10 Raise tax collection, reduce the administrative
strategy for 2011, introducing risk-based audit burden on compliant taxpayers, and improve
selection, targeting economic agents not fully taxpayer senices in 2011.
included in the tax net, and combatting tax evasion
practices and outright fraud (]11).
Parliament will adopt legislation to phase out early 31-Dec-10 Improve financial sustainability of the social
retirement privileges of civil servants, judges and insurance system and allow higher pension
prosecutors (111). replacement rates over time.
Parliament will adopt legislation to redistribute the 31-Dec-10 Eliminate abuse of the system and improve
burden of sick-leave benefits between employees, employers' incentives to monitor absenteeism.
employers, and the Social Fund (]11).
Financial stability
The MoE, MoF, NBM, NCFM, and DGF will sign a 31-Dec-10 Ensure quick response to financial
Memorandum of Understanding with rules of emergencies, prevent bank runs and
coordination and a clear division of responsibilities spillovers, and enhance public confidence in
between them in times of financial distress ([14). the banking sector.
Cabinet approval and submission to Parliament of 31-Dec-10 Clean bank balance sheets and reduce
legal amendments to facilitate restructuring of bank’s structural impediments to bank lending
bad debts and execution of collateral (115)
Supporting growth and mitigating fiscal risks
Cabinet approval of a draft legislative amendment to 30-Sep-10 Improwve the business climate and promote
extend the option to receive VAT refunds on investment
purchases of investment goods to the entire country
from 2011 on (][16).
The Ministry of Economy, the Chisinau municipality,  31-Dec-10 Ensure a sustainable financial position of the

and key companies from the thermal energy sector,
in consultation with the World Bank and the IMF staff
will agree on a restructuring plan for this sector,
including Termocom (Y[19).

heating sector.

1/ Paragraph numbers refer to the corresponding paragraphs of the SMEFP.
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Staff Report for the 2010 Article IV Consultation, First Reviews Under the Extended
Arrangement and Under the Three-Year Arrangement Under the Extended Credit
Facility, and Request for Modification of a Performance Criterion—

Informational Annex

Prepared by the European Department
(In consultation with other departments and the World Bank)

June 30, 2010

Mission dates  April 28 - May 14, 2010

Team N.Gueorguiev (Head); G.Srour, M.Gorbanyov (EUR), K.Gerling (SPR),
P.Karam (FAD), N.Rendak (LEG) and T.Mirzoev (resident representative).

ECF/EFF On January 29, 2010, the Executive Board of the IMF approved three-year
arrangements for Moldova under the Extended Credit Facility and the Extended Fund
Facility (ECF/EFF). With each facility providing an equal amount, the combined
financial assistance will be equivalent to SDR 369.6 million (300 percent of quota) to
support the country’s economic program. The approval made an amount equivalent to
SDR 60 million (48.70 percent of quota) immediately available, with the remainder
available in installments subject to semiannual reviews.

Exchange Moldova has accepted the obligations of Article VIII, Sections 2, 3 and 4, of the
system Fund’s Articles of Agreement. Its exchange system remains free of restrictions on
payments and transfers for current international transactions (Annex I).

Donor The mission liaised with the World Bank (Annex II), the European Commission, the
coordination EBRD and other donors.
Data National Bureau of Statistics (www.statistica.md), National Bank of Moldova

(www.bnm.md), Ministry of Finance (www.mf.gov.md), Ministry of Economy and
Trade (www.mec.md), International Financial Statistics (www.imfstatistics.org/imf).
Despite some weaknesses, data provision is broadly adequate for surveillance, and
Moldova subscribes to the SDDS (Annex III).

Outreach and  The mission met with members of parliament, trade unions, industry, the financial

publication sector, NGOs, and the academic community. A press briefing was held at the end of
the mission. The authorities have agreed to publication of the staff report and all
program documents.
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ANNEX I: MOLDOVA—FUND RELATIONS
(As of May 31, 2010)

L Membership Status: Joined August 12, 1992; Article VIII

II.  General Resources Account: SDR million Percent of Quota
Quota 123.20 100.00
Fund holdings of currency 143.20 116.23
Reserve tranche position 0.01 0.00

[II. SDR Department: SDR million Percent of Allocation
Net cumulative allocation 117.71 100.00
Holdings 0.09 0.07

IV. Outstanding Purchases and Loans: SDR million Percent of Quota
ECF arrangements 136.32 110.65
Extended arrangements 20.00 16.23

V. Latest Financial Arrangements:
Approval Expiration Amount approved Amount drawn

Type date date (SDR million) (SDR million)
ECF 1/29/2010 1/28/2013 184.80 40.00
EFF 1/29/2010 1/28/2013 184.80 20.00
PRGF' 5/5/2006 5/4/2009 110.88 88.00

" Currently ECF.

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

Forthcoming
2010 2011 2012 2013 2014
Principal 3.70 3.92 10.53 14.17 19.27
Charges/Interest 0.29 0.55 0.86 0.83 0.78
Total 3.98 4.46 11.39 14.99 20.05

VII. Safeguards Assessments:

Under the Fund's safeguards assessment policy, the National Bank of Moldova (NBM) is
subject to an assessment with respect to the ECF/EFF arrangements approved on

January 29, 2010. The assessment completed on June 3, 2010 updated the findings of

the 2006 safeguards assessment. It concluded that recommendations of the 2006 safeguards
assessment have been implemented. However, recent developments of the NBM operations
have strengthened the need for an independent oversight of the bank and legal framework for



lending to local banks. The updated safeguards assessment provided a set of
recommendations focused on mitigating new risks and further strengthening the NBM
safeguards framework.

VIII. Exchange Arrangements:

Moldova has accepted the obligations of Article VIII, Sections 2, 3 and 4, of the Fund’s
Articles of Agreement. Its exchange system remains free of restrictions on payments and
transfers for current international transactions.

Moldova’s exchange rate regime was reclassified from a de facto peg (to the U.S. dollar) to a
managed float in April 2006. Due to the revision of the classification methodology, effective
February 2, 2009, the classification has been changed to floating, retroactively to

April 30, 2008. The NBM intervenes in the domestic foreign exchange interbank market in
order to smooth out sharp exchange rate fluctuations of the Moldovan leu against the dollar.
At the same time, the NBM interventions are not aimed at changing the trend of the exchange
rate determined by the market. The NBM publishes the information on its interventions.

The official exchange rate of the Moldovan leu to the U.S. dollar announced by the NBM is
determined as the weighted average of daily noncash market transactions performed on the
interbank and intrabank market. The NBM quotes exchange rates of the leu for other
currencies on the basis of the leu-U.S. dollar rate and the cross-rate between the U.S. dollar
and these currencies.

IX. Article IV Consultation:

The last Article IV consultation was concluded on March 12, 2008 (Country Report
No. 08/139). Timing of the next Article IV consultation will be set in accordance with the
decision on consultation cycles approved on July 15, 2002.

X.  FSAP Participation:

Moldova received an FSAP mission in May 2004; the FSSA (Country Report No. 05/64) was
presented to the Board at the time of the 2004 Article IV discussions. An FSAP update
mission visited in October 2007; the FSSA update (Country Report No. 08/274) was
presented to the Board with the 2007 Article IV Consultation report.

XI. Resident Representative:

Mr. Tokhir Mirzoev assumed his duties as Resident Representative in December 2009.



XII. Technical Assistance Provided by the Fund, 2007-10:

Department Subject/Identified Need Timing
Resident advisor on monetary policy implementation and

MCM liquidity management in the NBM January -June 2007

FAD Tax policy and tax Administration March-April 2007
To improve the AML/CFT law and to strengthen the AML/CFT

LEG institutional framework of the Moldovan Republic June 2007

FAD Follow-up budget classification and TSA June 2007

FAD Arrears collection and enforcement of tax administration September 2007

LEG AML/CFT: Strengthening the legislative and institutional October 2007
framework

STA Government finance statistics January 2008

FAD Tracking of poverty-related spending February 2008

STA Monetary and financial statistics April 2008

MCM Resident advisor on capacity building, macro modeling and August 2008 -
monetary policy analysis in the NBM August 2010

FAD Tax administration reform strategy (follow-up) August 2008

LEG FoIIow-.u.p TA mission under the MDA project - AML/CFT November 2008
supervision - expert roundtables

FAD Cash management, capital budgeting February 2009

FAD Instgllahon of tax administration expert: strategy for IT and February 2009
business process reform

FAD Advice on IT strategy and business process reengineering March 2009

FAD Follow-up on tax administration modernization strategy February 2010

FAD AqV|9e c?n IT strategy and participation in tax administration February 2010
mission: follow-up

MCM Crisis preparedness March 2010

LEG Resolution and restructuring of banks’ debts April-May 2010




ANNEX II: MOLDOVA—RELATIONS WITH THE WORLD BANK GROUP
(As of May 27, 2010)

A. The World Bank Group Strategy

1. The World Bank Group Country Partnership Strategy (CPS) for Moldova for FY09-
FY12 was approved on December 23, 2008. The CPS aims at assisting the country in
improving competitiveness and laying the foundations for inclusive economic growth. The
Bank works closely with the Government and other development partners in support of two
pillars of the National Development Strategy (NDS) 2008-2011: (i) enhancing economic
competitiveness; and (ii) developing human resources, enhancing employment, and
promoting social inclusion. To effectively support these two pillars, the Bank’s strategy
includes a third pillar and crosscutting priority: (iii) improving governance and addressing
corruption, including improved public sector efficiency and effectiveness. The choice of
pillars has been guided by the Government’s own development strategy, client perspectives,
the lessons learned from the previous CAS, and the Bank understanding of Moldova’s
development challenges. Analytic and advisory work is a core element of the Bank’s
program.

2. The Bank Group’s program of support for Moldova capitalizes on those areas where
the Bank has a comparative advantage for optimal impact and it tries to be strategic in its
engagement, not only in terms of where to direct IDA resources but also in terms of how to
best leverage its own internal partnerships. IFC plays a critical role in ensuring that the
Bank’s program appropriately addresses the needs of the private sector within the results
framework set forth by the CPS. IFC is well-positioned to provide an integrated package of
advisory support in removing the investment climate constraints to agribusiness
development. IFC will continue to provide trade finance, credit lines and advisory services to
financial intermediaries for lending to MSMEs, as well as support to regional private equity
funds that would help support the competitiveness of Moldovan companies.

3. At least one single-tranche budget-support operation within the period was envisaged
to support economic recovery. In addition to these broad objectives, the CPS, which was
prepared at the onset of the crisis and political uncertainty, emphasized the need for
flexibility in the lending program of US$45-50 million per annum during FY09-FY 12
(depending on IDA’s performance-based allocation system) in response to the impact of the
global financial crisis and political uncertainty. With IDA commitments in FY09 back-
loaded, IDA has been positioned to respond strongly to assist the authorities in mitigating the
impact of the crisis in FY 10, with overall IDA commitments, including a current
Development Policy Operation (DPO), reaching US$69 million. Specifically, over this CPS
period, the Bank scaled up financing for five on-going, successful projects: Energy 2,
Moldova Social Investment Fund 2, Rural Investment Support Project 2, Health and Social
Assistance, and the Competitiveness Enhancement Project.



B. IMF-World Bank Collaboration in Specific Areas

4. IDA’s partnership with the IMF in Moldova’s development strategy has been strong
over the past few years. Bank and IMF staffs have executed joint work and have continued to
carry out joint missions at least twice a year for macroeconomic policy dialogue with the
Government. The IMF is taking the lead on macroeconomic issues while IDA takes the lead
on structural and social issues. In a number of areas where the mandates of the two
institutions overlap, such as public finance, the work is being closely coordinated to ensure
that consistent advice is provided to the authorities. The existence of an IMF program has
been an important input for the determination of the adequacy of the macroeconomic policy
framework.

Areas in which the World Bank leads

5. The Bank’s dialogue post-crisis has stressed the importance of achieving an orderly
fiscal balance and hastening economic recovery. Our budget support operation seeks to
ensure that social assistance spending is better targeted at the poorest, that road maintenance
is increased and small-scale social investments are preserved, and that declining agricultural
support is increasingly channeled towards investments. To kick start a more sustainable
recovery, the Bank is encouraging Government to liberalize export sectors, and to seek to
attract new private investment in ICT and energy sectors. In addition to budgetary support,
the World Bank scaled-up financing to a series of existing and successful operations in order
to mitigate the impact of the economic downturn and help a speedier recovery.

6. In the social and health areas: the Moldova Social Investment Fund 2 (MSIF2) was
scaled up to prepare a public works program, which will provide job opportunities to the
unemployed, while also building desperately needed community infrastructure. Also, during
the economic crisis, the Global Food Crisis Response helped to protect and improve the
health and nutritional status of vulnerable populations. This was achieved through
interventions to decrease the nutritional vulnerability of pregnant women, lactating mothers
and young children, and provision of temporary cash transfers to social institutions for the
elderly, children and people with mental and physical disabilities. A results-based Social
Protection Project is currently under preparation to help strengthen the effectiveness of the
social safety net.

7. In education, the Quality Education in Rural Areas Project supports the
Government's education program to enhance the quality of teaching and learning, increase
access and equity, improve the efficiency in public spending for education, and strengthen
education planning and monitoring.

8. In the area of competitiveness, additional financing was added to the
Competitiveness Enhancement Project (CEP) to facilitate the growth of an export-oriented



real sector with: (i) a line of credit through qualified commercial banks to support investment
and working capital needs of exporting enterprises; and (ii) expanded matching grant scheme
to assist enterprises with upgrading their labor skills and management practices, and
introducing new products.

9. In the area of rural and agricultural development, the Rural Investment and
Services Project 2 (RISP2) was scaled up primarily to add financing to the existing and well-
performing line of credit to rural entrepreneurs for farm and off-farm activities. Access to
credit is an important constraint to economic activity in Moldova and the situation has
worsened due to the global crisis. The RISP2 line of credit will help to mitigate the impact of
the crisis.

10.  In Public Sector Management, the World Bank manages a multi-donor Trust Fund to
support the Government’s efforts to reform the Central Public Administration. The Bank also
supports the development of the Government’s Public Finance Management System through
a new information system as well as technical assistance in support of internal controls and
audit

11.  With regard to infrastructure development, the Bank is concentrating on upgrading
basic utility services impacting the population at large and the poor in particular. The Energy
2 Project was scaled up to provide heating systems to public institutions, reduce losses in
electricity transmission and distribution networks. The National Water Supply and Sanitation
Project is aimed at (i) improving the coverage, quality, efficiency, and sustainability of water
and sanitation services in selected urban and rural communities; and (ii) enhancing the
capacity of Ministry for Construction and Territorial Development (MCTD) to prepare and
supervise the implementation of investment program and to provide technical assistance to
the operating Apa Canals. The Moldova Road Sector Program Support Project is aimed at
reducing road transport costs for road users in Moldova by improving the condition and
quality of its road network and the way it is managed. The Bank is preparing an E-
Transformation for Governance Project focused on using ICT as a tool for improving
governance and tackling corruption (e.g. e-government, e-procurement).

12. The Bank has supported a number of environmental projects. The Environmental
Infrastructure Project was approved by the Board in FY07. The objectives of the project are
to improve the quality of sanitary services in Northern Moldova and reduce the discharge of
pollutants, including nutrients into the Nistru River and demonstrate and disseminate cost-
effective nutrient reduction strategies and technologies for municipal wastewater sources.
Climate change is high on the Bank’s agenda with a proposed new operation — Disaster and
Climate Management Project.



Areas of shared responsibility

13.  Macroeconomic Development. The Bank’s team cooperates closely with the IMF in
the process of finalization of the 2010 Country Economic Memorandum (CEM). The Bank
and the IMF jointly prepared a high level retreat in October 2009 to discuss current economic
situation and the best options of crisis response with the whole cabinet of Ministers of the
Republic of Moldova. These eventually led to new financing programs of both institutions
concluded with the government and a very successful Consultative Group meeting of
Development partners held on March 24, 2010 in Brussels. Development partners expressed
their strong support for the Government’s strategies elaborated based on the consultations
with the IMF and the WB and indicated financial support totaling US$2.6 billion over the
next four years, of which 30 percent is in budgetary and balance of payments support. The
dialogue between the IMF, WB and the key government officials on the drivers of economic
growth and growth strategy of Moldova in general was continued during the last IMF and
WB team visits on May 6, 2010.

14. Public Expenditure Management. The Bank is going to support the dialogue
between the IMF and the Government on 2011 budget. In this context, a policy note is under
preparation by the World Bank Staff that will analyze public expenditures in more detail and
provide some advice on the areas where efficiency savings can be achieved.

15.  Debt Management. The Joint IMF/WB team provided the Ministry of Finance of
Moldova with technical assistance on the Medium-Term Debt Strategy elaboration in
October 2009. The Ministry of Finance is now considering the follow up technical assistance
request to the Bank and the Fund with the aim of preparing Debt Management Reform Plan.
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Moldova: Bank and Fund Planned Activities in Macro-critical Structural Reform Areas
July 2010-June 2011

Title Products Provisional Expected Delivery Date
Timing of
Missions
1.Bank Work Development Policy Operation Ongoing 2010
Program
Country Economic Ongoing 2010
Memorandum (CEM)
Country Procurement Ongoing 2010
Assessment Review (CPAR)
Public Expenditure Review Ongoing 2010
(PER) 2
District Heating Restructuring Ongoing 2010
Study
Financial Sector Monitoring TA | Ongoing 2010
Moldova e-development TA Ongoing 2010
Education public expenditure Ongoing 2011
review
Analysis of enterprises' growth Ongoing 2011
dynamics
Energy sector TA Ongoing 2011
Agriculture sector TA Ongoing 2011
2.Fund Work Staff visit to discuss the 2011 September 2010 Aide-mémoire to the
Program budget government in
October 2010
Second review of the program November 2010 Board consideration
under the ECF/EFF expected in January 2011
arrangements

Third review of the program
under the ECF/EFF
arrangements

Advisor to the NBM to further
strengthen capacity in
forecasting and model design

TA on tax administration and tax
policy

TA on PFM and expenditure
rationalization

TA on central bank supervision

TA on debt management

April-May 2011

Peripatetic

TBD

TBD

TBD
TBD

Board consideration
expected in July 2011

Regular reports

TBD

TBD

TBD
TBD
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ANNEX III: MOLDOVA—STATISTICAL ISSUES

As of June 9, 2010

I. Assessment of Data Adequacy for Surveillance

General:

Economic and financial data provided to the Fund are generally adequate for surveillance
and program monitoring. The authorities have continued to make improvements over the past
several years in a number of key areas, with technical assistance from the Fund.

National Accounts:

National accounts statistics are prepared by the National Bureau of Statistics (NBS)
according to the 1993 SNA methodology. Estimates do not include the Transnistria region
for which data have not been collected since 1991. GDP is estimated from the production and
the expenditure sides, annually and quarterly. The data are prepared in current and constant
(previous year) prices, and annual data are revised—in two stages—as updated information
becomes available. However, the quarterly data often remain unadjusted, thus limiting their
consistency with the revised annual data.

Price statistics:

The NBS publishes monthly data on CPI and PPI and began publications of the core CPI
from 2010. The weights of the CPI basket are subject to annual review and adjustment in line
with the shifts in consumer basket.

Government finance statistics:

Government finance statistics are compiled on cash basis, in broad compliance with the
recommendations of the Government Finance Statistics Manual 1986 (GFSM 1986). With
the support of Fund TA, the authorities contemplate phased migration strategy for moving to
accrual-based fiscal accounting and implementing the GFSM 2001 beginning from 2012.
Full implementation of the GFSM 2001 would require significant strengthening of the
detailed balance sheet breakdowns and underlying accounting systems.

Monetary statistics:

Monetary and financial statistics are broadly in line with international statistical standards
and of a generally good quality. The NBM compiles and submits monetary data using
Standardized Report Forms (SRFs). Monetary data are reported by the NBM on a regular
basis and are being published in the IFS Supplement.

External sector statistics:

The compilation methodology follows the fifth edition of the Balance of Payments Manual.
Besides the balance of payments statistics, Moldova disseminates quarterly international
investment position and external debt statistics. Data on international reserves and foreign
currency liquidity are disseminated monthly.

I1. Data Standards and Quality

Moldova subscribed to the SDDS in A data ROSC report was published in
May 2006. Participation in the GDDS began | March 2006.
in February 2003.




MoOLDOVA: TABLE OF COMMON INDICATORS REQUIRED FOR SURVEILLANCE

(As of June 9, 2010)
Date of latest Date Frequency Frequency of Frequency of Memo Items:
observation received of Reporting6 Publication® Data Quality — Data Quality —
Data6 Methodological Accuracy and
soundness’ reliabilityx
Exchange Rates 6/08/2010 6/08/2010 D/M D D/M
International Reserve Assets and Reserve Liabilities 5/31/2010 6/02/2010 W/M w M
of the Monetary Authorities’
Reserve/Base Money 5/31/2010 6/02/2010 W W M 0,L0,0,0 LO,0,0,0,0
Broad Money 5/21/2010 6/02/2010 w W M
Central Bank Balance Sheet 5/31/2010 6/02/2010 w W M
Consolidated Balance Sheet of the Banking System 5/21/2010 6/02/2010 W w M
Interest Rates” 6/1/2010 6/2/2010 W W W
Consumer Price Index May 2010 6/07/2010 M M M
Revenue, Expenditure, Balance and Composition of April 2010 5/21/2010 M M M 0,LO0,LO, 0 LO, 0,0, 0,LO
Financing® — General Government*
Revenue, Expenditure, Balance and Composition of April 2010 5/21/2010 M M M
Financing®~ Central Government
Stocks of Central Government and Central 3/31/2010 5/12/2010 M M M
Government-Guaranteed Debt’
External Current Account Balance Q4 2009 3/31/2010 Q Q Q LO,LO, 0,0 0,0,0,0,0
Exports and Imports of Goods and Services April 2010 6/08/2010 M M M
GDP/GNP Q42009 3/16/2010 Q Q Q 0,1L0,10,0 1LO.0.1.0.0.0
Gross External Debt Q42009 5/12/2010 Q Q Q
International Investment Position 04 2009 3/31/2010 Q Q Q

"Includes reserve assets pledged or otherwise encumbered as well as net derivative positions.

2Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

*The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments.

* Including currency and maturity composition.

® Daily (D), weekly (W), monthly (M), quarterly (Q), annually (A), irregular (T); and not available (NA).

"Reflects the assessment provided in the data ROSC or the Substantive Update (published 03/2006, and based on the findings of the mission that took place during July 17-19, 2005) for the
dataset corresponding to the variable in each row. The assessment indicates whether international standards concerning concepts and definitions, scope, classification/sectorization, and basis for
recording are fully observed (O); largely observed (LO); largely not observed (LNO); not observed (NO); and not available (NA).

8 Same as footnote 7, except referring to international standards concerning source data, statistical techniques, assessment and validation of source data, assessment, and revision studies.

4!



Statement by the IMF Staff Representative on the Republic of Moldova
July 16, 2010

1. This statement provides additional information on economic developments in Moldova
that became available since the issuance of the staff report. The additional information does not
change the thrust of the staff appraisal.

2. On June 30, Parliament passed an amended 2010 budget in line with the
understandings in the Supplementary Memorandum of Economic and Financial Policies. This
was a prior action for the First Review of the program (see SMEFP Table 3).

3. The latest available data have been favorable and broadly in line with staff’s
projections. Industrial production grew by 11 percent in May relative to the same period last year,
providing further evidence of a sustained recovery. Twelve-month inflation in June fell to

7.8 percent, in line with expectations that the effect of earlier hikes in energy prices would be short-
lived. In May, growth in credit to the economy turned positive on a 12-month basis for the first time
since June 2009, helping to increase banks’ profits and stabilize the NPL ratio at 17.3 percent.
Available monetary and fiscal data for May are in line with the June quantitative targets.

4. On June 24, the World Bank approved an Economic Recovery Development Policy
Loan for Moldova in the amount of US$25 million. The loan will be used to fund priority
expenditure for economic recovery and social protection and lay the foundations for a sustained
post-crisis recovery in Moldova through exports and private investment.

3. In early July, Russia’s consumer protection agency blocked Moldovan wine—a main
export product—from the important Russian market. Citing poor quality, the agency rejected
sizable consignments. The Moldovan and Russian authorities are discussing the matter. Meanwhile,
the Moldovan authorities have advised Moldovan exporters to suspend shipments to Russia until the
issue is resolved.

6. Heavy rains have caused widespread floods in recent days. While the situation is still
evolving, the damage is likely to be significant, with hundreds of houses destroyed, thousands of
people displaced, and large areas of crops flooded. The authorities have appealed to the private
sector and the international community for emergency financial assistance in the form of grants.

7. The authorities have consented to the publication of the staff report and the SMEFP.
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IMF Executive Board Concludes 2010 Article IV Consultation with the
Republic of Moldova

On July 16, 2010, the Executive Board of the International Monetary Fund (IMF) concluded the
Article IV consultation with the Republic of Moldova.’

Background

Moldova has experienced rapid growth in 2006-08 spurred by booming remittances and FDI.
These trends reversed sharply in 2009 with the global downturn, driving real GDP down by
672 percent and giving rise to large fiscal and external imbalances. Since January 2010, the
authorities’ efforts to restore fiscal, external, and financial sustainability and reignite growth are
being supported by two arrangements with the IMF: the Extended Credit Facility and the
Extended Fund Facility, amounting in total to SDR 369.6 million (US$546 million at present).

The economy is steadily recovering, with GDP growing by 4.7 percent in Q1 2010 relative to a
year ago. Economic activity is bolstered by a pick-up in industrial production and trade,
supported by the removal of many restrictions on exports and imports and exchange rate
depreciation, and growth is projected to reach 2.5 percent in 2010. Twelve-month inflation

" Under Atrticle IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of the
Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. An explanation of any qualifiers used in summings up can be found here:
http://www.imf.org/external/np/sec/misc/qualifiers.htm.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202-623-6772 « www.imf.org



reached 7.9 percent in May owing to necessary increases in energy tariffs, exchange rate
depreciation, and increases in excise taxes. However, core inflation remains contained close to
5 percent.

Fiscal adjustment has been strong and focused on restraining current spending. The 2009
deficit came well below expectations as a result of an upsurge in tax revenue and expenditure
savings, and the pace of fiscal adjustment has been maintained so far in 2010.

Monetary policy was significantly eased in the second half of 2009 to inject liquidity in financial
markets. Early in 2010 the monetary stance was slightly tightened to curb second-round effects
from energy tariff increases, but it remains accommodative to shore up the still subdued credit
growth and fragile recovery. The National Bank of Moldova has also announced inflation targets
in support of its objective to maintain price stability. Further development of the new monetary
policy framework would help strengthen policy effectiveness.

The financial sector has been relatively sound. Banks have remained liquid and well-capitalized,
and exposure to foreign assets and institutions in distress is minimal. However, nonperforming
loans remain high at over 17 percent in April 2010—although this ratio seems to have
stabilized—warranting vigilant monitoring of bank stability.

Executive Board Assessment

Moldova’s economy is recovering after the deep recession triggered by the global economic
crisis. In the context of the Fund-supported program, the authorities have made encouraging
progress in reestablishing economic stability and rekindling growth.

Fiscal policy has embarked on an adjustment path. Taking advantage of the faster than
expected recovery, the amended budget for 2010 appropriately saves the bulk of the extra
revenue while allocating more funds for public investment and social protection. The new
system of targeted social assistance has helped reduce extreme poverty. To sustain the pace of
fiscal consolidation going forward, the focus should remain on restraining current spending and
curtailing the oversized public sector.

The moderately accommodative monetary policy stance has been supporting the growth
recovery without losing sight of the inflation targets. After the transitory impact of external
upward pressures on prices and much-needed adjustment of energy tariffs in early 2010,
inflationary pressures have subsided. The central bank closely monitors financial indicators of
the banking sector, which appears liquid and well-capitalized. The gradual shift of the monetary
policy framework towards inflation targeting should continue, while interventions in the foreign
exchange market should aim only at smoothing erratic fluctuations without resisting sustained
trends.



The ongoing and envisaged structural reforms are appropriately focused on stepping up
liberalization and deregulation and creating a business environment conducive to investments
and exports. Building up export potential and expanding access to the vast markets of
Moldova’s major trading partners in the East and West should provide a strong and sustainable
boost to growth. Implementation of government plans to divest state enterprises should help
improve their efficiency and attract additional foreign investments.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case. The staff report (use the free Adobe Acrobat
Reader to view this pdf file) for the 2010 Article IV Consultation with Moldova is also available.




Republic of Moldova: Selected Indicators, 2007-11 1/

2007 2008 2009 2010 2011
Projection
I. Real sector indicators (Percent change, unless otherwise indicated)
Real growth rate 3.0 7.8 -6.5 25 3.6
Nominal GDP (billions of Moldovan lei) 53.4 62.9 60.0 67.1 73.3
Nominal GDP (billions of U.S. dollars) 4.4 6.1 54 5.4 5.8
Consumer price index (average) 12.4 12.7 0.0 9.3 6.0
ll. Fiscal Indicators (general government) (Percent of GDP)
Primary balance (cash) 1.0 0.2 -5.0 -4.4 -2.4
Overall balance -0.2 -1.0 -6.4 -5.4 -3.4
Stock of general government debt 26.9 21.3 30.7 33.7 35.0
lll. Financial indicators (Percent change, unless otherwise indicated)
Broad money (M3) 39.8 15.9 3.2 11.7 11.5
Velocity (GDP/end-period M3; ratio) 20 20 1.8 1.8 1.8
Credit to the economy 51.7 20.3 -4.9 9.5 8.3
IV. External sector indicators
Current account balance (percent of GDP) -16.5 -17.3 -94 -10.4 -11.2
Remittances and compensation of employees
(net, millions of U.S. dollars) 1,419 1,796 1,125 1,323 1,466
Gross official reserves (months of imports) 2.8 5.0 4.0 4.0 4.2
Real effective exchange rate, end-year
(percent change) 12.9 254 -16.2
External debt (percent of GDP) 2/ 62.7 55.9 68.0 74.2 77.0

Sources: Moldovan authorities; and IMF staff estimates.

1/ Data exclude Transnistria.
2/ Includes private and public debt.
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Press Release No. 10/291 International Monetary Fund

July 16, 2010

IMF Executive Board Completes First Review Under the Extended Credit Facility and
the Extended Fund Facility Arrangements with Moldova

The Executive Board of the International Monetary Fund (IMF) today completed the first
review of Moldova's economic performance under the Extended Credit Facility (ECF) and
the Extended Fund Facility (EFF) arrangements. The blended financing arrangements under
the ECF and the EFF for an amount equivalent to SDR 369.6 million (about US$559.18
million) were approved on January 29, 2010 (see Press Release No.10/21). The completion
of the first review makes an amount equivalent to SDR 60 million (about US$90.78 million)
immediately available for the authorities. The Executive Board also modified the end-
September performance criterion on the budget deficit in line with the reduced 2010 deficit
target.

After the Executive Board's discussion, Mr. Naoyuki Shinohara, Deputy Managing Director
and Acting Chair, said:

“Moldova’s economy is recovering after the deep recession triggered by the global economic
crisis. In the context of the Fund-supported program, the authorities have made encouraging
progress in reestablishing economic stability and rekindling growth.

“Fiscal policy has embarked on an adjustment path. Taking advantage of the faster than
expected recovery, the amended budget for 2010 appropriately saves the bulk of the extra
revenue while allocating more funds for public investment and social protection. The new
system of targeted social assistance has helped reduce extreme poverty. To sustain the pace
of fiscal consolidation going forward, the focus should remain on restraining current
spending and curtailing the oversized public sector.

“The moderately accommodative monetary policy stance has been supporting the growth
recovery without losing sight of the inflation targets. After the transitory impact of external
upward pressures on prices and much-needed adjustment of energy tariffs in early 2010,
inflationary pressures have subsided. The central bank closely monitors financial indicators

Washington, D.C. 20431 e Telephone 202-623-7100 o Fax 202-623-6772 « www.imf.org



of the banking sector, which appears liquid and well-capitalized. The gradual shift of the
monetary policy framework towards inflation targeting should continue, while interventions
in the foreign exchange market should aim only at smoothing erratic fluctuations without
resisting sustained trends.

“The ongoing and envisaged structural reforms are appropriately focused on stepping up
liberalization and deregulation and creating a business environment conducive to
investments and exports. Building up export potential and expanding access to the vast
markets of Moldova’s major trading partners in the East and West should provide a strong
and sustainable boost to growth. Implementation of government plans to divest state
enterprises should help improve their efficiency and attract additional foreign investments”.



Statement by Age F. P. Bakker, Executive Director for the Republic of Moldova and
Victor Yotzov, Advisor to the Executive Director
July 16, 2010

The Moldovan authorities appreciate the constructive dialogue with the Fund
management and staff over the years. They attach great value to the close relationship
with the Fund, whose advice continues to support the policy formulation process in
Moldova.

Recent Developments

Growth has outperformed earlier expectations. Real GDP rebounded strongly since the
last quarter of 2009 and now the authorities project a higher GDP growth of 2.5 percent
this year. In spite of this, with still tight credit conditions and ongoing structural reforms,
growth is likely to increase only gradually to about 5 percent in 2012. Exports and
investment are expected to drive activity in the near term, strongly supported by recent
trade liberalization reforms and a more favorable external environment. Due to the
adjustment of energy tariffs, depreciation of the leu, and higher excise rates, twelve-
month inflation spiked to over 8 percent in early 2010, but is gradually subsiding now. It
is expected to return to mid-single digits in 2011 as the effect of the above mentioned
shocks dissipates.

The fiscal position improved significantly over the last months. A solid revenue rebound
in late 2009 and some expenditure savings contained the budget deficit to 6.4 percent of
GDP in 2009. Revenue continues to outperform in the first quarter of 2010 as well and
now the authorities project additional fiscal revenue of 0.7 percent of GDP and lower
overall deficit this year relative to the program.

After a sharp crisis-driven drop to single digits in 2009, the external current account
deficit is expected to widen to slightly above 10 percent of GDP in 2010-11, before
resuming its adjustment. In the medium term, robust export growth and recovering
remittances should steer the current account deficit towards its estimated equilibrium of
about 7-8 percent of GDP. Meanwhile, the recovery of FDI, as well as strong
international assistance, is expected to provide adequate support for Moldova’s external
financing needs. At the same time, as the economy’s borrowing space is being filled
quickly, further external borrowing will proceed at a measured pace to contain external
debt.

With regard to the performance under the program, all PC and indicative targets for end-
March 2010 were observed, and all structural benchmarks were implemented. In
particular, the authorities put in place an action plan for a speedy expansion of a means-
tested social assistance scheme, which has already led to increased enrollment. The NBM
analyzed and shared with Fund staff the results of the diagnostic studies of all banks



completed by an external auditor, which confirmed the banks’ stable condition. The
NBM also prepared legal amendments to the laws on financial institutions and deposit
insurance to strengthen the bank resolution framework. These amendments have been
approved by the Government and submitted to Parliament for adoption.

Fiscal Policy

The Moldovan authorities are committed to developing a fiscal policy framework that is
commensurate with the country’s resources and geared toward promoting growth.
Accordingly, the fiscal strategy, as underscored in the original MEFP as well as in the
recent supplement, is based on four main pillars:
e Essentially eliminating the large structural fiscal deficit over several years, at a
pace matching the economy’s speed of recovery;
e Achieving fiscal adjustment mainly through restraints on the unaffordable public
sector wage bill and low priority current spending;
e Strengthening revenue primarily through improved tax administration to broaden
the tax base and reduce fraud and abuse; and
e Using the created fiscal space to increase infrastructure investment and provide
well-targeted social assistance to the most vulnerable.

Consistent with this strategy, and reflecting the improved revenue outlook, the authorities
adopted a revised 2010 budget to a deficit of 5.4 percent of GDP — down from 7 percent
as envisaged in the original program. Moreover, fiscal consolidation efforts through
restraints on current spending will continue next year. To advance the ongoing structural
fiscal adjustment, the authorities aim to reduce the budget deficit further to 3.4 percent of
GDP in 2011, while creating room to expand the strategically important capital
expenditure. This will be achieved mainly through further rationalization of current
spending, supported by limiting budgetary sector employment. The budget is also
expected to take advantage of gains in revenue (up to 1 percent of GDP) stemming from
the strengthening economy, increased grant assistance, and higher tax collection.

In addition, to improve control over budget execution, the authorities have already
drafted a law on internal financial control, which will create internal audit units in central
administration agencies. It is expected that the law will be passed by Parliament by end-
September 2010 and the units to be fully operational by end-December 2010.

Monetary and Exchange Rate Policies

The NBM continues to develop its new monetary policy strategy focusing on inflation as
a single nominal anchor. Despite some short-term challenges, steady efforts by the NBM
to improve its communication and forecasting capacity will help increase effectiveness of
monetary policy in the medium term. Furthermore, the NBM is considering increasing its
operational flexibility, including by extending the policy horizon and widening the target
range to accommodate high underlying uncertainty and the still underdeveloped
transmission mechanism. At the same time, the NBM is planning to propose amendments
to the central bank law that further strengthen its monetary policy framework, including
by shortening the lag between the adoption and effective dates of policy changes



The main challenge for the central bank is bringing inflation to mid-single digits while
avoiding premature tightening. On current trends, the likely overshooting of the end-2010
objective of 5 £1 percent should be short-lived. The recent NBM interest rate hikes have
contributed to stabilizing inflation expectations (thus alleviating second-round effects
from the cost-push shocks) and calming the foreign exchange market. As domestic
demand does not generate inflation pressures at present, the monetary authorities believe
that a pause in monetary tightening appears appropriate to reassess the inflation outlook.
Further monetary tightening may be considered if domestic demand recovers strongly
and/or sustained depreciation pressures emerge. Meanwhile, NBM’s interventions in the
foreign exchange market will continue to aim only at smoothing erratic movements, but
not resisting sustained depreciation pressures.

Financial Sector Policy

Limited financial integration has kept Moldova insulated from the international financial
turmoil. Banks have remained liquid and well-capitalized, and exposure to foreign assets
and institutions in distress is minimal. Moreover, low interdependency limits the systemic
threat from individual bank failures. However, nonperforming loans, currently above 17
percent of total, remain high and give cause for some concern.

Notwithstanding the abating immediate financial sector tensions, the authorities have
embarked on strong contingency planning to guard against future risks. In addition to the
forthcoming strengthening of the bank resolution legislation, further institutional action
should ensure appropriate interagency coordination and demarcation of responsibilities.
In this context, a high-level Financial Stability Committee, including senior policymakers
from the institutions likely to respond to financial emergencies, has been recently
established and is already operational.

The authorities focus on removing impediments to bank credit through facilitating
resolution of problem loans and strengthening contract enforcement. They are also
studying how resumption of credit can be facilitated by enhancing the speed and
predictability of collateral execution by banks and by strengthening regulatory incentives
for banks to restructure nonperforming loans. To this end, the authorities consider making
NBM regulations more supportive of debt restructuring, including by allowing faster
reclassification of restructured loans into lower-risk categories.

Structural Reforms

The authorities’ general goal remains cutting red tape and stimulating private investment
and exports. To this end a number of export and import restrictions and simplified
licensing and custom control procedures have been implemented. In addition, the
authorities plan to implement additional measures, including simplifying the VAT regime
for exporters; lowering cost of doing business by reducing the frequency of inspections of
enterprises by various state agencies and simplifying access to digital signatures. Also,
the authorities continue to review and streamline business regulations and permit
requirements.



To promote trade, the authorities plan to extend the “one stop shop” provision of business
services to the customs administration while also creating adequate IT capabilities to
enable automated data exchange and electronic document processing. The Export
Promotion Organization will be strengthened further with a view to turn it into a one stop
shop with a wide range of consultancy services for exporters and investors.

The authorities are strongly committed to a credible strategy to resolve structural
problems in the energy sector. A long history of politicized heating tariff setting has
already bankrupted the heating company Termocom, created large domestic and external
gas payment arrears, with snowballing effects from underinvestment and inadequate
coordination between creditors, utility companies, and the authorities. To remedy the
situation, the government is working on a strategy that would include a general
agreement between all interested parties on a restructuring plan for the sector as a whole.
Until then, Termocom’s ability to operate will be preserved through a credible creditor
coordination framework.

With the external investment climate gradually improving, the government will revive
efforts to divest its noncore assets. By end-2010 the government, with assistance from
international financial institutions, will seek to select an advisor to explore and propose
options to develop the telecommunications sector, including through divestiture of
Moldtelecom. At the same time, by end-2010 the authorities plan to review the list of
state assets and prepare a timetable for the divestiture of other public companies to
facilitate liberalization of key sectors, particularly air and rail transportation.

The authorities fully acknowledge that a modern economy requires efficient and
motivated civil service and are strongly committed to raising efficiency of the public
sector. In this regard, the main objective is introducing a new merit- and performance-
based wage system for public sector employees. As a first step, by end-2010 the
Government will put efforts to finalize the descriptions of job functions and
responsibilities and assess the needs to restructure institutions and offices. The new
system should not lead to a marked increase in the public sector wage bill and will be put
in place by end-September 2011

Finally, the Moldovan authorities believe that the policies set forth in the SMEFP are
well designed and sufficient to achieve the objectives of the program. At the same time,
they stand ready to take any further measures that may become necessary. In accordance
with the Fund’s policy, the authorities will consult with the Fund on the adoption of these
measures, and in advance of revisions to the policies contained in the SMEFP.





