Republic of Moldova
M emorandum
of Economic and Financial Policiesfor 1999

The following Letter of Intent and Memorandum of Economic and Financial Policies of
the government of Moldova describe the policies that Moldovaintends to implement in
the context of its request for financial support from the IMF. It is being made available
on the IMF website by agreement with the member as a service to users of the IMF
website.

Chisinau, July 29, 1999
Dear Mr. Camdessus

We are pleased to convey to you the attached Memorandum of Economic and Financial
Policies for the remainder of 1999, describing the policies of the Moldovan government
and Nationd Bank and supported by areformist mgority codition in parliament. We are
firmly committed to the promation of economic gahility and the implementation of
gructurd reform in order to redize Moldovas potentid for economic growth. During the
past year, Moldovafaced significant chalenges, the economic and financid environment
worsened congderably since the regiond financid crisis began last August. We have
responded by moving to strengthen public finances, while mantaining our liberd

externd trade and exchange regime. We have aso worked intensively with our foreign
creditors to reach agreements on debt redructuring and clearing our arrears.

We recognize that these efforts have not been fully successful; the regiond crisishas

been more severe and longerlagting than we anticipated, and the change of the
government in early 1999 dowed our efforts. With agreement with the Fund staff in May
on alig of structurd measures and revised financid targets for end-June, we have now
moved decisvey to srengthen policy implementation. All of the measures that were to
have been taken prior to the consderation of the program by the IMF Executive Board, as
st out in Annex | of the MEFP, have been taken and are officidly effective.

On the basis of the measures taken to bring the program back on track and satisfactory
fulfillment of the end-June targets, we request completion of the fourth review of the
program under the extended arrangement. We dso hereby request waivers for
nonobservance of the quantitetive performance criteria for end-June set a the time of the
third review as well as the nonaccumulation of externa payments arrears. We believe that
the policiesin the attached MEFP are adequate to achieve the objectives of the economic
reform program, but are prepared to take additionad measures that may be appropriate for
this purpose. Thefifth review under the

extended arrangement will be based on end-September performance and will focuson
budget implementetion, the Satus of large scde privatization, the hedth of the financid
sector and Moldovals record on externa debt service payments.



Sncerdy yours,

I} IS}
Mr. lon Sturza
Prime Minister Mr. Leonid Tdmeci
Govenaor
Nationd Bank of Moldova
IS}
Mr. Petru Lucinschi
President
Republic of Moldova
Attachments
Mr. Michd Camdessus
Managing Director
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REPUBLIC OF MOLDOVA

MEMORANDUM OF ECONOMIC AND FINANCIAL
POLICIES FOR 1999

. INTRODUCTION

1. After thefirgt year of red GDP growth since independence, economic growth again
turned negativein 1998, dropping by 8 ¥z per cent, largely because of the severe
impact of the crigsin Russia on exports. Both indudtria and agriculturd production fell
on the order of 11 percent in red terms. On the structurd Side, dthough some progress
was made in mid-year and again in the find quarter, ddaysin energy reforms and fisca
restructuring, in particular, undermined progress in reducing macroeconomic imba ances.
Strong financid measures were undertaken in late-1998/early-1999 which focussed on a
sharp tightening of fisca palicy, in the context of the third review of our EFF program.
Nevertheess, thered and financia shock from economic crissin Russaand the region
have continued to weigh heavily on the Moldovan economy as evidenced by a collgpse of
45 percent in exportsin thefirg haf of 1999. Asareault, projected economic growth for
1999 has been lowered from amodest recovery of 1 percent to afurther decline of 5
percent.

2. In February, 1999, the prime minister resigned and negotiaions among codition party
participants and the president to form a new government continued into March. We
recognize that delaysin policy implementation, especidly on the sructurd sde, have
contributed to alack of public confidence in reforms. Also many performance criteria sst
for December 1998 and March 1999 were missed. The new government led by Prime
Miniger Sturza, which took office in March, 1999, is firmly determined to creste anew
momentum of structura reforms designed to foster private sector invesment and achieve
sugtainable economic growth. To this end the program places particular atention on the
breek up of gate farms and development of aland market, the reform and privatization of
the energy sector, the strengthening of tax administration and expenditure control, and the
rationdization of the public sector. However, with the delays mentioned above and the
more difficult externa environment, the end-June performance criteria established in
November 1998 were no longer attainable. As aresult we reeched understanding on
revisad quantitetive targets for June with Fund staff, together with a comprehensive set of
Sructurd prior actions to establish a short track record of policy implementation. These
quantitative targets for June were broadly met, as have dl the structura prior adions. On
thisbasis, we request waiver s for the non-observance of the performance criteria
edtablished for end-June. Also, we have accumulated externd payments arrears since the
third review and request awaiver of non-observance of this performance criterion on the
basis of the actions we have taken as explained below (paragraph 34).

3. Notwithstanding these recent achievements, the Stuation remains very fragile, and will
require adherence to a grict policy of financid discipline over a sustained period, to re-
establish public confidence in our financid and economic policy. We are well aware that



the progress made in abilizing the economy since independenceis a risk. To thisend,
we are continuing to take measures as described below, to ensure that the EFF
program remainson track and to lay the base for sustainable growth in 2000. This
memorandum describes our program for the remainder of 1999 as a basis for completion
of the fourth review under the EFF arrangement from the Fund. We expect to initiate
discussions on a program which could be supported by an ESAF arrangement or possibly
acombination of ESAF and EFF resources thisfall.

[I. MACROECONOMIC AND STRUCTURAL PROGRAM FOR 1999

4. Our program for 1999 cdlsfor asteady application of tight financial policiesand
accelerated structural reforms that should sharply reduce our budgetary financing
requirement, reduce domestic arrears and diminate externd ones, reduce the current
acocount deficit, and retore confidence in the leu a anew levd. We expect that thiswill
lay the foundation for a recovery of red growth in 2000 with a further reduction of
inflation. Curtalling the overdl budget deficit, to ease pressure on bank financing and
stop the accumulation of arrears, remains the key to program success. On a commitments
bag's, the deficit will be reduced to 3.0 percent of GDP from over 8 percent in 1998 and
the preceding two years. A more prudent fiscd policy, establishment of hard budget
congraints (including the sharp reduction of barter and offset operations, disconnection
of nonpaying cusomers in the energy sector, and a more proactive gpplication of the
bankruptcy law), and acceerated large-scae privatization, should aso encourage foreign
investment and exports while discouraging excessive energy consumption and theft. Over
the short term however, and under the weight of the continuing crissin Russig, by far
Moldovas largest trading partner, economic activity is expected to remain severey
depressed. Real GDP is expected to decline by 5 percent in 1999, with mogt of the
decline occurring in the firg hdf of the year. Inflation, which had dedined more quickly
than expected early in the year, accderated in May/June, in part reflecting the sharp
depreciation of the leu in May. The program amsto limit inflation in the second half of
1999 to 6 percent and 282 percent for the year asawhole. M onetary policy has been
tightened and the NBM will contain domestic liquidity aided by areduction in bank
financing of government. In particular, following a sharp erosion in the demand for le in
late-1998 and early-1999, accompanied by sgnificant dollarization, akey program
objective isto restore confidence in the leu. The external current account deficit is
projected to contract sharply to 9.7 percent of GDP from 17.7 percent in 1998, reflecting
the significant decline in domegtic demand.

5. We have made sgnificant progressin dearing externd arrears, with aheavily
discounted buyback of $140 million of bonds occurring in early-June and agreements
with Romania and severd commercid creditors. Despite our best efforts, it has not yet
been possible to condude negotiations with Russa on officid bilaterd debt rescheduling,
which were a an advanced sage in April, owing to governmentd changesin Russia As
of end-June 1999, arrears, direct and guaranteed, on public debt, stood a $90 miillion, of
which $75 million were to Russa, al of which were under negotiation, most a an
advanced stage.



[11. FISCAL POLICY

6. The keystone in our economic recovery program isthestrengthening of public
finances building on the measures taken in late- 1998 and in the 1999 budget. While
revenues were week in the first quarter of 1999, owing in part to a greater-than-expected
impect from the continuing crigsin Russa, we have taken sepsin May/Juneto
sgnificantly strengthen tax adminigtration, including the creation of fisca pogts dong the
Transnistrian adminidrative border and the establishment of a Large Taxpayers Unit. We
are a'so proceeding with an unprecedented consolidation of locad government which will
sgnificantly reduce public sector employment over the medium term. Public sector
sdarieswill be contained a their present levels and no increases will be made without
prior consultation with Fund gaff, in order to contain the wage hill.

7. The 1999 budget has been updated to reflect the impact of the revenue enhancing
measures described above, as well as the impact of the continuing crissin Russa, which
has severdly affected economic activity and the tax base. The overdl deficit on a
commitments bas's has been raised to 3.0 percent of GDP (Mdl 386 million), from 1.7
percent of GDP in the origind program. A cash deficit target of Mdl 407 million or 3.1
percent of GDP (versus 2.6 percent previoudy) has been s&t. In addition, about Mdl 110
million, not origindly included in the program (0.8 percent of GDP) is now expected to
be received as grants from officia donors. A reduction in domestic expenditure arrears of
Md 65 million has been programmed in the second hdlf following the large build-upin
thefirg hdf. The fisca deficit on a commitments basis, while loosened from the targets
origindly gpproved in the 1999 budget, neverthe ess represents amgor tightening
relative to the leves of 1998 and the previous two years. We aso remain committed to
cgpping netting operations at amaximum of 10 percent of revenuesin 1999 (from

34 percent in 1998) and diminating them atogether by 2000.

8. On therevenue side, the government is implementing a program to close the channdls
of smuggling over the border with Ukraine, especidly via Transnidria. The government
decision, passed in April festuring permanent and mobile fisca posts and clear
operationd responghbilities, represents a sgnificant policy sep. The lack of aformd
customs and tax collection presence vis-&visthe Transnigtriaregion haslong

undermined fiscd revenues. Initid results are encouraging. The Large Taxpayers Unit,
which had been formed in 1998, but which had not been operationdly effective, has now
been given the necessary resources and authority by aminigteria order in line with
technica assstance from the Fund, and has become fully operationd. In an effort to
strengthen customs adminigtration, atender to hirean import pre-inspection service to
document the content and vaue of imports, ddayed from end-1998 has been announced;
awinner will be chosen before end-September, with the service to be fully in place by
end-1999. We are committed to maintaining a moderate and transparent taiff regime
featuring only threerates. A reduction in the average tariff will be included in the 2000
budget within our 3 rate sysem in consultation with Fund gaff. Submission to parliament
of adraft code on local property taxes, combining the real estate and land taxes,
coordinated with the USAID fiscd reform project, has been set back owing to ddaysin
meaking the cadadtre fully operationd. However, we are preparing a va uation method,



with foreign technicd assstance, which will be ready by end-December for submission
to parliament with the draft code on loca property taxes.

9. As pat of our drategy to strengthen revenue performance and to favor asmple,
transpar ent and equitable tax policy, we are determined to resst dl callsfor tax
exemptions, holidays, or deferrds of any kind. Given the severity of the economic
dowdown, and the increase in internationd oil prices, we have agreed to maintain excise
duties on petroleum products, dcohol and tobacco in nomind terms until end-September.
Coallection will be monitored closaly and we agree to compensate any revenue losses due
to the erosion of the excise dutiesin red terms with expenditure cutsin the find quarter
of the year.

10. Since January 1, 1999, dl aollection operations of the Social Fund have been
undertaken (both in cash and in kind) by the State Tax Ingpectorate (ST1) of the ministry
of finance, which has materialy improved revenue performance. The ceiling on in-kind
contributions accepted by the ST1 are being sharply reduced from less than 50 percent of
revenues in the firgt half to no more than 25 percent in the second half. As of 2000, in-
kind payments will be accepted for dearance of higtoric debts and up to a maximum of

50 percent only. Further, to conform with the requirements of the Law on Public Pensons
passed in October 1998, in-kind receipts will be sold a market prices, and not as was past
practice, passed on as penson payments-in-kind, except for those used for historic debt.

11. The 1999 budget featured a sharp reduction in nomind expenditure of dmost

1 percent of GDP as compared to last year's outturn. A partial hiring freeze, under
which no more than one employee can be hired for each two thet leave government
sarvice has been in effect snce January 1, 1999. We are implementing a rationaization
plan on education outlays, induding school dosings, increases in the sudent-teacher
ratio cdloser to internationa norms, and reducing the teaching week to five daysin schools
and other educationd inditutions. Expenditures on health are dso being rationdlized,
without aloss of essentid services, by dosing inefficient and underutilized local
hospitas, reducing hospital stays, reducing support gaff to internationa norms,
formdlizing user charges, improving cost recovery and somewhat reducing doctor
training fadilities The rationdization of education and hedth follows recommendations
mede by a Fund FAD technica assgtance misson in mid-1998, aswell as efforts under
the World Bank Public Sector Reform (PSR) credit and Hedlth Reform Project.
Subsidies on vineyards and milk production were dso diminated as programmed. We
have dso intengfied efforts to identify and accept goods from the United States
government in connection with the sde of military hardware in 1997. Subsdiesto
agriculture have been explictly identified and have been limited to Mdl 75 million as
programmed. Numerous other expenditure cuts are being implemented, including a17
percent cut in the defense budget. No further agricultura support will be provided in any
form, induding the establishment of procurement funds. Additiona measures have been
taken to reduce compensations for hegting and energy by eiminating various privileges
and through better targeting.



12. The Law on Local Public Finances, which amsto reform and codify the rdaions
between the centra budget an locd government budgets as of 2000 aswell as set norms
for loca budget preparation and execution, has been reviewed by Fund staff. The law was
submitted to parliament in early June and passed in early July and, as provided for in the
program, Fund gtaff suggested changes were largdly incorporated in the law, athough
further revisons may be necessary.

13. In addition, the Social Fund Budget requires modification to rectify serious

sructurd deficiencies. The following changes will beincluded in arevised budget to
be passed by parliament before end-October 1999, notably: (i) separate the sources
and uses of fundsfor Socid Insurace and Socid Assstance and to provide arevised
classfication; and (ii) severa non-priority items and privileges will be diminated: spas

and sanatoria, pensonsto former parliamentarians, additiona payments to government
members. Notwithstanding these measures, the imbaance in Socid Fund operations will
remain large and further steps will be needed, which we are actively working to identify
with the assstance of the World Bank. In the interim we cannot afford any generd or
Specia pensgon benefit increases.

14. We are d 0 pursuing a strong program of fiscal structural measuresin line with our
medium-term objective of fisca sustainability, increesing the transparency and efficiency
of government fiscd operations, and ensuring the timely servicing of externd debt. We
are continuing to devdlop amodern treasury systemin the ministry of finance, with

ass gance from the Fund, which will improve expenditure management and control and
short-term budget forecasting and planning. The system, which is being progressvely
extended to the locdl leve, beginning with revenues, is expected to be completed in 2000.
We have requested sgnificant technica and financid assistance from the World Bank for
computerization of the system and linkages to the budget. The Law on Administrative
and Territorial Reform is being implemented, with the number of locd adminigrations
cut from 38 to 11. Locd adminidrations employment is expected to be sharply reduced,
with sgnificant savings to the budget from 2000. Additiond savings should beredized in
nonwage expenditures and digtrict adminidtration as the new gructures are put in place.

15. We are continuing to streamline government operations through the consolidation of
gover nment departments and ministries. The customs service was made a part of the
minigtry of finance, the former minidry of privatization is now part of the ministry of
economy, and the financid guard has been placed under the STI in the minigtry of

finance. We have a so reduced the centrd staff of the ministry of agriculture and removed
about one-hdf of agriculturd adminigrators in digricts from the government payroll. We
are sudying proposas for further consolidations a other minidiries, and expect to
implement further rationdizationsin 1999/2000.

16. The Laws on Public and Private Pensions, which reforms the existing pay-as-you
go systemn, became effective on January 1, 1999 and is been actively implemented with a
view to srengthening the financid pogtion of the Socid Fund. The law increased the
retirement age; diminated privileges; required contributions to the Socid Fund to bein
cach; and tightened the linkage between individud's contributions and benefits, induding



through the establishment of individua socid security accounts. We are working with the
World Bank to implement these changes and to improve the targeting and efficiency of
socid protection services under the Socid Protection Management project and under the
PSR project.

17. We remain firmly committed to avoid any quasi-fiscd interventions through the
banking system, notably directed credits from the NBM and commercid banks, indluding
to loca adminigrations. We have ended the practice of guaranteeing loans by the Sate
and grengthened the STI management o debtors. We are implementing astrategy to
recover funds from defaulters on government guarantees and firmswith large arrearsto
the gtate through bankruptcy, restructuring and liquidation proceedings through
government decison no. 340.

IV. MONETARY POLICIESAND FINANCIAL SECTOR REFORMS

18. The NBM remains committed to a policy of monetary targeting. The monetary policy
objective for the second hdf of 1999 isto strengthen public confidence in the leu by
maintaining tight domestic liquidity conditions, while supporting a strengthening of the
banking sysem. A rebuilding of officid reserves coverage to 3 months of imports a
current levelsis programmed which will require areduction in credit to the government
of Mdl 135 million (11 percent of reserve money a end-June) in the second hdf. To this
end, both interest rates and the nomind exchange rate will be dlowed to moveto levels
congstent with the monetary objectives. In particular, the NBM will limit its foreign
exchange market intervention to meeting the program's reserves target and drictly avoid
any administrative means of influencing the rate. Since early November 1998, the NBM
has nat intervened in support of the exchange rate, dlowing the leu to fluctuate fredy as
determined in the interbank market. Following a period of stabilization in the first

quarter, the currency again came under pressure in May/June depreciating steedily to
around Mdl 12/$, before recovering somewheat to around Mdl 11/$in early duly. The
authorities are convinced of the appropriateness of a free, market-determined float
exchange regime and remain committed to maintaining current internationa transactions
free of any restrictions that could run counter our obligations under Article V11, sections
2, 3, and 4 of the IMF Articles of Agreement.

19. Notwithstanding the measures taken to tighten liquidity in late-1998, the demand for
money has not yet sabilized, and the Stuation remains fragile. The economy has become
much more dollarized, with foreign exchange deposits a end-June representing 35
percent of broad money, up from 10 percent in 1996-98, an underestimate as Sgnificant
foreign exchange cash baances are held by the public. In thefirst haf of 1999, reserve
money growth was held to 18 percent, reflecting an improvement in NIR of $13 million
(12 percent of beginning reserve money). Should the demand for money strengthen more
than expected, it may be possble, in consultation with Fund g&ff, to ease the high reserve
requirements from their present level of 15 percent. In theinterim, and asafirs sepin
reducing the onerous nature of the requirement, the NBM has increased the rate of
remuneration on required reserves to 15 percent and will raise it progressvely to the leve
of the rediscount rate by end-December 1999.



20. Conggtent with this policy and achieving the inflation objective of 6.0 percent in the
second hdlf of 1999, NBM net credit to government will be reduced by Mdl 35 million
and Mdl 200 million in the third and fourth quarters of 1999, respectively, following a
period of heavy bank financing since late-1998. Thiswill be made possible by adherence
to the budget deficit target and the significant externd budget support. The NDA of the
NBM istargeted to decrease in the second haf of 1999 by Mdl 130 million (10 percent
of reserve money a end-June), dlowing for a needed build-up in reserves and contain
reserve money growth. Under present conditions, we condder it necessary to maintain the
secondary liquid asset sub-celling requirement at its present level of 5 percent for the
time being. The government is dso aware of the danger of decapitaizing the NBM
through excessive profit transfers, and a provisiond transfer mechanism has been agreed
for 1999. From 2000, the budget will specificdly provide for the return to an ex-post
profit transfer mechanism in conformity with international standard practice.

21. The NBM is dso continuing to strengthen its operations through improved

accounting and internd auditing, following the recommendations of the report of the
NBM'sfirg annud externd audit and Fund technicd assstance. The NBM will continue
the practice of Annuad Externd audits. While a properly financed and structured deposit
insurance scheme can build confidence in the banking system, we believe that the present
environment is not conducive to the introduction of deposit insurance and will resist cdls
for itsintroduction until the financid Stuation sabilizes and bank soundnessis more
secure, in consultation with Fund staff. The NBM will support the expected consolidetion
of the banking system, as aresult of the two-step capitd adequacy requirement increases
in July and December 1999 with a further large increase at end-2000. We will continue
efforts to strengthen banking supervison and enforcement of prudentia regulations,
including remova of management, bank license withdrawas, and encourage mergers of
banks not in compliance with minimum cgpitd reguirements I n thisregard, the
authorities, through the justice and interior ministries, and the prosecutor,
undertakesto take the necessary legal and administrative stepsto accelerate court
procedur es to complete the liquidation of closed banks, which has been
unacceptably dow and placed an undue burden on the supervisory capability of the
NBM . The stuation a the Savings Bank is under careful review following the
government'stake-over of the bank and ingdlation of new management. A drategic plan
to restore the financia condition of the bank or restructure it has beenapproved by the
government and the NBM. The rehabilitation plan is being actively implemented by new
management aming a restoring the bank's capita and liquidity through the effects of the
plan by end-1999. The World Bank is studying the banking system and may d<o provide
assstance to the sector, aong with that of bilateral donors.

V. PRIVATIZATION AND OTHER STRUCTURAL POLICIES

22. A marked degpening and acceleration of sructural reforms isan indigpenssble
element to complement our strengthened financid policies amed at securing economic
recovery. In thisregard, we have been focussng intengfied efforts in the energy sector,
which has been the greatest handicap to our reform efforts so far. Negotiations with
Gazprom on the privatization of Moldovagas fegturing a debt-equity swap have been



completed, and the company officidly registered. Gazprom has amgority sharein the
new joint sock company, with Moldova retaining a 35 percent share. In 1999, we will be
undertaking preparations, supported by the World Bank, amed & offering this share for
sdein 2000. We confirm that this deal removes the gover nment from any financial
responsbility for guaranteeing payment for future gasdeliveries, directly or
indirectly, while existing debts and arrearswill be reduced by $47 million by this
oper ation and by the pending issue of $90 million in bonds. A surcharge on energy
tariffs sufficient to service the additiond officid externa debt resulting from the issue of
these bondsis in place and will be enforced to coincide with the bond issuance.

23. We are attivdly implementing aplan to privatize the eectricity sector. Inlate-1998,
parliament passed enabling legidation to bresk-up the eectricity sector and creste seven
generation, transmission, and didtribution units. Individud privatization plansfor the

three digtribution companies have been gpproved, a contract with an investment bank
advisng on the privetization sgned, and tenders prepared. The digtribution companies

will be offered a tender by end-September, 1999 and we expect to complete sdes
agreements before end-1999. Prepar ationsto tender the electricity generation
companies by March 2000 are underway With respect to Tirex-Petrol, thelaw on the
individud privatization of the company was approved by parliament in July, 1999 and the
company will be offered for sde. We expect to complete the privatization of Tirex-Petrol
by end-1990.

24. We are d 0 taking steps to complete the privatization of other large-scae objects,
despite the difficult investment environment in Moldova and in the region. The most
important of theseis M oldtelecom. Following afaled atempt in 1998, we have
contracted for an internationd financid audit to be completed by end-September, while a
law creating an independent regulatory agency has comeinto effect, with the agency to
begin operations before end-September, 1999. We are working dosely with the EBRD
and the IFC on a privatization Srategy involving ther finencid participation. We will

hire an investment bank advisor to assgt in the privatization and launch atender for a
mgority stake by agrategic investor in the firm before end-1999. In theinterim,

M oldtelecom will not be permitted to contract any further external debt, pending its
privatization. The recent commercia borrowing isbeing reviewed by the EBRD and

IFC to ensure its congstency with the privetization strategy. We are dso working with
investment advisors to develop a privatization srategy for the plants in thetobacco
sector, and expect to announce a tender for these units by September 30, 1999. We have
a0 recently gpproved individud privetization plans for five mgor wineries and will

offer them for sale by public tender by end-1990.

25. Ancther key gructurd measure involves the liquidation of the gate farms and
digribution of land to individud farmers, implemented with help from USAID. From a
pilot project in 1997, we have expanded the project nationwide to dmost 900 former Sate
farms and are aming a completing the process by mid-2000. At end-1998, 241,000
private farms had been registered, representing some 317,000 hectares (about 30 percent
of total agricultura land) with 230,000 parcd s titled/registered to participants under the
program (representing about 6 percent of agriculturd land). By end-June 1999, some 400



collective farms had entered into the privatization procedures and around 8 percent of
land titled. We will have processed 600 farms by end-1999, with a least 400 liquidated
and individud titlesissued representing 40 percent of agricultura land. This program has
been supported by legidation that has alowed the restructuring of former collective
farms to move ahead without tying up the sector in lengthy bankruptcy proceedings, by
debt restructuring that transfers socid assets (schools, dinics, etc.) to loca governments
in stisfaction of debt to the public sector.

26. The law on restructuring farm debt approved in July will alow for the distribution of
movesble property, vineyards, and orchards outside the bankruptcy process, while
dlowing fixed assets to be subject to the bankruptcy process while preserving bankruptcy
procedures for private debt. We recognize that a proactive gpproach to bankruptcy is
necessary to establish hard-budget congraints for economic agents and diminate the use
of resources by enterprisesthat are not viable in amarket environment. Nearly100
bankruptcy actions (liquidation and restructuring) are now in the courts but few have
been completed, in part because of court persond bottlenecks. To demondtrate our
commitment to the bankruptcy process, we will ensure that adequate resources are made
avallable for the full functioning of the bankruptcy courts induding the recruitment and
traning of a least 50 liquidators. By end-September, we will complete bankruptcy
proceedings for at least another five enterprises. The collateral law has dso been
amended to provide for smultaneous execution of sde and purchase documents,
mortgages and foreclosure procedures.

27. Asregards the tradability of land, afixed fee schedule for notary services hasbeen
goproved by parliament and the National Cadastre isbeing progressively put in place

with help from the World Bank and others and dl 38 regiond offices have now been
established.

28. We are srengthening our efforts to establish afirm legal framework for amarket
economy, which isakey component to improving trangparency and good governance.
The creation of a modern civil code has been unduly delayed and we have taken
specific stepsto restart the process of approving this fundamental law. An officid
draft was submitted to the government on July 21, 1999. By October 31, 1999, we will
have gpproved a draft and submitted it to parliament for congderation.

29. We recognize the importance that timely and accurate nationd Statistics play in the
formulaion and monitoring of macroeconomic policy and performance. We are
committed to addressing the shortcomings of our Setidtica data, especidly asregards the
timeliness and coverage of our nationd accounts, and will provide additiond financid
and human resources required to upgrade and develop our gatigtica performance. In this
regard, we shall seek additiond technica ass stance from the donor community and
expedite the implementation of past technica assstance recommendations.



VI. EXTERNAL POLICIES

30. We expect that with the sharp reduction of the fiscal deficit and structurd reforms
imposing hardbudget congtraints on public enterprises, especidly in the energy sector,
the externd current account deficit will be sharply reduced from the unsustainably
elevated levels the pagt few years. Based on prdiminary results, in the firgt haf of 1999,
the trade deficit was reduced by 60 percent when compared to the same period in 1998,
reflecting a drastic compression of imports by 51 percent. Norn-energy imports, about
three-quarters of tota merchandise imports, have been serioudy impacted by the 60
percent depreciation of the leu snce mid-August, 1998, dropping 58 percent. Energy
imports have fdlen by 30 percent.

31. On the export Sde, the collapse of exports to Russa and other BRO countriesin the
wake of the Russan crisis could only be partialy and gradualy compensated for by
increased exports to new markets. As aresut, theleve of exports was down by 45
percent in the firgt haf of the year when compared to the same period in 1998. The
depreciation of the leu is not expected to result in sgnificant diversfication from
traditiona export markets and increase the profitability of new export venturesin the
short term. Accordingly, we are only expecting a moderate recovery of exportsto Russa
together with a dight rebound of norntenergy imports for the remainder of theyear. Asa
result, the current account deficit is expected to be reduced to around 10 percent of GDP
from dmogt 18 percent in 1998.

32. Our difficult externd position is being supported by expected baance of payments
assgtance from officid creditorsin the second hdf, in particular from the World Bank
($40 million), and the EU ($16.5 million). This support is needed to help us meet our
objective of ensuring timely externd debt service payments, as well as permit a
sgnificant build-up of foreign exchange reserves to about $200 million, or the equivaent
of about three months of imports of goods and services. Externd debt servicein 1999 is
expected to represent 43 percent of export earnings, with the externa debt stock rising to
around 115 percent of GDP.

33. We remain fully committed to aliberd foreign exchange regime and will maintain

the exchange rate policy described in paragraph 18, above. We will not impose or
intengfy any exchange redtrictions, introduce or modify any multiple currency practices,
conclude any bilatera payments agreements that are inconsstent with Article VIII of the
Fund's Articles, or introduce or intengify any import restrictions for balance of payments
purposes. We are ad so committed to maintaining aliberd trade regime and will maintain
our smple three tariff rates 5, 10, and 15 percent. We are advancing in discusson on
WTO membership, which we expect will be finalized in 1999.

34. We arefully aware of the risks that our high external debt posesto the sustainability
of thefiscd and externd postions. We will therefore carefully monitor and control the
future evolution of debt and refrain from contracting nonconcessiond externd debt and
issuing externad guarantees by the government and NBM, including by public enterprises.
Regrettably, we continued to accumulate externa arrearsin 1998 and early 1999. Mogt of



these have now been diminated through agreements with commercid creditorsand a
buyback of a $140 million of commercid bonds. We expect that negotiations with the
Russian government, which were a an advanced gage in April, 1999 will be completed
in the third quarter. However, continued support from officid bilaterd and multilatera
creditors, on the bad's of the consultative group meeting held in December, 1998, should,
together with the financid and structura measures described above, ensure sufficient
externd financing for 1999 and help boost foreign investment and confidence.

VIl. PROGRAM MONITORING

35. The prior actions we have taken for the fourth review under the EFF arrangement are
summarized in Annex |. Structur al benchmarks are summarized in Annex 11, while the
performance criteria, and adjustors, are set out in Annex I11. All program purchases will
a0 be subject to financing assurance reviews, which will review progressin the
restructuring of the external payment arrears referred to in paragraph 5.

36. The fifth reviewunder the EFF program based on end September 1999 performance
will be completed by November 15, 1999. It will focus on budget implementation; the
datus of large-scale privatization, epecidly in the energy and tdecommunications
sectors; the hedth of the financid sector; and Moldovas record of timely servicing of
externa debt and clearance of externd arrears. It will establish performance criteriafor
March 31, 2000; the sixth review will be completed before April 30, 2000. We expect to
begin discussons on a program that could be supported by an ESAF arrangement or
combination of ESAF and EFF resources in the fal of 1999 and expect that it could bein
place in early-2000.

5} I}
Mr. Anatol Argpu
Minigter of Finance Mr. Leonid Tdmeci
Governor, Nationd Bank of
Maddova
5}

Mr. Alexander Muravschii
Deputy Prime Minigter and
Minigter of Economy and
Reform



Moldova: Structural Measuresto be Taken by June 15/July 15, 1999

1. Approvd of aMinigerid Order on strengthening the Large Taxpayer Unit of the State
Tax Ingpectorate in line with IMF (FAD) recommendetions (June 15)

2. Effective implementation of Government Decree No. 362 so that 30 mobile and 17
fixed fiscd podts a the adminidrative border with Transnigtria are fully operationd (June

15

3. Parliamentary gpprova of amendments to the collaterd law to provide for
simultaneous execution of sde and purchase documents and mortgages, aswell as land
foreclosure procedures (Jduly 15)

4. Introduction by the government of a fixed fee schedule for notaries and notary services
on atemporary basis (duly 15)

5. Approva by the government in coordination with the NBM of an appropriate plan to
restore the financid and operationd condition of the Savings Bank based on the results of
the diagnogtic Sudy with aview to its reprivatization (July 15)

6. Amend Article 54 of the Law on the State Budget for 1999 to establish atemporary,
exceptiona NBM prdfit transfer mechanism egua to 80 percent of MOF cash payments
for 1999 interest due and revise Annex | accordingly (duly 15)

7. Rase NBM remuneration of commercia bank required reserves to 15 percent per
annum from 6 percent (duly 15)

8. Completion of negotiations on externd payment arrears with Russia, the Nationa
Reserve Bank, commercid suppliers and creditors under state guarantees (July 15)

9. Initiate restructuring/liquidation program for firmsin default of Sate guarantees and
with subgtantia arrearsto the state budget and Socia Fund in accordance with
Implementation of Government Decison No. 340 (dune 15)

10. Complete bankruptcy proceedings for at least two large enterprises (duly 15)

11. Announce tender for import predingpection service (duly 15)

12. Submit for IMF (FAD) review of Law on Locd Public Finance (June 15)

13. In preparaion for the privatization of amgority seke in Moldtelecom, hire

internationd finandid audit firm (June 15), submisson to parliament of alaw cregting an
independent regulatory agency (July 15)



14. Submisson to parliament of comprehengive individua privatization plan, induding
debt restructuring plan for Tirex-Petrol in advance of its privatization by end-1999 (June

15

15. Sign contract with investment bank advising on privatization of dectricity
digtribution companies (June 15)

16. Complete regigtration of shareholdings of Moldovagas joint venture and initicte
company operaions (July 15)

17. Submisson to the government for gpprova of an officid draft of the new Civil Code
(ly 15)

18. Review with the EBRD and IFC the $30 million commercid borrowing contract of
Moldtdecom (Intracom), with its cancdllaion or modification, condstent with our legd
obligations if it isfound to be incongstent with the privatization srategy (June 15)



Structural Benchmarks

Benchmark
1. Increaselevd of remuneration of

required bank reservesto %leve of
discount rate

2. Launch tender for sdle of dl dectriaity
didribution companies

3. Launch tender for privetization of the
tobacco sector

4. Submit the avil code to parliament

5. Passrevised Socid Fund Budget
incorporating the structura changesin
coverage identified in paragraph 13.

6. Prepare a property va uation mechanism
and submit it to parliament together with
the draft code on loca property taxes
(comhbining the redl estate and land taxes)

7. Further reduction in average tariff ratein
2000 Budget in congultation with Fund
Saff

8. Completion of privatization of Cerede
9. Launch tender for mgority stake by
drategic investor in Moldtelecom

10. Complete liquidation of 400 date farms
and title regidration to individud farmers

of 40 percent of agriculturd land
11. Complete preparations for tender for
sde of dectricity generation companies

12. Launch tender for sde of a least
5Smgor Sate wineries

Target Date
September 30, 1999

September 30, 1999
September 30, 1999

October 31, 1999
October 31, 1999

December 31, 1999

December 31, 1999

December 31, 1999
December 31, 1999

December 31, 1999

December 31, 1999

December 31, 1999

MEFP Paragraph
Paragraph 19
Paragraph 23
Paragraph 24
Paragraph 28

Paragraph 13

Paragraph 8

Paragraph 8

Paragraph 26
Paragraph 24

Paragraph 25

Paragraph 23

Paragraph 24



Table 1.: Floor on the Stock of Net International Reserves (NIR)
and Gross Reservesin Convertible Currencies of the NBM

(In millions of U.S. dollars)

Minimum Levels®

Gross Reserves
NIR (Indicative)
Position on June 30, 1999, -16 149
September 30, 1999 (perf. Crit.) -10 174
December 31, 1999 (perf. Crit.) -5 200

lThefloors will be lowered (increased) for any reduction (increase) in the June 30, 1999 position up to a
maximum of $5 million in either direction.

Definitions and adjustors

Net internationd reserves of the NBM in convertible currencies are defined as gross
reserves minus reserve liabilities in convertible currencies. For program monitoring
purposes, gross resarves of the NBM are defined as monetary gold, holdings of SDRs,
reserve pogtion in the Fund, and holdings of foreign exchange in convertible currencies
by the NBM, less any short-term deposits. Excluded from reserve assets are capital
substriptions to foreign finendd inditutions, long-term nonfinancid assats of the NBM,
and asts in nonconvertible currencies, net of depost liabilitiesand any pledged
amounts. Reserve lighilitiesin convertible currencies are defined as use of Fund credit,
and convertible currency liahilities of the NBM with origind maturities of up to and
including one year. Excluded from reserve liahilities are ligbilities with origing
meaturities longer than one year. For program monitoring purposes, the exchange rate of
the SDR againg the U.S. dollar has been fixed & SDR 1 per $1.338 and the leu against
the U.S. dollar a Mdl 11.0/$.

The program assumes disbursement of the second $20 million tranche of the World
Bank's SAC and Euro 15 million from the European Union by end-December, 1999. The
targets for end-December, 1999 will be raised, pari-pasau, by the equivaent of any
externa budgetary financing over this amount and lowered for shortfdls resulting from
delaysin any disbursaments beyond December 31, 1999. The targets will be monitored
from accounts of the NBM. Datain the agreed format will be reported to the Fund within
seven days of the end of each month by the NBM.



Table 2. Cellingson the Changein Net Domestic Assets (NDA)
Of the NBM and Reserve Money (Indicative)
(Inmillions of La)

NDA Reserve Money
(Indicative)
Position on June 30, 1999 1,431 1,250
Cumulative change from June 30, 1999
September 30, 1999 (perf. crit.) -30 40
December 31, 1999 (perf. crit.) -120 15

Definitions and adjustors

Net domestic assets of the NBM are defined as the difference between reserve money
(including currency issued, total reserve deposits of banks and enterprise deposits) and
net internationd reserves of the NBM, (as defined in Table 1, but inclusive of the net
position of the NBM correspondent accounts with the centra banks of the Baltics,
Russia, and other countries of the former Soviet Union (BRO), dl expressed in Moldovan
Lei). Net internationd reserves shdl be valued as noted in table 1.

The NDA targets assume disbursement of the second tranche of the World Bank SAC
loan of $20 million and Euro 15 million from the European Union by end-December,
1999. The end-December, 1999 target will be adjusted upwards for delaysin any
dishursement beyond December 31, 1999, and lowered for the receipt of any amounts of
externa budgetary financing above these figures.

Should reserve money exceed its indicative celling, the authorities will consult with the
daff regarding the gppropriate policy response. The indicative targets for the changein
reserve money will be monitored from the accounts of the NBM. Datain the agreed
format will be reported to the Fund within 7 days of the end of each month by the NBM.

Table3: Limitson Net Credit to General Gover nment from the NBM
(Inmillions of &)

Position at June 30, 1999 1,456
Cumulative change from June 30, 1999

September 30, 1999 (perf. crit.) -35
December 31, 1999 (perf. crit.) -135

Definitions and adjustors



The generd government is defined as comprising the republican government budget,
induding trandfers to locd authorities and dl extrabudgetary funds, induding the
extrabudgetary fund for externd loans and the Socid Fund. Any new funds created will
be included in the generd government. Net credit to generd government is defined as
outdanding dlams of the NBM to generd government, including direct credit, holdings
of government securities, less deposits.

The targets assume disbursement of the second tranche of the World Bank SAC loan of
$20 million and Euro 15 million from the European Union by end-December, 1999. The
end-December, 1999 target will be adjusted upwards for ddays in any disbursement
beyond December 31, 1999 and lowered for the receipt of any amounts of externd
budgetary financing above these figures.

The limitswill be monitored from the accounts of the NBM and the other banks. Datain
the agreed format will be reported to the Fund within 10 days of the end of each month
by the NBM.

Table4: Limitson the Overall Cash Deficit and Revenues of General Gover nment
(Inmillions of &)

Cash Deficit Cash Revenues
(Indicative)
Olw Excises
Cumulative change from June 30, 1999
September 30, 1999 (perf. crit.) 192 80 140
December 31, 1999 (perf. crit.) 280 1,900 330

Definitions and adjustors

The generd government is defined as comprising the republican government budget,
induding trandfers to locd authorities and al extrabudgetary funds, including the
extrabudgetary fund for externd loans and the Socid Fund. Any new funds created will
be included in the generd government.

The quarterly limits are cumulative and will be monitored from the financing Sde as the
sum of net credit of the banking system to the genera government, the Government's net
placement of securities outsde the domestic banking system, other net credit from the
domestic nonbanking sector to the generad government, and the genera government's
receipt of disbursements from externd loans for direct budgetary support minus
amortization paid. Any assumption of enterprise arrears by the government, beyond the
$90 million by Moldovagas in mid-1999, will beinduded in generd government
borrowing.



Commodity loans or invesment-reaed externd loans obtained by the government will
beincduded in externd borrowing.

Government securities in the form of zero-coupon obligations sold & a discount to face
vaue will be treated as financing items in the fiscal accounts, in the amount actudly
received from buyers. At the time of redemption, the sdes vaue will be recorded as
amortization, and the difference between amortization so defined and the face vaue will
be recorded as domestic interest payments.

Externa commodity loanswill be treated as financing items in the fiscal accounts, & the
vaue of the loan in foreign exchange converted into Moldovan lel & market exchange
rates the date of the receipt of the loan. The amounts on-lent to domestic enterprises
minus domestic counterparts received from these enterprises will be recorded in net
lending. Interest payments by the government on these loans to externd creditors will be
recorded asinterest payments on foreign debt and interest paid by domestic enterprisesto
the government on these loans will be recorded in non-tax revenues. Repayments of
principa from domestic borrowers to the government will be treeted as negative net
lending and repayments of principa by the government to foreign creditors will be
recorded as amortization.

Any additiond privetization receipts over Mdl 120 million recorded as revenuein the
program will be recorded as financing and would not be available to support additional
gpending. Any amounts received over thiswill be used to reduce the gock of domestic
arrears and the limits of the cash deficit would be raised equivaently.

Cash revenues include all fiscd receipts received in cash and excdude dl netting operations as
well as externd grants, profit transfers by the NBM, and privatization recaipts.

For monitoring these limits, detaiin the agreed format will be reported to the Fund within
30days of the end of each quarter by the minigtry of finance.

Table5: Limitson the Contracting and Guar anteeing of
Nonconcessional External Debt
(Inmillions of U.S. dollars)

Maximum Limits
Maturity Subceiling

Over 1 Over 1 year and Over 1year
year Under 10 years Under 3 years

Cumulative change from June 30, 1999

September 30, 1999 (perf. crit.) 0 0 0
December 31, 1999 (perf. crit.) 16 0 0



External-debt limits gpply to the contracting and guaranteeing of medium- and long-term
debt of origina maturities of more than one year by the generd government or the NBM.
Excludedfrom the limits are use of Fund resources, rescheduling and restructured debot
operations, and concessond loans that include a grant eement of at least 35 percent; but
other balance of payments support of maturity longer than one year is covered by these
limits, induding loans from officid creditors and banks The limits assume disbursement
of @10 year Euro 15 million loan from the European Union in the fourth quarter.

The tenyear average of Commercia Interest Reference Rates (CIRRS) as used by the
OECD will be used to assess the concessondity of loans of ameaturity of at least 15
years, and asix-month average of CIRRs will be used for maturities of lessthan 15 years.
To both the ten-year and Sx-month averages, the same margins for differing repayment
periods as those used by the OECD will be added.

Other than for normd import trade crediits, there will be no contracting or guaranteeing of
short-term externd debt (i.e. debt of maturity of 12 months or less) by the generd
government or the NBM throughout the period of the program.

The government will not accumulate any externd payments arrears.

Table 6: Cellings on Domestic Expenditure Arrear s of the Gover nment
(In millions of 1)

Maximum Levels

Central Government General Government
(Indicative)
Position on June (preliminary) 30, 1999 795 1,400
September 30, 1999 (perf. crit.) 795 1,400
December 31, 1999 (perf. crit.) 750 1335

Definitions and adjugtors

The centrd government is defined as comprising the republican budget, induding
trandersto loca governments, and dl extrabudgetary funds, including the extrabudgetary
fund for externd loans and the Socid Fund. Any new funds created will be included in
the centra government.

Expenditure arrears are defined as the difference between payments the central
government and loca government is legdly committed to make and actud payments
meade. Commitments include, but are not limited to, wage, pension, and energy payments.



Arrears between the republican budget, loca governments and dl extrabudgetary fund
are not counted toward the celling.

The calings will be adjusted down by the amount of any write off of budgetary energy
arrears following the government assumption of the arrears of energy enterprisesto RAO

Gazprom. The callings will aso be lowered by any privatization receipts over
Md 120 million as per Teble 4.

For monitoring these limits, detaiin the agreed format will be reported to the Fund within
30days of the end of each month by the minitry of finance.



