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and protection of producers’ and leverage to control prices of imported products for avoiding
dumping.

CHAPTER 3. ENTERPRISES’ SECTOR: STRUCTURAL REFORMS

3.1 Industrial policy and enterprise restructuring

The implementation of a new, market-oriented industrial policy and enterprise sector
restructuring is the key for the sustainability of Moldova s economic growth, which has hitherto
heavily depended on the development of ahighly volatile agricultural sector, the main sector of
the national economy. Only the reform of the enterprise sector can in the long term provide the
necessary resources for the economic and social security. Delay of enterprise sector reforming is
one of the main reasons for budget deficit, inflation and unemployment. Thisreformis at the
heart of the country’ s transition on its way to Europe and it basically means enabling and
fostering an accelerated restructuring of enterprise sector according to its competitive
advantages in the market.

The purpose of the industrial policy isto reach a growth of competitive industrial output
in terms of quality and prices and to expand the markets. Being a small open economy,
M oldova should move towards enhancing itsindustrial products’ competitiveness on foreign
markets, otherwise the economy has no chances to survive, and subsequently, the country is
doomed to vegetating next to more devel oped countries of the Central and Western Europe.

Theindustrial policy is part of economic policy of the state. Unfortunately, the
Government’s Concept of Industrial Policy of the Republic Moldova for 1996-2000 (Oct. 1996)
has not recelved due support by the Parliament (in terms of itslegal basis and economic
mechanisms). Industrial development is therefore proceeding relatively in arelatively
unplanned and undirected manner.

The Program of the Government for 1998-2001 stipulates, that the “ strategic target of the
industrial policy isto form amulti-sectoral high-tech and competitive industrial complex,
which will provide for a sustainable development and economic independence of the country,
for sufficient incomes and integration of Moldova into the system of world economic
relationships’. The Government considers the restructuring and further reform of the
enterprises as mostly important process of its period in the office.

Nevertheless by the middle of 1998 the situation in the industry is still serious. The
enterprises are facing alot of problems related to the following factors: high rate of barter
transactions, low quality of products, high expenses per production unit, loss of traditional
markets, high stocks of final goods, low level of production capacities use, enormous accounts
receivable and payable, bank accounts blockage, high level of fixed assets depreciation after
their reevaluation, decrease of working places. Currently 40 percent of the processing
enterprises are non-profitable. The enterprise restructuring has become a necessary condition
for developing Moldovan industry, because the foreign investors rate very high the risk of
investing money in the enterprises that haven’t been restructured yet.

The analysis has proved that the following additional conditions are necessary to speed-up
and to promote successfully the restructuring process:
- to eliminate the barriers and obstacles related to the economic agents registration;
- toimplement promptly the new accounting systems;
- to simplify the assets sales procedures;
- tolaunch new simple procedures of industrial land sales;
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- tomake rapid investments in entrepreneurial and managerial capacities through the
Marshal Plan implementation, to use efficiently the technical assistance;

- tointroduce specia curricularelated to the entrepreneurship in the universities;

- toreduce considerably the control bodies as well as the controls at the enterprises
(nowadays there are about 60 bodies that have control functions);

- to make ssmpler and to solve the problems related to the access to credit resources
(collateral, guarantees, sophisticated business plans), as well asto the examination
terms for getting credits.

The stabilization of the situation in the Moldovan industry and the development of the
restructuring process and financial recovery of the enterprises are not so fast. Several
amendments to the existing laws and legal documents that create legal, social, economic and
fiscal obstacles haven't been examined and adopted so far.

Legal

- The Civil Code —it isimpossible to offer the state property as collateral and to force
the execution of contract stipulations.
The problem of making out a collateral for a credit (as well as of other documents)
through the bodies of the Ministry of Justice.
The delay in the implementation of the legislation on the privatization and sale of the
land under the industrial enterprises.
The delay of local administrative bodies in implementing the Government and
Parliament decision on the transfer of social and cultural objectsto the local
administration.
The slow privatization of the state property reduces the enterprise possibility to
benefit from the World Bank credit lines that are offered to the private enterprises.
The lack of aproper legal support in implementing management contracts.
The procedure of motivating managers through buying a certain percent of enterprise
sharesis not defined clearly.

Fiscal
The Value Added Tax (VAT) is applied to goods that are sold at a price lower than
the production cost.
The conditions concerning the use of 50 percent of the VAT to cover the
restructuring expenses for the enterprises under restructuring are not executed.
The enterprises are not stimulated to initiate restructuring activities because in 1997
the Parliament abolished the penalties of some enterprise without taking into
consideration the results of their activity.

Finance and Accounting
The assets are evaluated according to non-objective indicators. As aresult the
enterprise value is over-estimated.
The production is delivered without payment on the basis of the indications of the
respective Ministries. As aresult accounts receivable are generated.

Production
The Regulations on the Dutch Auctions do not allow commercializing the assets of
the state enterprises.

Export and I mport
The customs procedures are too complicate.
There are import duties for some raw materials.
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Social
- The compensationsin case of the personnel lay off when the enterpriseis liquidated
according the Government Decision * 712 as of October 23, 1995 are made from the

enterprise resources, not from the Social Fund.

The unique subventions for the personnel who are laid off (equal to 5 medium
salaries) from the resources of the Social Fund and from other sources are paid
without any taxies.

The losses generated by offering non-justified facilities to some representative of
social groups are reduced.

In aseries of branches (machine-building, light and construction materials construction
industries), Moldova inherited from planned economy big large scale enterprises, that do not
comply to market economy requirements. Small and middle enterprises are created basically in
agricultural, trade and service sectors, whereas in industrial sector this process has not reached
yet aproper level of development. For instance in Italy, Germany, France, Great Britain and
USA, the enterprises with more than 100 employees absorb about 58% of the manpower of
those countries and generate 50-62% of GDP; for Moldova these indicators respectively
account for 12 and 15%.

At first stage of restructuring process is based on the principle of large enterprise break-
up (by selling some idling assets, by dividing into viable units, which also do not affect the
technologic process (“ break-ups’, “ spin-offs’), leasing out and offering on tenancy of industrial
sites to private sector, with aview to set up small and middle enterprises (SMES) and generate
new jobs.

In the beginning of 1998, the Government approved the State Program of Small Business
Support for 1998-2000, yet it still remains subject to ratification by the Parliament. Also, the
expenditures required for small business support are not stipulated in the current budget.
Business start-up, operation and liquidation are still discouraged by numerous bureaucratic
hindrances and endless directives regulating business activity and often stimulating corruption.

The need to develop small and middle enterprisesis determined by a series of advantages:
receptivity to constantly changing market requirements, declining production costs,
enhancement of management effectiveness, possibility to use for technical reequipment of
enterprises relatively low volumes of cash, broadening possibilities to attract foreign
investments.

The broadening of small and middle enterprise sector will set up an environment for a
competitive market, avoiding monopolistic pricing, whereas the employees of these enterprises
create anew social group —the middle class — and to a great extent contribute to social stability
in the society.

The initial experience of large enterprise division was accumulated on the basis of joint-
stock company "Mashfrigocomplect" (Str&%ni) and joint-stock company "Alfa" (Chi°indu). 25
private enterprises have been created on the basis of joint-stock company "M ashfrigocomplect”;
the joint-stock company "Alfa" was the first major manufacturer to which the Law on
Bankruptcy was applied, on the basis of which 34 private enterprises have started operations.
The"Alfa" joint-stock company will be receiving from these activities about 2.5 million lei
annually.

A new and innovative form of small and medium-size business development isindustrial
technological park. In February 1998, the Parliament enacted |egidation on the creation of three
free enterprise zones - techno-parks "Vulcanelti”, "Taraclia" and "Otaci-Business', formed on
the basis of the loss-making enterprises and their infrastructures.

The Agency for Restructuring and Enterprise Assistance (ARIA) has been created to
support Government efforts in accelerating the program of structural changesin industrial and
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financia sectors. The Agency has been involved at the implementation of the following
enterprise restructuring projects. Pilot Project, Private Sector Devel opment Project (PSD-1),
and Assistance to the Enterprise I solation Project.

At the beginning of 1998 enterprises of the Pilot Project (Stegjaur, Spectrul, Farmaco,
Nistru, Flamingo, MFC, Zorile, Piele, Moldagrotehnica, Tricon, Income®, Balfeanca) have
achieved the following performance.

The above enterprises are acting in the third year of restructuring. Positive restructuring
results have been achieved at 9 enterprises and at newly created small companies of the MFC
Industrial Park from Str&eni. There is an improvement of all economic and financia
indicators: growth in output and sales were registered at 9 enterprises (in average by 16% and
30% consecutively). Barter transactions have been reduced (by 9%), export has increased, and
labor productivity went up by 30%. 8 of the total number of enterprises managed to
significantly decrease costs and energy consumption; stocks reduced at 7 enterprises (by 16-
38%). Enterprises are collecting outstanding accounts receivable, are selling unused assets and
fulfilling current obligations.

There has been achieved positive results and sales increase at 9 enterprises (except
“Spectrul” and “Nistru”, Soroca, which was proposed to liquidation) from the total number of
enterprises of the Pilot Project: output volume increased at 8 enterprises, and as a result
turnover indicators are better at the following enterprises. Zorile - by 17%, Piele - by 35%,
Moldagrotehnica - by 49%, Income® - by 14%, Farmaco - by 30%, Flamingo — by 112%, Tricon
—by 17%.

Accounts receivables have been reduced by 1.2 million lei at 8 enterprises as aresult of
measures for their collection. The majority of enterprises managed to reduce Accounts payable
(approximately 16 million lei in total). As aresult of fixed assets optimization programsin
1997 9 enterprises sold over 9 million lei of unused assets, and generated cash for debt
repayment and working capital.

There are 15 more enterprises restructured by ARIA under PSD-1 Project, out of which
10 are at a stage of the restructuring plan implementation. At “Alfa-Nistru” S.A. and “lonel”
S.A. the implementation of Management Information System (MIS) isfinalized. “Alfa’ is
reorganized in Industrial Park. Economic Court hasinitiated a bankruptcy through liquidation
procedure against “Chi°indu Glass Factory” S.A., “Speran@’ S.A., from Dondueni is also
liquidated according to the Law on Bankruptcy. 39 new entities and 59 lease companies have
been established at the above mentioned enterprises.

The analysis has been carried out by grouping the enterprisesinto 3 categories: 1% group
(lonel, Alfa-Nistru, Conserve-Orhei, Dana, Intreprinderea de colectare (Donduseni), Centrul de
moda) — enterprises with substantial results, 2n group (Faprochim, ICAM, Elcas, Donduseni-
Zahar, Prut-Falesti) — enterprises meeting some difficulties in the restructuring process; 3
group (Alfa, Covoare-Ungheni, Chi®indu Glass Factory, Speranfa-Dondu®eni) — enterprises
reorganized according to the Law on Bankruptcy.

Economic activity of the enterprises and results of the implementation of the restructuring
programs after the first quarter of 1998 showed some good performance.

Growth in output and sales has been observed at the majority of enterprises. for the
enterprises from the 1% group — sales increased by 21%, 2n group —by 1% and 3 group —a
reduction by 75%. Output at the enterprises from the 1% group has increase in average by 32%.
Turnover increased significantly at “Dana’ S.A. (2times), “lonel” S.A. (by 29%), “Orhel
Cannery” SA. (by 18%), “AlfaNistru” SA. (by 15%).

At the enterprises, which are registering success — new working places are being created —
the number of employees increased by 7%, which means 245 new working places (at the
enterprises from the 1% group). At the same time there was registered lay-off of about 442
persons at the enterprises that are meeting problems or liquidated.

Labor productivity at the enterprises from the group 1 increased in average by 42% and
from the group 2 by 8%. Thisindicator improved significantly at 9 enterprises. “lonel” S.A. and
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Centrul de Moda - by 2 times, at “Elcas” S.A. —by 1.5times, “AlfaNistru” — 1.4 times. At 90%
of the restructured companies average salaries went up. The most substantial resultsin thisfield
were achieved by “lonel” SA. - from 183 lel to 662 lei, “Conserve Orhel” S.A. - from 182 el
to 597 lei.

Half of the restructured companies are accurately fulfilling current payment obligations
and the enterprises from the 1% and some from the 2n group - repayment of old debt to the
creditors. Short term debt significantly decreased by 35 million lei in total, or by 11%,
including 2% for the 1% group and 18% for the 2 Companies classified in the 1% group are
registering profit, which is substantially higher than for the previous period: operational profit
accounts over 12 million lei, which mean an increase of more than 7.7 times. Net profit
registers an increase of 2.6 times compared to the results of the previous year.

8 enterprises sold during first quarter of 1998 non-utilized assets amounting to 714
thousand lei — during the previous period this indicator was 916 thousand lei. Stocks have been
reduced in average by 4%: at “Conserve-Orhel” - by 4.7 millionlei, “Elcas’ SA. - by 4.1
million lel, “Donduseni-zahar” S.A. - by 4.6 million lei, “Prut-Fale’ti” S.A. - by 0.9 million l&.

The Project [Assistance to the Enterprise Isolation Projectl] (financed by TACIS) at 5
enterprises. Macon, Moldcarton, Faconis, Incomlac, Agromaina was launched on October 25,
1997. At each of these enterprises around 20 restructuring programs have been implemented.
Three companies registered success during the implementation: Macon, Moldcarton and
Incomlac. Turnover at Moldcarton has increased by 58%, at Macon — by 15%. Incomlac has
implemented a new system of cost management and an advanced network for raw material
collection.

With the purpose to improve the efficiency of enterprise management and especially their
capability to adjust to demand devel opments on the domestic and foreign markets, a
Competitiveness and Productivity Center has been created, within the framework of the PSD-I1
Project. During the time of project preparation, 22 managers had 2 to 4-month training in UK
and Slovenia. Training of another 300-400 Moldovan managers isin the process of being
organized.

State support for enterprise restructuring is carried out through the memoranda of the
Creditors Board. Since May of 1995, the Board has devel oped a procedure of isolation for
implementation of the restructuring plans, with the deferral of debts, for 132 economic entities.
By April 1, 1998, memoranda have been signed with 96 enterprises (about half of them -
industrial), debts worth of 669.7 million lel deferred. This makes more than 30% of the total
debt of all enterprises and organizations to the budget and extra-budgetary funds.

One of the most baffling problems for enterprises are their long-standing debts. Their
accumulation was largely determined by inflation in 1991-1992 and errors in the state
management policy. Existing legislation now provides for the write-off of such debts, provided
the debtors effect current payments to the budget and Social Fund in atimely fashion.

Financial standing of the mgjority of the enterprises operating under the terms of the
memoranda has improved: the volume of sold production for cash rose and accounted for 52%
of the sales volume; more than 62% of profits (131.4 million) have been alocated to
development of production; idling assets have been sold in amount of 185.3 million lei, more
than 50% of this amount was channeled to complementing the working capital, 49% of the
frozen arrears has been paid already to creditors. With aview to release the enterprises from
functions not characteristic to them and speeding up the pay-off of their arrears, the Creditors
Board approved transition of 88 social-cultural objects, valued at lei 60.5m, to the balance-sheet
of the local authorities.

However, anumber of enterprises have failed to comply with the terms of these
agreements and, since the beginning of 1998, the number of the enterprises under the
memoranda decreased to 26 units.

A tremendous qualitative change in Government’ s approaches to industrial problems -
unfeasible, loss-making and debt-accumulating enterprises should undergo through the
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procedure of bankruptcy. For the first five months of 1998, the Law on Bankruptcy has already
affected some 40 enterprises. However, the shortcomings of this piece of legislation serve as
obstacles in restructuring of enterprises: there is no precise definition of the competence and
responsibilities of each of the partiesinvolved (e.g. government and ministry); thereisno
precise regulation and mechanism of relationships between the Creditors Board, the manager
and the proprietor-debtor; nothing is said about deliberate bankruptcy and responsibility of the
manager in such an event; there is anumber of discrepancies between different articles of the
Law and some articles stand in contradiction to other legislation. Unrealistically high demands
to and responsibilities of the manager and low stimuli in hig’her work, the impossibility of sale
of buildings and structures without privatization of the land they are located on - al thisalso
interferes with implementation of bankruptcy procedures. Improvement of the mechanism of
bankruptcy processing in the shortest possible termsis at this time a key task of the
Government and Parliament.

The problem of corporate management remains a serious impediment on the way of
successful industrial development. After privatization for Patrimonial Bonds, there is a huge
number of shareholders, but not real proprietors. A significant share of privatized property is
owned by privatization/investment funds (PIFs), of which at least one third ‘lives off’ the
enterprises.

The Government should support the tendencies toward the concentration of capital. A
positive example - PIFs"Agrofond" and "Dividend" together with the enterprises in which they
have shares, have created an association of mutual crediting in charge of capital investment.

Thereisatendency, on the part of some managers, to keep the ‘outside’ shareholders
outside of running the enterprise. The mechanism of protection of the proprietors’ rights
remains to be underelaborated, which results in losses in some enterprises. The cases of
withdrawing of outsiders' resources from the enterprise to other firmsto the detriment of other
shareholders and PIFs are at the same time observed. It is necessary to create a system of
effective legal protection of the shareholders against actions of the managers that are damaging
to the enterprise and the shareholders.

For the nearest future, the main problemsin the industrial sector remain to be: increasing
of competitiveness and productivity, export promotion, introduction of advanced technologies,
and management training.

3.2 Energy sector: restructuring and preparation for privatization

One of the strategic targets of the national economy isto diminish the power-
consumption within GNP and improve the energy balance. Starting from 1997, in the Republic
of Moldova a complex of measuresisimplemented aimed at restructuring the energy sector,
including:

1. Approving the Restructuring Plan of the energy sector (Government Decision no. 628
from 08.07.1997). The principles of reorganization of the State Company “Moldenergo”,
objectives, stages and privatization methods of these subdivisions were determined. Elaboration
and approving the Regulation of the National Agency for Energy Regulation— ANRE
(Governmental Decision no. 767 from 11.08.1997);

2. Approving the Concept of Privatization of the enterprises from the energy sector
(Governmental Decision no. 260 from 09.03.1998). The objectives, principles and mechanisms
of privatization of 8 energy companies, activities related to their preparation for privatization
(methods of patrimony evaluation, preparation of documents for the tender, evaluation and
negotiation of the offers).

Approving the regulation of the private companies for collection of accounts receivable of
the energy sector (Decision of the Government no. 309 from 19.03.1998) and of quick
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measures for paying of debts of budget institutions to the energy enterprises (Decision of the
Government no. 1110 from 01.12.1997);

3. Approving the plan of restructuring of debts of energy sector (Decision of the
Government no. 547 from 12.06.1997). Mechanism and concrete measures were determined:
mutual payments, covering the costs and a part of historical debts based on tariffs’ increase,
conversion of the expired short-term obligations into long-term debts, decreasing the level of
barter transactions, creation of private companies for collection of the debts;

4. Increasing the tariffs for electric, thermal energy and natural gasesin order to cover the
costs (Government Decisions no. 231 from 05.03.1997, no. 512 from 05.06.1997, ANRE
project from 17.04.1998 which was temporary suspended with the Governmental disposition
until determination of social protection measures);

5. Creation on the basis of State Company “Moldenergo” of 14 Joint-Stock Companies
and of the State Company “Moldtranselectro” (Decision of the Government no. 1059 from
13.11.1997). Theresult is the improvement in operation of the energy companies, in energy
supply and collections of payments for the consumed energy. In 1997 the ratio of collection of
payments for the energy consumption overlapped 100%. At the same time accounts receivable
decreased with 29% which is 34 million lei (this tendency in not confirmed in 1998);

6. Approving additional measures for monitoring the debts and improving the financial
situation of the companies from the energy sector (Decision of the Government no. 325 from
20.03.1998). The terms and conditions of rescheduling the debts, disconnection of the non-
payers, stimulation of the managers in order to improve the collections and reduction of the
barter operations were established. Approving the mechanisms for monitoring the preparation
of the companies for privatization — Governmental Committee (Decision of the Government no.
207 from 27.02.1998) and control on restructuring the debts of the sector — State Committee for
supervising the fulfillment of stipulations of Governmental Decision no. 547 from 12.06.1997);

7. Delimitation of the functions and responsibilities of different State bodies and
consulting companies (ARIA, Abt Associates and Hagler Bailly) of terms of implementation of
privatization project at enterprises from energy sector (Agreement of Co-operation from
02.02.1998). Open public sessions concerning issuing the licenses to the energy companies.
There were already issued licenses to 12 companies (3 production companies, 5 distribution
companies and 4 independent suppliers).

The above-mentioned activities laid the beginning of the promotion of the restructuring
project of the sector, creating legal basis, informational and regulation framework, necessary
economic and financial mechanisms. At the same time uncertainty and inconvenience of
activities of institutions from public administration, controversial approaches in the stringent
problems made, in many aspects, more difficult the process of improving the situation of these
enterprises, of their restructuring in the pre-privatization phase.

Economical and the financial situation of enterprises from energy sector. In the
financial restructuring the energy sector in May 1998 a detailed diagnostic analysis of the
economic and financial situation of 8 enterprises from this sector was done (ARIA). Themain
objectives of this study were:

Determination in details of the financial and economic status of each enterprise, including
accounts receivable and accounts payable (as of January 1, 1998 and April 1, 1998), the
structure and trends of these debts and elaboration of a plan for their monitoring;

Detailed examination of the deliveries and collections in the energetic enterprises,
including the trends of the barter operations;

Examination of losses, including commercial losses and non-payments, and elaboration of
some concrete measures to diminish these | osses,

Analysis of company’s costs and their trends,

Determination and analysis of the main performance indicators of the company.

46 © July 1998 ECONOMIC SURVEY Moldovain Transition



3.2 Energy sector: restructuring and preparation for privatization

The main problems the energy companies are facing at the moment are: drastic decrease
of the collections, high commercial losses (energy stealing), inappropriate distribution of the
historical debts, high share of barter transactions, non-payments permanently increasing. The
financial and economic analysis of the companiesincluded in the project of restructuring of the
energetic sector reveaed the following.

The situation as of the beginning of 1998 can be described with the increase of the sales
volumes (exception — CET 2), accounts payable dramatically increased (+29%), increase of the
accounts receivable (+46%) due to alow percentage of payments for the supplied electricity
(see Table 3.2.1).

The accounts payable of the companies for the first quarter of 1998 also have increased.
Some companies have accounts payable 3-5 times higher than accounts receivable and the
differenceis enlarging (RED Nord, RED Centru, RED Sud). Thistendency is aertnessand if
the increasing difference is not stopped it can put in danger the entire privatization process.

One of the biggest problems of the newly founded Joint Stock Companiesis that after the
State Company “Moldenergo” suspended its activity all the accounts payable, which occurred
asaresult of activity in the previous periods were transferred to the balance of the energetic
companies (1028 thousand lei at 01.01.1998). Such a burden does not permit to the Joint Stock
Companies to become self-sustained.

The companies do not have the possibility to payback these huge historical debts which
are to be reallocated before privatization (currently ARIA together with Abt Associates and
Energy Department are working on the project of the corresponding Governmenta Decision).
Because of negative profitability, companies generate additional losses from their operational
activity (see Table 3.2.2). The main reason of these lossesis that the costs for 1 kWh of
delivered/recorded energy (delivered energy minus technical and commercia losses and non-
payments) are bigger than the tariff.
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The general situation at CETs (Thermal-Power Stations) is critical too. It isinfluenced
by the non-payments during the heating period of 1997-1998. At the same time preparation for
the heating season of 1998-1999 need big financial resources (CET-I - 40 million lei. CET-2 -
70 million lei and CET Nord - 40 million lei).

Table 3.2.2 Performance indicator s of the energy companies, April 1998

RED RED RED RED RED CET 1 CET 2 CET

Indicator Chi®inau Centru Nord Nord Sud Nord
Vest

Net profit/Loss, 14 -21.0 -225 -13.7 -18.2 -94 -9.7 -12.7
Mil lei
Profitability of 0.35 -65.0 -25.0 - 60.0 -91 - -7.0 -72.0
Sales, % 24.1
Cost of 1 kWh 23.1 36.3 33.3 35.3 38.7 7.2 9.97 11.2
delivered/recorded,
bani
Tariff forl kWh, 24.0 24.0 24.0 24.0 24.0 10.3 13.37 12.6
Bani
Costsfor 1 leu 1.01 1.76 1.25 1.68 1.93 1.24 1.07 1.88
recorded energy, lei
Total Losses, 14.6 43.8 41.0 40.7 46.8 - -
(% from kwWh)
Commercial losses 2.9 318 29.0 29.7 29.8 - -
and non-payers, %
Tariff for 1 Geal, - - - - - 51.0 51.0 51.0
lei
Costs of 1 Geal, - - - - - 72.0 78.8 93.8
lei

Lack of financial resources (due to avery low level of collected payments for rendered
services) does not allow to make the normative reparation and to purchase the fuel necessary for
the following autumn-winter season.

Basic measures that have to be undertaken in order to decrease the accounts payable:

collecting in time of the bills for the delivered energy and disconnection of all non-
payers starting with June this year;

minimization of the volume of commercial losses (energy stealing) which influence
the costs and cannot be covered by the tariff. In order to solve this problem huge investments
are needed. They cannot be generated by the distribution companies,

application of acommon tariff for the electric power for all categories of consumers, in
parallel with elimination of privileges and compensations to privileged categories of customers
(see Chart 6). Subventions must be nominative — paid directly from the budget to the customers
and not through energy companies, like it is done today;

adjusting the tariff for the thermal energy. The analysis shows that the production cost
IS 20-25% higher than the existent tariff. This fact causes considerable losses in production of
thermal energy, characteristic for the thermal-power stations from the republic. This situation is
also influenced by the non-payment of the customers — mediators of thermal energy (ex:
RAPDET in case of CET-1 and CET-2). It is proposed that ANRE during one month is
adjusting the tariff for the thermal energy in order to cover the expenses generated by the
production of this energy. This study was done by ANRE on April 17, 1998 and presented to
the Government, which approved a set of measures of socia insurance until June 20, 1998.
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There are measures proposed to reduce the commercial losses (ex: changing of meters and
cables) the effect of which could be the reduction of these losses, but these measures need
considerable capital investments. The same situation is with the technical losses, abig part of
which appears because the equipment is not used at its nominal capacity. It is proposed to
include the investment plans of the distribution companies in the tender documents.

Basic measuresrelated to the decrease of accounts receivable. During the activity of
newly created Joint Stock Companiesin the period of the first quarter of 1998 the accounts
receivable were in a permanent increase. Reasons of this tendency are: insolvency of economic
entities, aswell as of the individuals, which leads to inability of the above-mentioned to honor
their current obligations; collecting the payments for the delivered energy worsened; in spite of
the fact that the number of the disconnected consumers increases, rescheduling of the accounts
receivable, even in the case of some small amounts leads to postponing the payments for the
rescheduled debts, as well as for the current obligations; nowadays the mechanism of collecting
the debts using the private companiesis used partially (at RED Nord Vest such a company
collected 98% with a commission of 4%).

In order to change the current situation the following have to be undertaken:

disconnecting of 100% of clients which does not pay their bills starting with June this
yéar;

unconditioned disconnection of the customers which concluded memorandum —
agreements for rescheduling the debts to the energy companies, but do not pay the rescheduled
or current sums;

involving in collection of the accounts receivable of the private companies applying
the method of pre-established payments for an established quote and extra payments for the
additional collections (in accordance with the Governmental Decision no. 309 from March 19,
1998);

initiating the bankruptcy procedure for the insolvent customers.

The general trend of the barter operationsisin decrease. For instance at RED Centru the
share of barter transactions went down from 71% in January to 57% in April, 1998. Average for
al 8 enterprisesisthe following: 65.8% in | quarter of 1998 compared to 80.9% in IV quarter
of 1997.

I nternal measures. In order to change the economic and financial situation in energy

enterprises the following additional measures are proposed:

enforcing contracts relationships between suppliers and consumers,

implementation of new organizational structures and of new job descriptions for the
employees, elaboration of motivation schemes for the company’ s employees,

selling of the unused assets,

elaboration of the schedules for reduction of barter operations up to the full
elimination; elaboration and implementation of the programs for the reduction of 1osses;

training of the company’s staff in new techniques for operation in the new economic
environment.

Based on the suggested measures, ARIA is finalizing the restructuring plans (until June
1998), that have to be submitted for approval to the Council of Creditors.

Measures in competence of Parliament, Government, concerned Ministries and
Departments. A set on measures related to amendments and additions to the legidative
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framework of financial restructuring and privatization of the enterprises from the energy sector
should be promoted until August 1998. The mechanisms for the implementation of these
measures approved by the Government Resol utions should be adjusted to the new realities. At
the same time a set of activities related to the elaboration of the Informational Memorandum for
investors, tender documents, conference with the potential investors with announcement of pre-
selection, as well as the modalities of creating and operation of new mechanismsfor re-
distribution and monitoring of the debts have to be examined.

In accordance with this purpose the following is proposed:

a) The Parliament has to adopt the following legidative acts:

Law about electric energy (in second reading);

Law about natural Gases (in second reading);

Decision about the Privatization Concept of the enter prises from the energy sector (was
approved by the Government by Decision no. 260 from March 9, 1998);

Decision about the reallocation of the historical accounts payable transferred from the
balance of the newly created energy companies to an institution founded under the Ministry of
Finance;

Decision about the Individual Privatization Plan for enterprises from the energy sector.

b) The Government adopts the following decisions:

About modifications of Legidlative Acts and Presidential Decrees which granted
privileges to some groups of consumers (there were amendments included in this project and it
was passed to the Government for examination in January 1998);

About modification of Governmental decisions related to establishment of strong
financial discipline in budget institutions and State companies [tebtors of the energy
companies (Decision no. 325 from March 20, 1998);

About approval of the statutes for the State Enterprise Mol dtransel ectrol]

About making official the statutes of the National Agency for Regulation in Energy Sector
(ANRE) as an independent institution, asit is stipulated in the project of the Law concerning
the electric energy (this decision could help ANRE to carry out its obligations in accordance
with its Statutes and without additional coordination.

¢) Examination by the Governmental Committee for Supervising the Privatization
Process of the companies from the energy sector (Decision of the Government no. 207 from
February 24, 1998) of the following documents:

Strategy and modality of privatization of the enter prises from the energy sector;

Mechanisms for consolidation of the financial discipline and responsibilities of decision
maker s in the implementation of the plans for debts monitoring;

Concerning reallocation of the historical accounts payable from the balance of the newly
created enterprises from the energy sector to a new founded institution under the Ministry of
Finance;

Informational Memorandum, tender documentation and the agenda of the investment
conference.
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3.3 Land reform and farm restructuring

Transition adjustments and tendencies

Moldova specialization in agricultural production has been determined by favorable
weather conditions and above average fertility of agricultural land (75% of al soils are
chernozioms). Agriculture is indeed the backbone of Moldovan economy, asit holds a 38%
share in GDP, provides employment to over 42% of active labor force, and accounts for nearly
three quarters of total exports of the country. Taking aso into account the size of agricultural
area (75% of total) and the high proportion of rural population, there is no doubt that successful
land reform along with a correctly determined and clearly defined agricultural policy would
lead to the well-being of the population and the overall improvement of the economic
performance of the country.

Since the transition the main macro tendencies observed within the agricultural sector can
be summarized as follows:

- Reduction in production and yields;

- Changein the structure of product mix, as the share of crop production continuously
increases since 1990;

- Increase of areas under labor intensive crops with guaranteed markets and low
production costs, and decrease of areas under resource intensive crops;

- Movement of production from collective to individual farming;

- Fal in consumption of main food products followed by the problem of production
surpluses;

- Clear breakdown in former collection and distribution network and persisting
difficulties in establishing new marketing channels for farm inputs and outputs,

- Low (often negative) profitability of large farm enterprises, low tax compliance and
highly exaggerated and ineffective state subsidies granted to large scale farms;

- Insufficient access to credits, as well as extension services for small private units;

- Noinvestment in rural social services and extremely low standard of living of rural
population;

- Fall in capacity use of processing enterprises,
- Inadequate price structure when production costs exceed producer prices;
- Fal in agricultura export volumes and increased flow of imported food products.

The overall decline was mainly caused by the financial crisis within the agricultural
sector, which provoked a sharp drop in the output of large farm enterprises. Thus, between
1990 and 1996 the land in corporate sector declined by 25%, while its gross product dropped by
65%.

The lack of financia resources has made the agricultural enterprisesto apply ssmplified
technologies of production and, as aresult, their productivity decreased by 30-40%, the soil
fertility has reduced: in 1996 chemical fertilizer use has declined 17 times (as compared to top-
year 1985), while potassium and phosphorous based fertilizers are amost not used due to high
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cost and lack of availability. However, according to European standards, the country disposes
of astrong potential for growth in agriculture.

Meanwhile, starting with 1996 the individual sector, holding a 18% share of land area,
produces more than half of total agricultural output.

Changes in Land and Asset Ownership

The first task of agricultural reform, which is the elimination of state monopoly on
ownership of land, had been given a start in 1992 and developed slowly and uncertainly until
early 1996, when most of bureaucratic and technical constraints have been removed from the
legislation. Now many fundamental changes are taking place in the sector organization,
including, first of all, the distribution of land titles (“land shares’), and, in parallel, physical
allocation of land plotsto individuals and families who exit from the large farms. Thus, by
April 1998, 95% of entitled individuals have aready received provisional ownership
certificates, and 71% of people who applied were allocated land in private ownership. An
important issue in this context is that only 27% of entitled individuals have actually applied for
physical allocation of land plots (278 thousand out of 1 million beneficiaries)*. Although the
privatization rate? strongly differs across districts, one fact is certain: it steadily rises over time.

Privatization Rate by Zone (%): 1996-1998

October October January April 1998
1996 1997 1998
North 3.2 75 8.4 10.1
Center 24.8 30.0 30.5 33.6
South 4.9 89 10.8 12.2
National 11.2 16.1 17.0 19.2
aver age

Source: Department of Department of Statistical and Sociological Analysis

According to cadastral land balance as of January 1, 1998, individual sector in Moldova
manages about 21% of agricultural land, and the rest is controlled by various large-scale structures,
most of which are not yet restructured. However, the increase of peasant farms' share is quite
essential (7.8%,) as compared to the onein 1994 -0.7%.

In addition to that it is necessary to mention of the development of arange of other
ownership relations:

- The state holds ownership of 17% of agricultural land (435 thousand ha out of total 2.6
million ha), of which 358 thousand haisin areserve fund for future needs (in fact, leased to
various producers), and only 77 thousand hais permanently allocated to state agricultural
enterprises.

- Of 2.2 million hain private ownership (82% of agricultural land), individuals cultivate
about 500 thousand ha (or 20%), which includes land in household plots and in independent
peasant farms.

- The remaining 61% of agricultural land is managed by large-scale farm enterprises, some of
which are still registered as traditional collective farms (387 thousand ha), while others are
organized in various new forms, which represent join-stock structures based on collective farming:
joint stock companies, agricultural cooperatives, limited liability companies, etc.

Land Tenure 1990-1997 (percent of agricultural land)

! This shareis, however, higher than the one registered a year ago — 20% or 205 thousand applicantsin April 1997.
% Privatization rate is the ratio of the number of individuals who received a physical plot to the total number of individuals
entitled to land sharesin the district.
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| 1990 | 1991 | 1992 | 1993 | 1994 | 1995 1996 1997

State sector 32.3 26.7 25.2 31.2 30.1 16.7 17.3 17.7
State farms 270 234 204 146 128 01 1.0 1.0
Reserve fund 0.0 0.0 0.1 127 133 134 | 136 14.0

Corporate forms 59.4 63.0 63.0 56.2 56.8 67.9 64.8 61.4
Collectives 59.4 63.0 58.8 49.2 45.2 39.3 231 15.2
New corporateforms 00 0.0 4.2 6.2 8.9 27.6 38.9 43.0
Farmersassociations ™ - - 08 27 10 28 3.2

Individual sector 8.3 103 117 126 132 153 18.0 20.9
Peasant farms - - 0.0 0.3 0.7 24 4.8 7.8
Household plots 8.3 103 117 123 125 129 | 132 131

Total 1000 1000 1000 100.0 100.0 1000 | 100.0 100.0

Source: Cadastral land balances (end of year data)

The state farms have practically disappeared, as almost all of them transformed into
collectives and received their land in ownership from the state, and in turn many collectives
registered in new organizational forms. Thus, in 1997 state farms have controlled nearly 1% of
agricultural land, collectives controlled 15% and the new corporate farms controlled 46% of the
agricultural overall land.

The high fragmentation of land plots is an important structural change that occurred along
with the process of division of land into small family farms, which are further subdivided into
individual plots growing different crops. This phenomenon can have a negative impact on certain
types of arable crop production, and besides, it leads to increased costs and inefficient
mechanization, especially in the conditions of Moldovawhere small-scale machinery available for
purchase is very limited. Encouraging consolidation of individual land plotsin bigger areas under
one crop would be welcomed and this can be done through land leasing and land market
development.

The privatization of non-land assets takes place at a slower pace as compared to that of land
assets. As of April 1, 1998, 53% of individuals entitled to property shares in large-scale farms,
which are active and former rural workers, as well as pensioners, have received a certificate of
ownership and about two thirds of these certificates have been registered by local authorities. The
value of privatized assets accounts for 64% of the total assets earmarked for privatization. Up to
now the distribution has the form of paper certificates and does not yet involve division of physical
assets. The average value of an asset share in Moldova (after the 1996 revaluation of assets) is
5,300 lei, that by no means represents the real market value of assets, most of which are old, worn
out and not of much use for production.

An important component of the asset privatization program is the transfer of responsibility
for social assets and servicesto local authorities, which enables the large farms to concentrate on
productive business-oriented activities. This process has not progressed quickly until now: only
19% of socia assets have been transferred to local authorities as of April 1, 1998. However, when
comparing all current data to those of last year, aslow but steady progress of the asset privatization
processis clearly observed.

Farm Restructuring and Private Farm Development

There are around 1,000 large-scale farms in Moldova today, a number practically similar to
that of collective and state farms prior to reform. Based on the number of members and the average
land share in Moldova (1.5-2.0 ha), the land holdings of some new organizational forms, such as
agricultural cooperatives and joint stock companies, can be estimated at 1,500-2,000 ha. Thus it
seems that traditional forms reorganize into new ones without significant downsizing and
fragmentation with a main difference that the new structures guarantee the right of their members
to exit with land and assets.

Farmers associations and limited liability companies appear to be much smaller, with 100-
200 members on average and apparently constitute a truly new intermediate form between the
© July 1998 ECONOMIC SURVEY Moldovain Transition 55




CHAPTER 3. ENTERPRISES’ SECTOR: STRUCTURAL REFORMS

traditional large-scale farms and small peasant farms. However, only 124 farmers associations, out
of 244, are actually created by peasant farms and they combine about 13 thousand members, or
20% of the total number of registered private farms. The rest are, probably, traditional large-scale
farm that did not go beyond “changing the sign on the door”.

The privatized assets valued at over 3.5 billion lei have been transferred to the new
organizational forms, representing over 1000 large scale structures and nearly 200,000 individual
land holders, that have created independent farming units (not necessarily registered as private
farms). The transfer of assets to large-scale organizations is almost completed: they have received
on average 90% of assets represented by the entitlement shares of their members. The individual
farmers, on the other hand, have received less than 70% of their asset entitlement from the parent
farms.

Out of atotal number of 198 thousand owners of land plots as of April 1, 1998, only 96
thousand have used them to create over 68 thousand private farms. Concomitantly, the number of
individuals with no intention to register their farms continuously rises, which confirms the
tendency of rural population to lease land while holding the ownership title. So, the rest 100
thousand people are involved in subsistence farming or have leased out their land plots to the
leaders of larger farms, commercial firms, etc.

Land Holdings of Private Farms

Jan. 97 April 1997 April 1998
Individuals who applied to receive land shares 168,178 204,771 277,970
in physical form
Individuals allocated land in private 117,002 131,891 198,047
ownership
including
Individuals who did not register their land 42,982 61,747 102,095
plots
Number of registered peasant farms 41,229 51,488 68,485

Source: Department of Statistical and Sociological Analysis

The Moldovan Government announced at a meeting for farm managers and mayors on
March 14, 1998, that the Land Project is the National Program for privatization and
reorganization of agricultural enterprisesin the Republic of Moldova. The Ministry of
Privatization and State Property Administration of the Republic of Moldova has been working
with two contractors of the United States Agency for International Development, Booz-Allen &
Hamilton and Center for Private Business Reform (CPBR) on completing this task.

The program is an extension of the pilot project that began in Nisporeni with “Maiak”
farm enterprise in 1996 and continued in 1997 with 72 former state and collective farms being
privatized and reorganized. By March 1998 over 70 thousand land titles have been issued and
an impressive number of people received their land plotsin kind. On the basis of experience
acquired, about 100 specialists have been trained in Chi®indu and in 10 territorial agencies. A
manual “Methodology of the break-up of collective farmsin Moldova’ was prepared, adapted
to Moldovan legislation and to local social and economic conditions, which includes
recommendations for the transformation of collective farms and state farms into market-
oriented farm units and associations.

The 1998-1999 National Program will comprise 550 agricultural enterprises interested in
privatizing and reorganizing, resulting in the issuance of land title certificates and distribution
of property to entitled individuals. By June 1998 68 large farms had been aready broken up
and dismantled, but titling has not been yet done. USAID Land Project is currently working
with additional 100 farms. The physical allocation of land is scheduled for September 1998,
and the provision of land titles is expected to occur in October 1998.

Financial Crisis in Agriculture
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Since the start of reforms the agriculture has suffered the most from price liberalization.
Being an inert branch that has strong links with the biological cycles of the nature, agriculture
has lost financial meansin the period 1991-1993 of high inflation. Later on the adjustment to
new economic conditions has been impeded by the difference in prices for inputs and outputs.
Unexpectedly enough, the sector considered the base of the economy has become unprofitable
and unable to cover production costs. The attempts of the state to support the large scale
unrestructured enterprises by means of granting technical credits have not been effective.

During 6 years (1992-97) the agricultural enterprises have received about 360 million lel
of state guaranteed credits from the Ministry of Finance, including technical credits for
acquisition of petrol products, spare parts, mineral fertilizers, plant protection agents, and aimed
at providing help to the agricultural producers and processors, given their scarce financial
resources. However, over 50% of agricultural enterprises haven't paid back the creditsin time
due, and thus, atotal amount of 141 million lei has not been returned. Moreover, an important
share of credits granted (over 70 million lei) have been simply cancelled by the state, fact that
transforms them into direct subsidies.

The main reasons explaining the lamentable financial situation of large-scale collective
enterprises are the low productivity of labor, land and capital, as well as the weak reaction to
changing market conditions.

As aresult of their non-profitability, the agriculture enterprises do not pay taxes, thus
accumulating huge debts and requiring state support that lies as a heavy burden on the state
budget. The total tax collection rate in Moldova averaged at 80% in 1997: the tax collection
from agri-processing industry exceeded the average (85%), while the agricultural sector
registered the lowest tax collection rate in the economy — 48%°. Moreover, the share of agri-
industrial sector in total budget arrears accounts for 60%, 48% of which belongs to agriculture.
Meanwhile, the agricultural contributions to the budget revenue constitute only 14% of the
total, which is half of sector’s share in GDP.

However, there are significant differences within the agricultural sector in this respect.
According to the results of a study on tax and subsidies®, peasant farms pay nearly 100% of
their taxes, whereas large farms pay on average less than 35% of their tax liabilities. Moreover,
the large agricultural enterprises make most of their tax paymentsin kind, partly voluntarily,
and partly in the framework of government initiated campaigns (e.g. grain procurement).
Meanwhile, peasant farmers pay the tax liabilities fully in cash.

The lamentable position of the agricultural enterprises, as well as the ineffectiveness of
the current state subsidies is clearly observed when comparing two indicators: the negative
profit reached by agricultural enterprisesin 1996 — 240 million lei and the non-cash support of
430 million lel used as tax/debt reduction of economic agentsto the state.

According to the consolidated balance sheet, the total obligations of the large farms at the
end of 1997 were 2.2 billion lei. These are predominantly current obligations including
accounts payable to: suppliers for inputs and services (800 million lel), salary arrears (190
million lel), budget and socia fund (760 million lei, or over 34% of total obligations). Bank
credits have arelatively small share of 10% of the total, including 108 million lei long-term
credit and 116 million lei short-term credit.

A positive sign isthat total current obligation of large scale farms slightly decreased in
1997 (coming down from 2.3 billion lei in 1996) due to areduction in farms' obligations to the
budget, social fund, aswell asto commercial banks (Table 12, Anl). Thisfact indicates that the
state has tightened the tax collection system, while the responsibility of farms toward bank

% Data of the Fiscal State Inspectorate of Moldova
* The study on tax and subsidies system have been accomplished by ASA Institute for Sectoral Analysis (Germany)
in collaboration with Agency for Restructuring Agriculture (ARA).
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credits reimbursement has increased. However, the payment to employees and suppliers has
worsened last year.

The total debt of agri-processing industry in amount of 0.5 billion lel appears much
smaller as compared to the one of the primary agriculture.

As of January 1, 1998, the volume of farm sales, which is actually the source of earnings
for repayment of debt, isvery low in 1997 (aswell asin 1996): only 2.5 billion lel as compared
to total balance of 15 billion lel. Farms have nearly 1 billion lei in salable stocks of products
and in account receivable versus current obligations of 1.8 billion lei, fact, which indicates a
low level of working capital.

The Law on Budget for 1998, adopted on December 27, 1997, makes important
stipulations regarding debt postponing of agricultural enterprises. The immediate impact of the
above law stipulations has been negative on the state budget, as agricultural enterprises chose
the ‘wait and see’ strategy and stopped paying even current taxes to the state and local budgets.
According to the data of the State Inspectorate as of 1.06.98, the tax collection rate of
enterprises pertaining to the agri-sector to the state and local budgets was about 10% and
constituted only 3.8% of 1998 state revenues.

* * *

Real privatization and farm restructuring is the most recommended way to improve tax
collection and, thus, raise government revenues. By increasing the share of peasant and redl
private farming, which tend to be both more productive and better tax-compliant, the
government revenues would significantly grow. Besides, the functioning of the tax systemis
going to be improved as soon as the payments in kind are eliminated and the vicious circle of
arrears and debt write-offsis avoided.

The farm restructuring process has to be continued according to the patterns developed in
Moldova. The National Farm Restructuring Program envisages complete restructuring of at
least 50% of large-scale agricultural enterprises by the end of 1999. While implementing the
Program the methodol ogy developed under the pilot projects has to be used without deviations,
thus ensuring genuine reorgani zation based on market-oriented operation and incentive systems
that encourage individual accountability. Settlement of outstanding debts must be concluded
under the condition of general restructuring. Strict financial discipline must be enforced in all
farming units that are currently unable to operate efficiently. The application of bankruptcy
procedure, which is currently being implemented by the Ministry of Finance and ARA, will
hopefully bring positive resultsin the nearest future.

At the present moment the farm restructuring process is seriously constrained and slowed
down by the absence of a consistent legal framework (contradictions between the Law on
Privatization and law on Bankruptcy), aswell as lack of clear political decisions concerning
expedited settlement of debt of those farms which are ready to be restructured. Thus, the further
targets on farm restructuring are likely to be met only if a new legidative framework backed by
strong political will toward the expedited settlements of farm debts is adopted.

3.4 Privatization and private sector development

According to the Constitution of the Republic of Moldova, the development of aviable
private sector isa priority for the national economy. Since the beginning of the 90s, three
privatization programs were adopted and implemented, the first one - for Patrimonial Bons - in
1994, the second - mixed privatization for Bonds and cash - in 1995 and 1996, and, finaly,
privatization for cash exclusively in 1997. Nevertheless, the process of private sector

58 © July 1998 ECONOMIC SURVEY Moldovain Transition



3.4 Privatization and private sector development

development in the Republic of Moldova confronted many formal and informal obstacles, no
less than 50 per cent of it being embraced by the shadow economy.

Causesfor delaysin privatization have been multiple:
inconsistent policies with regard to the sale of unfinished constructions and other
underdevel oped projects (oftentimes significantly overpriced);
lack of property rights protection due to aweakly developed legal system;
lack of interest in atruly popular privatization on the part of those who benefited
fromillegal grabs of state property;
inconsistenciesin terms of payment with the nature of expenditures, which represent
an investment for the buyers (50 per cent at the moment of signing of the contract
and 50 per cent three months later, both — in cash);
nonpayment of rent by the companies to the local budgets and, as aresult, the refusal
of local administrationsto allow their sale;
small enterprises interest for privatization the adjacent lends for investments, and
lack of interest in purchasing it for medium and big enterprises.
The mass privatization process created a bisectoral economy, anew class of owners has
been established, conditions were created conditions for the development of stock and capital
markets, and corporate management practices were improved.

Current situation. During 1997 and the first half of 1998, the privatization occurred in
unsatisfactory pace. From 2000 of rented premises only 283 were sold to small enterprises,
which had a negative impact on investments. From 1,900 of adjacent plots only 26 in Chi®inau
and 17 in Bap were sold. From 724 joint stock companies for sale only 276 were sold at a
nominal price of lei 18.6 million and a market price—lei 7.5 million. The privatization of
enterprises attractive for foreign investors in which the state holds the control stock of sharesis
taking place slowly. A series of attempts by the Ministry of Privatization to sell the control
stock of shares by means of international and local tenders were not successful, due to the
excessively high prices established and accumulated debts. The decision making process was
delayed in a couple of cases when there existed a demand from foreign agents (“ Tutun”,
“Ciment”). None of the strategic enterprises (from the energy sector, “Moldotelecom”, a couple
of wine factories, former military complex etc.) were sold.

According to the Ministry of Privatization in 1996-1997, 90 state property auctions were
organized, in which offered were atotal of 636 objects. 120 of these were sold for atotal price
of lei 34.5m. The trade in shares of state enterprises remained after sales for Patrimonial Bons
began on the local stock market. Offered for sale were the shares of all enterprises, which
possessed unsolicited stocks, at the nominal value of lei 471.6m. At the fifteen bidding
sessions held, stocks worth of lei 6.9m were sold. About 10,000 apartments have been
privatized, revenues amounting to lel 5.5m. Sixteen auctions of unfinished industrial projects
were organized, in which out of 56 offered for sale only 8 were sold for atotal of lel 1.2m. The
first stage of reorganization of the energy sector has been completed. The formulation of the
procedure of privatization of these individual corporations has begun, subject to the approval by
the Parliament. The Ministry of Privatization started the implementation of the program
“Pamant” (‘Land’) for the reorganization and privatization in the agricultural sector. In 72
agricultural enterprisesin some 15 counties these activities are in the final stage.

In the first quarter of 1998, state property worth of lei 31.53m was privatized, compared

to lei 15.45m in the corresponding period of
1997. There were 39 state property auctions, | -

Share of employed in private sector - (%)

at which out of 365 objects offered 38 were 65

sold only. Despite thisfact, it is expected 60
that the total value of public property soldin | >
1998 will reach lei 200m. %07

45
40
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Problems and consequences of privatization in Moldova. The first and most important
consequence of privatization for Patrimonial Bons is: the productivity of enterprises privatized
for Patrimonial Bons did not grow, the share of population employed in the private sector is 64
per cent, the share of private sector in GDP is about 60 per cent. Therefore, the productivity of
the private sector is even smaller than that of the state sector. Thisis due to multiple reasons. a
relatively easier concealment of incomes in private sector in comparison with the state sector,
lack of an efficient corporate management system, and inefficiency of privatization for
Patrimonial Bons.

Pluses and minuses of various forms of privatization

Better Speed and Better ac- More Greater
corporate feasibility cess to ca- governmer fairness
governance pital, skills revenue

Sale to outside owners + - + +

Management-employee buyout - +

Equal-access voucher privatization ? + ? - +

Spontaneous privatization ? ?

Sourse: From plan to market: World Development Report 1996

The privatization for Patrimonia Bons should have been done as soon as possible for the
transition to the privatization for money. Delaying the privatization caused a number of
problems:

lack of a real owner, dispersion of state property amongst a very large number of
proprietors unable to ensure adequate level of investment for the re-modernization of
privatized enterprises,

low capacity of the state to exercise control over its property, inadequate
involvement of government officials and even disinterest and lack of political will in
privatization-related decision-making;

in the course of privatization, agreat deal of capital equipment wasillegally removed
from enterprises, which blocked their timely privatization;

lack of a corporate management system, abuse of power, and lack of responsibility on
the part of the managers;

delays in the adoption of the State Program for supporting the small business for
1998 — 2000 and the Law of Entrepreneurial License impedes brakes the
development of private sector;

registration of various types of property (land, buildings, etc.) is administered by
different Government agencies - a disharmonizing practice that does not appeal to
potential investors;

aweak system of state control authorities and inadequate legidative basis that
contribute to dliding of private business into the informal sector, which, in turn,
resultsin difficulties in obtaining reliable economic statistics and effecting a
meaningful analysis of the economy.

Objectivesfor expanding the private sector include: consolidation of legal and
institutional framework for private property, extending the list of enterprises subject to
privatization and diversifying the forms of their privatization, establishment of an efficient
corporate management system, consolidation of share holdings, development of the real estate
market, finalization of housing stock privatization, acceleration of reformsin the agrarian
sector.

Actionsaimed at private sector development include:
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Selling the supplementary rented entities of small scale (500 more enterprises), the
adjacent lands (about 470 parcels);

Improvement of the terms of payment for privatized premises — 25 per cent —to be
paid immediately upon the signing of the contract and 75 per cent over three years,

Taking effective measures toward making the privatized enterprises pay rent for the
land to local administrationsinstead of paying taxes for land, asit is now;

Converting the deposits in the savings banks in shares remained after privatization;
launching privatization through repayment of the state debts with assets or shares of
the enterprises subjected to privatization;

Launch of privatization of energy and telecommunications sectors involving foreign
investment in these sectors; privatization of tobacco factories, wineries located in the
Russian Federation, as well as electronics manufacturing industry;

Acceleration of privatization of agricultural enterprises, promotion of farmers
associations and allotment of land plots according to the National Program
“Pamant”;

Ensuring the continuation of housing stock privatization and promotion of private
housing owners' associations,

Supporting greater involvement of Moldovan citizenry in the domestic stock market
through measures such as Public Offers;

Establishment of an integrated system of registration of various types of property;

Effecting inventories of unfinished enterprises subject to privatization for their
further sale for asymbolic price;

Compilation of a unified information database of public property to ensure its
privatization in conformity with the state program;

Amending the existing legislation with the view to facilitate sale/purchase of state
property;

Allocation of at least half of the revenues from privatization of public property to
restructuring and further modernization of privatized enterprises,

Improving administration of state-owned property, including those with 100% state
capital and those of mixed ownership managed by private partners; establishment of
a State Property Fund endowed with legal personality.

Thus, by the year 2000, property reform should bring the share of private sector in
Moldova's GDP up to 60% to 65%.

However, the economic situation of the private sector remains unclear. An economic
data-base is absent. It isimpossible to evaluate objectively the productivity of functioning of
this sector.
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A common characteristic for
the post-socialist countriesis sliding

Share of the new privat sector and shadow economy in GDP. %

of the private sector as well asthe 50
state one into the shadow economy.
In the Transition Report -1997 of “
EBROD it is mentioned, that if in o
countries of Eastern Europe and .
Baltic states the private sector share 20/
prevails, in NIS the share of the 154
underground sector predominates, 1
which includes in big part a i
unreported production of the private East Eurove Baticcouties IS countrexclasia CISMidAsia
sector.

[ Private secfor [l Shadow economv

Sourse: EBRD, Transition report

3.5 Shadow economy

The shadow economy in transition countries, especially in NIS, differs to some extend
from shadow economiesin developed counties. Thisis manifested in the fact that the state
sector is very active in realizing shadow economic transactions, often the state property is used
for obtaining unofficial personal gains by the state employees. A clear divide between the
official and nonofficial sectorsis absent, the labor force of the underground sector includes
high skilled professionals. The shadow economy in NIS countries grew up so substantially not
only because of the economic decline, but also as aresult of involving in the privatization
process of new objects — land, assets of enterprises, etc.

It is possible that the shadow economy phenomenon has an anti-cyclic character and
grows up, even faster in countries experiencing economic decline. Methods of estimation of
the shadow economy’ s volume of output are bound to be not fully accurate and give avery
approximate picture of the real situation. Moreover, the results will differ depending on the
method used. Therefore, for making an international analysis of the degree of presence of this
phenomenon, it is necessary to use the same methods of estimation and to take averages for
every country. Inthisstudy alabor force market analysis on the information on NIS countries
was used. The specific of the method lie in underestimation of shadow economy parameters.
Thus, utilization of monetary methods would produce far graver results. Furthermore, the
utilization of the same method for the Republic of Moldova on the basis of the scriptic number
of employeesinstead of employed population leadsto a 7-8 per cent increase in the results.

Share of Shadow Economy in GDP (an
estimation based on labor market analysis) -%

120 .
—&— Azerbaijan

100 —®— Armenia
Belarus
80 Georgia

—¥— Kazakhstan
—®— Kyrgystan
—+— Moldova

—=—Russia

Uzbekistan

Ukraine
Tajikistan

1991 1992 1993 1994 1995 1996 1997
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Starting with 1994-1995 the share of the shadow economy began to diminish in a number
of countries. This can be explained not as much by some essential regulating measures made by
the state, as due to the launch of the stabilization process in those countries resulting in
diminished share of the shadow economy in the official one. A casein point is Georgia. During
1991 — 1994, the number of employed diminished from 2.5 to 1.75 million persons (by 30 per
cent), growing up to 2.1 million personsin 1997.

For the RepUb“C Of M OI dova Marginal Probability to Secure Employment in Formal Economy
the, 1997 economic relaunch (GDP 1
growth by 1.3 per cent) was too 0.9
small, therefore the rate of the o
shadow economy in comparison to 0.6 I~
the official oneisin continuing oo — .
growth. The discrepancy between 03 I — -
unemployment and vacancies grows gi
up and, as result, the marginal 0 ‘ ‘ ‘ ‘
probability to find ajob in the formal 1993 1994 1995 1996 1997
sector of the economy grows up.

The situation of the employed

Percentage of Consumer Budget Covered by
Average Wage

in the formal sector is discouraging
too. The registered revenues of less
than 3 per cent of population (5 per
cent of urban population and 1.9 per
cent of the rural one) cover the
consumer basket. The share of the
average wage in the consumer basket
(40 per cent) remains still too small
for along run to allow the population ]
to survive, staying only in the formal 1993 1994 1995 1996 1997 1. Q.1998
sector of the economy. This “pushes’

agrowing share of population to the shadow sector.

The spread of the phenomenon of shadow economy is accompanied by the growth in
crime, fall of economic and financial discipline, quality of goods and services. Thus, during the
first quarter of 1998, the number of crimes, including the economic ones, grew up by 5.3 per
cent in comparison to the last year. According to some estimates, the daily income of the drug-
businessin Balp amounts to about 2 million lei. Losses of power grew up from 10 per cent of
the total consumption in 1990 to more than 30 per cent in 1997, constituting daily 300 thousand
lei, according to some evaluations.

The growth of illegal export-import transactions' volume is worrisome. Thus, according
to Romanian data (“ Curierul
Naponal) the volume of Moldovan Occurrence of Violations (% of cases examined
sugar exports to Romania exceeded by Revision and Control Dept)

20

by 1.8 times (450 Th. tons) the o0

officially recorded volume of 0 e
production of sugar on the territory 60 o~

of the Republic Moldova. Generadly, | o,

abig part of thissugar isproduced in | 4 g

the Ukraine, and is fraudulently 30 —

certified as originated from 20

Moldova, withtheam of gaining 10

advantages from the trade agreement 0

1993 1994 1995 1996 1997 1tr.1998

between Romaniaand Moldova. The
comparison between Russian and
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Moldovan official statistics sourcesindicates that the sparkling wine exports of Moldova
exceed 1.6 times the Moldovan production; more than this, after passing the border prices grow
up 2.4 times. In the Russian statistics the imports of Vermut —wine from Hungary and Bulgaria
disappeared — since, as they pass the customs, they are being registered as Moldovan wines,
thus giving the violators the advantages of the Moldo-Russian agreement. A practical absence
of aborder between the right side of Moldova and the territory of Transnistria and the
existence of two different fiscal systems on this territory implies considerable |osses to the state
budget of Moldova. Thus, the absence of a value added tax on the territory of Transnistria
implies paying the custom duties on the territory of Transnistria, coming to the right side of r.
Nistru aslocal goods, avoiding paying the VAT (in average 20 per cent), aggravating the
situation in the budget and creating an unhealthy competition to the local goods.

Production and marketing of fake or uncertified goods is a component of the shadow
economy. It has adouble negative impact: on health of population and worsening of Moldova's
prestige in the external market. The Department for Sandards, Metrology and Supervision of
Moldova, having asits most important direction the protection of consumersrights through state
control and supervision of normative

documents, firgtly, referring to the Density of quality standards violations detected -
populations health and life security, the 1997

environment protection and growth of Media pe tara : : : :

goods and services quality, made a Chisinau : — ‘

number of controlsin 1997. The results Balti ‘ ‘ —

of the department’ swork indicated, that ornel \ \ \ —

during 2,226 checks made 1,129 oo S ——
violations were detected (51 per cent - Edinet ‘ ‘ ‘ —

in 1997 and 47 per cent in 1996). The cimisia ———— )

share of deviations from required Calarasi : : : 2

standards amounted 61 per cent (in cahdl \ \ \ \ | |

1996 — 48 per cent). A regional goods | IS e e =
and cervices quality differencesis ’ oo T e e e e

observed . On average, there are
established violations (deviations of quality standards, faking, or absence of necessary
documentation) for meat — foods in about 52 per cent, for canned vegetables and fruits—in 77
per cent of cases, alcoholic beverages — 39 per cent, electric appliances — 67 per cent, for the
commaodities for children, the deviation rate reached 74 per cent, services -63 per cent.

A worrying sign isthe quality of imported goods. The Republic of Moldova, being a
small open economy, promotes a policy of liberalization of external trade. In many cases, the
imported goods create a serious competition for the local ones often easily substituting them,
and discouraging the local production. Having competitive prices, these goods often are of bad
quality and are harmful for population’s health. Thus the density of negative results for
imported goods is bigger than the average in the country and reached 79 per cent in 1997
against 86 per cent in 1996. In the case of detection of this cases of law violation, the
aforementioned Department prohibits the trade of these goods. The mass information of the
population regarding the quality of goods, including the imported ones could offer to consumer
the possibility of choosing between price

and qua”ty’ and, pog b|y’ could Occurrence of Violations (as a percentage of cases
contribute to the reviving of local subgected to fiscal audit)
production. 701 2
60
Placing emphasis on the quality of 501
goodsis an obligatory condition for a % 41
stable economic development and the 301
20+
64 101 X
0,

1994 1995 1996 1997 1Q. 1998




3.5 Shadow economy

country’s prestige. With the aim of consolidation of the country’s relation with other countries
and collaboration with different international organizations, according to the decision of the
General 1S0 (International Standards Organization) Assembly, the Republic of Moldova
represented by the Department for Standards, Metrology and Supervision became a correspondent
member of 1SO in 1997. Agreements of collaboration in the field of standardization with Lithuania,
the Ukraine, Azerbaijan, Uzbekistan were signed. The preparation for the entrance of the
Republic of Moldova into the WTO was completed. For the Republic of Moldova, it is
important that these kinds of agreements be signed with the basic partners in export-import
transactions.

Y ear 1997 and the first quarter of 1998 were marked by a decline in the economic and
financia discipline. The data of the Department for Revision and Control show that the density
of violations in the total number of control continues to grow, the prejudice per economic
unity grew up from 3.3 thousand lei in 1997 till 6.9 thousand lei in the first quarter of 1998,
almost doubled. According to our estimation, in 1998 it is expected the total prejudice to reach
about lei 90 millionsin 1998. According to the information of the Main Sate Fiscal Inspection,
in 1997, 17,541 ( | quarter 1998 — 4614) units from 219,180 (respectively, 234,025) were
exposed to fiscal control, in 9,233 (I

quarter 1998 — 2,601) cases violations were Tax Evasions Dynamic as a Percentage of
detected. Additional payments were Consolidated Budget Revenues
calculated in the volume of lei 290.3
million (in | quarter 1998 —44.8), 20 — —
including fines lei 163.7 (22.5) million. In
the course of the analyzed period, a < —
practical leveling in the density of 10 —
violations among legal entities and
individual s took place.

The evaluation of the proportions of 0
tax evasion in the Republic of Moldovain

1994 1995 1996 1997 estim 1998

1997 — | quarter of 1998 was done on the basis of the information contained in “The Report
regarding the results of control activity of the respecting the legislation and other payments” of
the Main State Fiscal 1nspection, depending on the share of checked taxpayers and the detected
sum of evasions (see following tables). The calculations showed a slow down of the tax
evasion process in the first quarter 1998. In the structure of tax evasion, LTDs, stock companies
and cooperatives of al kinds predominate.

The compensation of |osses detected by the inspectors of the Main State Fiscal Inspection
occursin very slow pace. Thus, while in 1996 there was collected 19.09 per cent of the
established sum, in 1997 — only 13.7%, and in the first quarter 1998 - 15.6%.
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3.5 Shadow economy

Fight against tax evasion as a way to amelior ate the budget deficit problem.

At present, one of the main state problemsis the budget deficit. The study of traditional
macroeconomic theories regarding budget deficit allows us to make a conclusion. Budget
deficit implies shrinking of savings and investments, diminishing of capital stocks, which, in its
turn, slows down economic development. In the long run thisimplies arapid growth of the
external debt, and current account balance deficit. According to these theories the state debt
presents an additional burden for next generations, but for the Republic of Moldova— even for
the current generation.

According to the Ricardian macroeconomic theory (less traditional), the state budget
deficit isjust a substitution of current debts by future growing taxes. The adherents of this
theory consider the negative effects of the budget deficit on the country’s economic
development would not be essential. With regard to the Republic of Moldova, it is clear that the
socio-economic condition will not allow the population to make these savings. Therefore the
conclusions of the Ricardian theory will not be valid in the case of Moldova.

It is clear that the amelioration of this situation becomes more difficult and it is necessary
to elaborate concrete measures. Amongst the most traditional ways of amelioration in this
situation at least five could be used:

- financing the budget deficit out of supplementary credits,

- seignorage, or gains from money emission;

- tax growth;

- reduction of state expenditure;

- fight against tax evasion.

Unfortunately, the first way, that one of financing the budget deficit out of supplementary
credits was overutilised during the last years, and as a result the external debt of the country
grew up to 64 per cent of GDP in 1997. The continuation of this practice could be too
dangerous for the economic stability of the country.

The seignorage or gaining

revenues from the emission of Seigniorage (%) (8% of GDP_ 0% of budget revenues
additional sums of money isaso Moldova
problematic. The data of the National Russia fmr——
Bank of Moldova show that since the Ukraine r——
introduction the national currency, the Latvia |
money aggregate MO grew up more Belarus |
than 8 times achieving a sum of Kazakhstan |
972.06 million lei at the end of 1997. Kyrgystan |
The“pressing” of this process could Armenia | | I
cause an inflation growth with all Georgia. | | I
negative consciences. Azerbaijan | | ——
Obtaining a growth in the budget Tajikistan \ T
revenues raising taxes will be doubtful Uzbekistan [ \ '
too. First, our calculations show that Turkmenistan | |
the increase of the fiscal burden by 0 5 10 15 20 25

one per cent will result in a2-3 per
cent growth of tax evasion. Secondly, the traditional macroeconomic models show that this will
shrink the production and GDP. That iswhy this measure could be unacceptable for the
condition of Moldova.

The reduction of the Government expenditure can be partially used in the short run to
ameliorate the budget deficit problem, but it isadifficult way, from both social considerations
and economic ones. The traditional macroeconomic models show that that the diminishing of
Government expenditures will cause the fall of GDP, or this measure could solve the problem
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for a short time, but could be discouraging the economic growth.

Another way of solving the problem isthe fight against tax evasion. Being prevalent in
the society, the phenomenon of tax evasion presents a considerable reserve, a potential source
of additional incomes for the budget. For a country like the Republic of Moldova a partial

fighting against tax evasion could be

the most efficient Way of &)IVing the Ratio "Budget Expenditures / Payments into the
budget deficit problem, but the Budget”
diminishing of thetax evasion in Balti
bigger proportions could create Chisinau
possibilities to ease the tax burden and Ungheni
stimulate the production. Telenesti
Among the causes of tax evasion Taraclia
phenomenon, a heavy and nonuniform Stefan-Voda
tax burden, weakness of control Soldanesti
institutions, and the existence of an Straseni
overdriven system of fiscal facilities Soroca
could be mentioned. Singerei
Even if the formal tax burden in Riscani
the Republic of Moldova fluctuates Rezina

during the last yearsin limits of 3—33 Orhei
per cent, thisfigure isformed due to the
fact that the tax burden for one part of
economic agents exceeds 50 per cent,
but the other part does not pay taxes.
Probably, one of the causes of tax
evasion’s phenomenon spread is lack of
interest of the local authoritiesin
fighting it. The ratio “budget
expenditures/ paymentsinto the
budget” varies substantially from one
locality to another other (from 0.43in
Chi®inau till 2.72 in Cantemir county).
On one hand, the possibility to cover the
local needs with finances from the state
budget does not stimulate local
administration to maximize tax

Ocnita
Nisporeni
Leova
laloveni
Hincesti
Glodeni
Floresti
Falesti
Edinet
Dubasari

Drochia

Donduseni
Criuleni
Cimislia

Causeni

collection. On the other hand, the ek
realization by the local authorities of the Cainari
fact that abig share of tax collection on Cantemr
the territory will be spent in other Camenca
regions creates indifference to tax Cahul
collection and facilitates other kind of Briceni
agreements between local authorities Basarabeasca
and taxpayers. Anenii-noi

Another cause of tax evasion Gagauzia
spread isthe weak ECtiVity of fiscal Vulcanesti

institutions. Thus, the share of 6o o5 1 15 2 25 3

economic agents subjected to fiscal
audits diminished from 32.3 per cent in 1994 to 8 per cent in 1997, and 1.9 per cent in the first
quarter of 1998, which facilitates evasions.

In this study abasic model of tax evasion was examined. The following assumptionslie
at the base of the model: the taxpayer is an amoral person and evades paying taxes when thisis
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economically advantageous; the tax inspector is an absolutely honest person who objectively
records al the violations of the fiscal legislation in his reports; the inflation rate is zero. The
condition when tax evasion is considered to be economically advantageous means that the gain
from tax evasion exceeds the expected losses in the case of detection by the fiscal auditors. In
this case the gain from tax evasion is the tax evasion sum itself. The expected |osses from tax
evasion are the sum of tax evasion which will need to be reimbursed and penalty (fine) in the
case of being caught corrected to the probability of being caught in tax evasion. The total net
benefit from tax evasion was calculated being equal to the difference between the gains and
expected |osses.

The calculation made by the Main State Fiscal Inspection showed that for the majority of
the taxpayers categories the benefit from tax evasion is positive, which means that there exist
favorable conditions for tax evasion and the phenomenon will grow. In 1997, only state
enterprises, budget institutions and kolkhozes were exceptions. The net benefit for legal entities
amounted lei 103.5 millionin 1997 and lei 21.2 million in the first quarter 1998. The net
benefit of individuals - lei 3.4 millionin 1997, lel 0.6 million in the first quarter 1998, and the
total for the Republic of Moldova estimated at lel 107 million in 1997 and lei 22 million in the
first quarter 1998.

For the numerica evaluation of . . . .
. Tax evasion efficacy in the Republic of
the degree of tax evasion advantage a Moldova (%)
notion of “tax evasion efficiency” 1200,
was defined as aratio of the net
benefit to expected losses. The
calculation showed that this indicator

1000

800+

600+

grew up extremely fast during the

|last years and reached in 1998 a level 4007

of 1000 per cent for legal entities. 2001 = mﬁ rL
necessary to create the conditions ‘D Total O Legal entyties O Individuals ‘
that would reduce the economic

efficacy Of tax EVBSI on to zero and Curve of Indifference for Tax Evasion
would make the taxpayers indifferent 50

45
40
35
30

to tax evasions. These conditions
could be created by manipulating
with the penalty rate and the

probability of being caught in tax

I

Penalty rate

25
evasions (density of controls). The 20 \
calculations alowed to obtain the 15 \
curve of indifference to tax evasions. 10 \
It presents the multitude of 5
combinations between the penalty 0 ‘ ‘ ‘ ‘
rate and the density of fiscal controls, 0 02 D%ﬁsny of au%i?s 08 !

which discourages the tax evasion,
for which the efficacy of tax evasion is equal to zero.

We can see that the sensibility of these indicatorsis very strong. The surface under the
indifference curve presents the multitude of combinations of penalty rates and densities of
controls for which the tax evasion is efficient (the efficacy is positive). For the reduction of the
phenomenon of tax evasion, the choice of the kind of control regime isimportant. The
calculation showed that the efficacy of tax evasion does not depend on the their volume. In
space the dependence between penalty rate, density of controls and the efficacy of tax evasions
forms a hyperboloid. The multitude of combinations under the zero level describes control
regimes of fiscal inspections which discourages the tax evasion.
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The analysis of the real information regarding the penalty rates and densities of fiscal
audits corresponded to the sector where the evasions are efficient. Thus, for the density of
audits created in 1997 amounting 8 per cent the penalty rate needed to be not 100 — 130 per
cent, asit really was, but 1,150 per cent (!). And conversdly, if the penalty varied in limits of
100-130%, then the density of fiscal controls had to be 43-50 per cent of all taxpayers. Besides,
given the fact that collection of
pendtiesisgoing very hard, itis
necessary to make other
measures to fight tax evasion.

First suggestion in this
direction is the need to develop
an ample study of the
phenomenon. This study should
include economic, sociological,
juridical and psychological
aspects. The problem is that the -400
socia - economic conditions 600 .
created in the ex -socialist zone 800 -
facilitate the avoiding of paying 1000 :
taxes. There exist economic Density of tax audits
modelsin the world practice e e = e =
which prove the fact that aslong
as the person realize that the tax evasion is widespread and he lives in an dishonest ambiance,
he concludes that his tax evasion will not change alot the general situation, and essentially —
his own benefits. As aresult, he will decide to hide a part of hisincomes.

There are studies that prove the fact that the bigger is the income, the more he will be
subject to tax evasion. The population having big incomes, who should, in principle, contribute
the most of the budget revenue, will evade paying taxesin bigger proportions. In countries with
a dishonest ambiance, the progressive tax system does not work efficiently. Formation of a
state with a big share of medium size income population is the base of tax collection stability.

Another aspect of tax evasion. Sudies of the psychological aspect of the tax evasion show
that independent of the real dimension of incomes, persons who complain about small
incomes, about unfairnessin evaluation of their work and aptitudes are more disposed to evade
paying taxes, taking advantages from the state services to all population. That is why
insufficient informing of the population regarding real incomesin society predispose to
supplementary evasions. The information of the popul ation regarding the buying capacity of the
average wage, including various kinds of services and education in various countries could be
beneficial.

Asasolution for the creation of a more favorable ambiance and amelioration of financia
discipline, sociologists and psychologists propose the creation of various educational programs
of tax honesty. According to the authors of these programs, education and moral appeal could
have, probably, a better effect than high penalties.

Rise of the state authority in the public opinion can serve as a cheaper way of fighting tax
evasion. Such educational programs could work more efficiently if being promoted by non [
Government organization, and financed by the state. They need to maximize the utilization of
mass media and include the explanation of the following aspects:

the tax system, in principle, is not bad and differslittle from similar systemsin the
developed countries,

the majority of taxpayers nevertheless pay their taxes;

a convincing description of main directions of expenditures and explanation of their
importance;

The link between tax evasion efficacy and
dencity of fiscal audits for a fixed penalty rate

1000

800 +

600

400

200

0 -

-200 +

Tax evasion efficacy (9
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3.5 Shadow economy

description of possible consequences of tax evasion, including the personal risk and
institutional consequences of an excessive punishment from the state;

promoting a negative attitude to tax evasion, explanation of the fact that any tax
evasion results simply in the tax burden’ s growth, and harms the rest of population.

Regretfully, especialy in the countries having lower fiscal discipline, this educational
work is not practiced at all.

Another aspect of tax evasion is that the maturity of tax evasion reimbursement is too
long. Basically, thetax debts form a dead burden, which pushes more and more to the shadow
economy not only the small businessmen, but also big enterprises, which resort to different
manipul ations with foreign accounts “run away” from this burden. Some studies of this
phenomenon show that for easing this burden of taxes, which will never be paid anyway, atax
amnesty could be declared. Negative and positive aspects of tax amnesty could be
distinguished.

The positive effects of the declaration of a tax amnesty include the following:

amnesty could offer a possibility to collect a part of tax debts, which in other case
could not be collected;

the amnesty encourages honest declaration of incomes;

amnesty makes the society more able to control its future, because the possibility of
getting out from the shadow economy and entering the official one appears,

amnesty makes possible to declare that a mistake was made, but now conditions for
changing the behavior are created;

amnesty can serve as transition to a new, softer tax regime, because when the
Government fails systematically in promoting its tax policy, this could signify about atoo
heavy tax burden;

The negative effects are summarized in the fact that if this kind of amnesty is repeating,
the population gets used to the fact that in any case they will be forgiven for breaking the low,
this could undermine the authority of the Government and diminish the financial even more.

With regard to the Republic of Moldova, the utilization of different forms of tax
amnesties becomes a too often used practice. In general, the population expects regular debt
forgiveness, that iswhy it is necessary to examine carefully the possibility to continue this
practice, or to declare clear that this amnesty isthe last one and later the control work will be
done with greater severity.

Fighting tax evasion needs to be done by all ways: economic, legal, administrative and
educational .

The economic measures could include:

increased fines and frequent inspections by fiscal institutions to such an extent that to
make tax evasion unprofitable;

wider and more active use of bankruptcy legislation;

freezing enterprises debts, deblocking of bank accounts and finding ways of cutting
debts by taking into account the non-objective ways of their formation;

diminishing the tax burden (the last one to be done only after accomplishing the
others);

Legal measures would include:

development of alegal system to promote economic measures,

simplification of enterprise “shut-down” procedures for those that cannot prove their
being in operation over an established period of time;

implementation of the management |aw and means of its enforcing, providing
management administrative and penal responsibility for not paying taxes and other payments due
to the state;
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Administrative measures would include:

creation of a body endowed with functions and powers sufficient enough to fight tax
evasion, including the right for investigation and application of administrative sanctions, to
promote a single policy with regard to the investigation, discovering and penalizing people
breaching the financial discipline;

strict delimitation of functions of control institutions;

building the prestige, quality and incentives of fiscal control institutions;

ensuring transparency and free access of large parts of the population to the decisions
made by state authorities, which might be an efficient measure of fighting corruption.

Educational measures:

development of an awarenessraising program explaining the implications of tax evasion
on people swelfare, educating a negative attitude towards this phenomenon. This programis
likely to be more efficient if conducted by non-governmental organizations and financed by the
state;

psychological education of economic agents with regard to the increase of severity on the
part of fiscal control institutions via all available information channels (mass-media), explaining
the positive effects of such measures, including eventual lightening of the tax burden.

Implementation of these measures could serve asfirst stepsin fighting the parasitical
phenomenon of tax evasion and could permit solving the problem of budget deficit, external
debts, transition of the economy to amore civilized, stable, attractive for the international
organizations and investors stage.

CHAPTER 4. SOCIAL DEVELOPMENT
Analysis of the current situation

Recent evolution of the social sphere (in 1997 and the 1% quarter of 1998) confirm the trend
of adramatic worsening of this sector. Anti-crisis measures of the Government and the correction
of 1998 budget (July 1998) will certainly have a dramatic impact on population’s living standards.
The galloping growth of pensions and salaries’ arrears, accompanied by the erosion of real
incomes of the population and enhancement of latent unemployment, amplifies the poverty and
lack of people’ confidence in the days to come, entailing a considerable increase of the social
costs' burden. Although maintenance of macroeconomic stability (the major objective of the
Government for the period under review) had a positive impact on the monetary policies, the
precarious state of the public funds had a negative effect on the programs of the social protection
of the population. Facing severe fiscal constraints, the Government did not succeed to provide for
aproper financial coverage of the social costs. As aresult, the discrepancy between the financial
possibilities of the state and its social commitments has considerably broadened. By mid 1998 the
socia funds were in a sharp crisis, which endangers the fate of the social spherein the future.
Besides, the universal nature of the social protection schemes and wide spread of social benefits
have considerably devalued their real value. Due to this, the socia program efficiency is
miserable, and the vulnerability risk extremely threatening.

Being treated as a secondary derivation of the economy, the reform of the social sector has
been unwillingly delayed . The structure of social benefits and eligibility conditions, in most
cases, remain to be those inherited from the old economic system. In addition to that, the legal
framework is antiquated, frustrating the activity of the social employees. The performed
modifications during the recent 7 years are perfunctory and often are at variance with the market
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