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EXECUTIVE SUMMARY 
INTRODUCTION 

1. 
Moldova lose direct and indirect subsides from the all-Union funds, it experienced a severe terms o f  trade 
shock which was compounded by the de facto separation o f  the Transnistrian region, the breakdown o f  
traditional trade links and distribution channels, a relative reduction in the demand for Moldovan products 
due to higher quality Western substitutes and reduced incomes o f  i t s  main Commonwealth o f  the 
Independent States (CIS) trading partners. In the thirteen years since independence, Moldova has seen 
per capita income fall by more than 60 percent. Moldova i s  now the poorest country in Europe with an 
Atlas GNP per capita in 2003 o f  around US$550. 

2. Starting in 2000, however, the economy has rebounded and Moldova has enjoyed cumulative 
growth o f  more than 20 percent. Growth has relied primarily on domestic consumption fueled by large 
inflows o f  workers’ remittances and sizable increases in wages. Investment remains a relatively small 
share o f  GDP and has not contributed greatly to the recent growth performance. Whi le  exports have 
grown strongly, rebounding from the collapse experienced following the 1998 regional financial crisis, 
imports have grown even faster with the results that the contribution o f  net exports to growth i s  s t i l l  very 
negative. It i s  unlikely that the factors that have led to the resurgence o f  the Moldovan economy will 
persist over the medium term. While workers’ remittances will continue to play an important role in the 
Moldovan economy, it wil l be difficult to sustain the current growth rate o f  these flows. The growth 
impetus from past structural reform efforts has not been reinforced and future growth will be 
compromised by the poor business and investment climate. As a small open economy, closer integration 
into the world economy and a rapid growth in net exports must serve as the engine o f  growth in Moldova. 

3. 
export market growth and economic growth. Export market growth, for i t s  part, has been closely linked 
to the larger order trade reorientation towards the European Union (EU). This reorientation, in turn, has 
been associated with product upgrading and investment, commonly undertaken by foreign investors. 
Given i t s  proximity to the EU, the performance o f  Moldova’s exports to the European Union (EU) has 
been disappointing. Moldova’s exports are s t i l l  concentrated in a few commodities and are s t i l l  primarily 
destined for the CIS market. Wh i le  macroeconomic stability has been largely achieved, formal and 
informal trade and investment barriers, including a high bribe tax, have limited much needed 
restructuring, domestic and foreign investment and quality upgrading. As this study suggests, the 
achievement o f  more sustainable export-led growth and poverty reduction will require policies that go 
beyond formal trade policies. Indeed, a more open trade regime must go hand-in-hand with a good 
business and investment climate. 

The Moldovan economy was hit hard by the disintegration o f  the Soviet Union. Not  only did 

Across the transition economies, there appears to be a strong and positive association between 

Trade, Growth and Poverty 

Trade can play an important role in alleviating poverty in Moldova by stimulating growth, 
increasing employment and reducing the price of consumed products; 
The full impact of trade on poverty wi l l  only be realized if the range of informal barriers to both 
imports and exports in Moldova, such as cumbersome and restrictive trade procedures, 
corruption, burdensome and inappropriate regulations and high transport costs, are significantly 
reduced. 

4. Trade will affect poverty through i t s  impact on the rate o f  economic growth. Economic policies 
that promote trade and growth are therefore likely to have a substantial impact on poverty reduction. 
However, vulnerability to changes in external conditions, as shown by the impact o f  the Russia crisis on 

i 



poverty rates, suggests that factors constraining the diversification o f  trade in Moldova need to be 
alleviated. 

5.  
affecting employment, wages and incomes. I t  i s  important to note that the trade-poverty links are 
influenced not only by formal trade policies, such as tariffs, but also by a range o f  informal barriers in 
Moldova. Cumbersome and restrictive customs procedures, corruption, burdensome and inappropriate 
regulations, such as those relating to product standards, and high transport costs all act to raise the prices 
of traded goods and have implications for poverty. 

6. A number o f  simulations undertaken for this study show how policy initiatives which reduce the 
cost o f  importing and exporting in Moldova, and which make it easier to access overseas markets, could 
have substantial impacts on poverty - reducing poverty by more than 10 percentage points. 

Trade wil l also affect poverty through changes in prices, which affect consumption, and by 

Trade Policy and Regional Free Trade Agreements 

The tariff schedule is growing more complicated. A simpler, more uniform tariffstructure should 
be adopted, allowing tariff revenues to be collected more efficiently; 
Severe constraints on transit through Ukraine and lack of effective dispute settlement to deal with 
this issue greatly undermines the value of the CIS free trade agreement for Moldova; 
The current export promotion strategy should be reworked to achieve a balance between offshore 
and onshore objectives, and to provide an effective mechanism of implementation. An increasing 
focus on quality should be at the forefront of export promotion activities in Moldova. 

While Moldova has drastically liberalized i t s  trade regime in the decade since independence, and 

. 
7. 
now has a very liberal statutory trade policy regime, the way trade and other policies are being 
implemented i s  creating substantial barriers to imports and exports. The current tariff schedule has 
become more complex, increasing the administrative burden in applying trade policy and collecting tariff 
revenue. A more uniform tariff structure with a small number o f  tariff bands that i s  subject to less 
frequent changes will reduce uncertainty and allow tariff revenues to be collected in a more efficient 
manner. A further reason for maintaining fairly uniform tariffs i s  to avoid an escalating tariff structure. 
Wh i le  higher tariffs on finished products than on imported inputs provides higher levels o f  effective 
protection for producers o f  final goods, in Moldova it appears that in certain instances tariff 
differentiation has actually led to de-escalating tariffs with higher duties on raw materials and 
unprocessed products than on finished goods. This suggests that producers o f  some final products in 
Moldova will find i t  more difficult to compete with foreign producers in the domestic market since they 
wil l be paying more than the world pr ice for their inputs. 

8. Moldova has become increasingly dependent on the taxation o f  imports. Customs duties, 
however, play a rather minor role in import taxation. From the taxation viewpoint, the small collection o f  
customs duties does not justify the administrative complexity o f  a highly detailed and variable import 
tariff schedule. Revenues from import duties would be collected more efficiently with a simpler and more 
uniform tariff structure. 

9. Exporters in Moldova are confronted with the burdensome requirement to repatriate export 
earnings within a given time period. Late repatriation leads to the levying o f  heavy fines. This 
requirement, even if the timefi-ame i s  extended, i s  unnecessary and should be removed. The timely 
reimbursement o f  VAT paid on both domestic and imported inputs i s  also problematic. The Moldovan 
Export Promotion Organization (MEPO) asserts that no more than 45 percent o f  export VAT refund 
requests are being satisfied on a regular basis and these are typically in the form o f  offsets against other 
tax liabilities. The existing VAT refund mechanism, therefore, creates considerable hurdles for 
exporters, at least in terms o f  the high cost o f  delays, and should be reformed. 

.. 
11 



10. 
consisting o f  12 former Soviet republics, the bilateral Romania-Moldova free trade area and free trade 
agreements (FTAs) with six stability pact countries o f  South Eastern Europe. The CIS free trade area i s  
playing an extremely important role in Moldova’s external trade, absorbing over half  o f  the country’s 
exports. The FTAs with CIS countries, however, have a number o f  important shortcomings: (i) the web o f  
bilateral and multilateral agreements undermines transparency and hampers the efficiency o f  the free 
trade area; (ii) exclusions from the free trade regime can be imposed unilaterally; (iii) the agreements lack 
permanency; and (iv) in the absence o f  a plurilateral dispute resolution mechanism, all disputes have to be 
resolved politically at the bilateral level. These features are particularly disadvantageous for a small 
country such as Moldova. 

1 1. 
the transit o f  i t s  trade through Ukraine. The transit environment remains chaotic and a regime o f  free 
transit has never been achieved. While Moldova sits on the Working Party for the accession o f  Ukraine 
to the World Trade Organization (WTO) and could potentially exert pressure on Ukraine by making 
requests on free transit issues, transit issues through Ukraine do not appear to be on the agenda o f  
Ukrainian accession to the WTO. Hence, on this issue, Moldova could exploit the benefits o f  i t s  
membership o f  the WTO further. 

12. 
that a good export promotion strategy should strike a balance between offshore objectives (information 
gathering, market research, trade representation, and trade fairs) and onshore objectives (issues o f  
competitiveness: quality standards, pricing, supportive services, domestic input supply, development o f  
new business models and practices). The current strategy, while addressing some o f  the former issues, i s  
weaker on the later. In this regard, i t i s  unlikely that progress in provision o f  information will have a 
substantial export promoting impact without significant efforts to improve the domestic business 
environment. 

Moldova i s  a participant in a number o f  free trade areas: the plurilateral CIS free trade area, 

Despite a free transit provision included in the FTAs, Moldova experiences serious problems with 

Moldova adopted an export promotion strategy in early 2002. International experience suggests 

Market  Access to the European Union 

Through lobbying of the EU on the extension of the Generalized System of Preferences (GSP) 
scheme, Moldova should seek to have a larger number ofprocessed agricultural products 
class$ed as non-sensitive under the GSP, thereby making them eligible for zero duties, and to 
include as eligible for preferences for the$rst time products such as wine; 
Internally, strong efforts should be made to identifi and alleviate constraints on the take-up of 
GSP preferences and to ensure that Moldovan producers are aware that new opportunities for 
exports may arise in the new member countries in central and eastern Europe; 
Addressing the domestic constraints on trade and investment would not only stimulate trade but 
also bring Moldovan institutions and policies on a path whereby a free trade agreement with the 
EU could become a reality. 

Given i t s  economic size and proximity, economic analysis suggests that the principal trading 13. 
partner o f  Moldova should be the EU. Instead, Moldovan trade i s  dominated by exchange with other CIS 
countries - principally Russia - and the share o f  the EU in Moldovan exports remains very low relative to 
what would be expected under “normal” trade relations. EU trade protection and agricultural subsidies 
can only explain a small part o f  the gap between the current share o f  the EU-15 in Moldova’s exports 
(around 23 per cent in 2003) and the share that could be expected under “normal” trade relations (between 
40 and 50 per cent). Indeed, Moldova i s  one o f  the most preferred partners o f  the EU under the GSP with 
significantly better market access than other CIS countries, the main competitors to Moldova. However, 
there i s  s t i l l  room for further enhancement o f  these preferences, particularly with respect to Moldovan 
wine exports, which are currently excluded from preferences. Access to the EU market, particularly for 
agricultural goods, wil l be substantially altered by the recent enlargement, raising competitive challenges 

... 
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for Moldovan producers but also providing new opportunities as duties on some o f  the key products 
exported by Moldova fall in the new EU members. 

14. 
effective market access i s  determined by much more than tari f fs in the overseas market. A number o f  
policies applied in the home market can influence the ability o f  exporters to penetrate overseas markets. 
Having to contend with, for example, the costly and time consuming clearance o f  exports, the difficulties 
and costs o f  obtaining funds for working capital and for investment and the difficulties caused by the 
current system o f  product regulations and conformity assessment are equally important factors limiting 
the ability o f  Moldovan exporters to penetrate the EU market. Indeed, in many cases, removal o f  these 
domestic barriers will be a pre-requisite for the successful expansion o f  exports to the EU. If these 
barriers are, in effect, prohibitive, then there can be no impact from the reduction o f  EU tariffs until they 
are alleviated. For example, if Moldovan products cannot satisfy the minimum requirements necessary to 
be placed on the EU market, then changes in the EU tariff will have no immediate effect and w i l l  only be 
exploited in the longer-term if constraints on the ability o f  f i r m s  to invest to raise quality are removed. 
Addressing these barriers would also put Moldova on a path towards a free trade agreement with the EU 
and a clear track towards more comprehensive integration with the EU under the ‘new neighbors’ policy 
currently being developed. 

Standards and Conformity Assessment 

Whi le  reducing EU tariff barriers can contribute to reorientation o f  Moldovan exports to the EU, 

The government should aim to move rapidly to the so-called “voluntary” system of standards 
based on the adoption of international and, where relevant, EU standards. I t  should establish 
clear targets for this process; 
The government should consider drawing up a national quality plan, integral elements of which 
would be raising awareness of standards issues in the public institutions and private sector, a 
shift to a more modern and business oriented approach to conformity assessment, greater 
participation of the private sector in the standards process and enhancing the reputation of 
testing, inspection and accreditation bodies for independence and competence. 

Standards have come to be crucial elements facilitating transactions and trade both within 15. 
countries and in international exchange between countries. The ability to comply with the standards in 
overseas markets i s  a major factor determining access to those markets and the capacity to export. In 
addition to the writing o f  standards, an essential element o f  the system o f  standardization i s  conformity 
assessment, the technical procedures such as testing, verification, inspection and certification, which 
confirm that products hlfill the requirements, laid down in regulations and standards. 

16. As part o f  i ts accession to WTO, Moldova has a commitment to implement a system o f  voluntary 
standardization. Despite the ambitious program set up by the Government conceming the transition 
towards this system by 2005, there has been inadequate financial or technical support for this program. As 
a result, Moldova’s institutional structure in the area o f  standardization, metrology, certification and 
accreditation s t i l l  resembles many o f  the features o f  the former system o f  centralized control, which 
results in a high degree o f  government control and influence over the placing o f  products on the market. 

17. The slow pace in adopting a modem standards system contributes to a negative business 
environment. The current system i s  overly complicated with no clear rules regarding application, which 
leaves too much room for discretion. Functions, relationships and responsibilities o f  different state bodies 
comprising the system are not clearly defined and very often are overlapping. Information i s  not readily 
available and the rationale behind some o f  the requirements i s  not made clear to those that have to apply 
them. In addition, the need to certify goods and production processes i s  daunting, both for exporters and 
importers, because o f  the high direct and indirect costs. 
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18. The slow adoption o f  international standards, and the excessive use o f  mandatory standards, i s  an 
important factor affecting the access o f  Moldovan exporters to the EU market. Moldova’s current system 
o f  standards also acts to discourage foreign direct investment and constrains innovation and strategies 
towards product differentiation. Adequate and appropriate conformity assessment infiastructure and 
transparent, non-arbitrary regulations and procedures are key factors affecting the location decisions o f  
multinational f i rms .  Countries meeting world standards tend to attract more investors. This constraint on 
foreign direct investment (FDI) limits the transfer o f  technological knowledge to Moldova, especially o f  
processes and procedures that would raise quality in Moldova. 

19. 
responsibility for, the quality o f  the goods or services they produce. Without this fundamental change o f  
attitude, the prospects for generating higher value added activities and o f  long-run increases in 
competitiveness will be poor. An increasing focus on quality, therefore, should be at the forefront o f  
export promotion activities in Moldova. 

Customs Administration 

A key issue for Moldova i s  to encourage and facilitate more companies to focus on, and take 

Review a l l  documentary requirements with the objective of increasing trade facilitation by 
streamlining Customs procedures. I n  particular, review the necessity for the conJirmation 
procedure and ensure that the application of current procedures are consistent with the Kyoto 
Convention; 
Develop a proper valuation system by (i) reinforcing the valuation unit and developing a 
transaction price data base, (ii) establishing communications with industry and importers to 
assess realistic values for major commodities, and (iii) developing an initial valuation 
investigation process; 
Over the longer-term, Customs should aim to substantially reduce the number ofphysical 
examinations by introducing a basic form of risk management which could be supported in the 
earlier phases by random selection of declarations. Based on preliminary results, Customs 
should start preparing a more sophisticated risk management system. 

20. Reductions in tariff barriers around the globe and changes in supply chain management practices, 
such as a greater reliance on just-in-time deliveries, have resulted in a relative increase in the importance 
of border procedure-related trade transaction costs. Inefficient and costly border procedures exact 
significant cost on both the businesses that have to use them as well as the authorities that have to 
administer them. Similarly, inefficient border procedures are also l ikely to lead to poor export 
competitiveness, make a country less attractive to foreign investment and reduce the ability o f  domestic 
f i rms to participate in global production networks. 

21, 
and reducing the associated trade and transport impediments. Unfortunately, surveys o f  Moldovan 
businesses reveal that, despite recent improvements, customs regulations are s t i l l  perceived as 
cumbersome and costly, acting as an impediment to foreign trade operations. These perceptions are the 
result o f  (i) complicated, non-transparent, and frequently changing Customs procedures, (ii) long delays 
for clearing goods or proceeding through the border, including fiequent physical inspection o f  goods and, 
(iii) difficulties in applying modem Customs standards, such as the WTO Agreement on Customs 
Valuation. 

Moldova has achieved some success in improving the services o f  the Customs Administration 

22. 
revenue collection on existing transactions. While revenue collection has increased, the efficiency o f  
Moldovan Customs lags behind other countries in Southeastern Europe. Further, the objective o f  Customs 
to control fraud i s  not being effectively achieved. The detection o f  irregularities i s  rare - only 2.3 percent 
o f  all import declarations, a figure usually encountered only in highly compliant countries. Instead, 

Many o f  the control mechanisms imposed by Customs are designed to control fraud and increase 
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complex procedures impose an unnecessary and costly burden on legitimate businesses. Risk analysis, 
which allows for some selectivity in checks, i s  s t i l l  very limited and more attention needs to be paid to the 
negative impact o f  these controls on trade facilitation. The direct and indirect cost o f  these control 
mechanisms to society can be very high. Customs should review all current documentary requirements 
and procedures to ensure that they are consistent with the Kyoto Convention and the objective o f  
improving trade facilitation. Among the benefits o f  simplified Customs procedures would be the 
increased competitiveness o f  local f i r m s  and the increased efficiency o f  Customs. 

Transportation and Logistics 

Improve road management andJinancing systems, including the establishment of a road 
maintenance fund and the development ofperformance-based road maintenance contracts; 

23. The cost and quality o f  transport and logistic services matter for trade competitiveness. Even if 
tariff and non-tariff barriers to trade are substantially liberalized, the penalty o f  high transportation costs 
has a negative impact on growth rates and income of countries with poor international transport links. 
Countries with higher transport costs are also less likely to attract FDI. Since FDI i s  often a key channel 
o f  international knowledge and technology diffusion, these higher costs may lead an economy to be 
further removed from the world technology frontier and impede i t s  rate o f  productivity growth. 
Moldovan exporters, confronted with high freight and logistic costs, must pay lower wages to i t s  workers, 
accept lower profits or increase productivity. 

24. 
infrastructure has been added to address the needs associated with changing trade pattems. 
generally poor condition o f  Moldovan roads imposes a substantial cost on the economy. Estimates 
suggest that reducing vehicle-operating costs by upgrading road quality would generate savings on the 
order o f  US$20 to 25 mill ion annually. To  achieve these savings, there i s  a need for better road 
management and financing systems with a particular emphasis on road maintenance. This requires: (i) 
the State Road Administration to strengthen i t s  procedures for planning and budgeting road expenditures 
and assessing priorities for road maintenance; (ii) a transparent road fund, for both national and local 
networks, be established to provide a stable source o f  funds for road maintenance; and, (iii) development 
o f  multi-annual performance-based maintenance contracts. 

25. 
vehicles in other countries, however, reduces this cost advantage. With i t s  aging truck fleet, only a small 
number o f  multilateral transport permits are available to Moldovan trucking firms. Unless Moldova 
upgrades i t s  trucking fleets, its ability to compete in the EU market wil l be hindered. Unfortunately, fleet 
renewal to meet higher EURO-standards has been modest because o f  the high cost o f  loans and the VAT 
tax bias against leasing arrangements. 

26. 
government policies and more efficient logistics. If, for example, the Govemment brings trade 
documentation and administration to the level found in most EU accession countries, logistics costs o f  
f i r m s  could be reduced by about US$35 million. A more predictable trade environment would lower 
inventory-carrying costs by over US$lO million, even when inventory-handling costs remain unchanged. 
Reducing average border crossing time would save at least U S 2 0  mil l ion in waiting time costs alone. 
Finally, more efficient operations and increased competition in rai l  and road transport could lower the 
total transport costs by 20 percent, equivalent to US$25 million. Reduced logistics costs would 
dramatically improve the competitiveness o f  Moldovan firms and contribute to their ability to participate 
in global production networks. 

Moldova’s existing transport infrastructure, albeit extensive, has been poorly maintained and no 
The 

Moldovan trucking f i r m s  have the lowest operational costs in Europe. The shift to higher standard 

I t  i s  estimated that over US$70 mil l ion could be saved annually through more business friendly 
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Financial Services 

The restrictions limiting foreign exchange lending to exporters should be removed; 
The fiscal agent responsibilities imposed on the banking sector, such as the monitoring of 
repatriations of export proceeds, should be lifted. 
To facilitate leasing, the VAT status of lessors should be adjusted to be the same as for banh. 
The 5 percent of each payment to the leasing company that the lessee is required to deduct as a 
tax advance should be eliminated. 

. 
27. 
especially important for the facilitation o f  international trade, where there i s  a need for various services 
and instruments to increase speed and certainty in payments across international borders and in different 
currencies. Insofar as these financial services have limited availability and are costly, they become 
important constraints for the development o f  international trade. 

28. 
savings and specialized financial institutions are non-existent, inactive or very small. Almost all business 
surveys carried out for Moldova show that access to finance i s  a considerable impediment to business 
development. The capacity o f  banks to appraise the creditworthiness o f  clients i s  s t i l l  developing and, as 
a result, banks are generally credit r i s k  adverse. The dearth of medium to long term credit i s  not only due 
to the high funding risk, but also because such credits effectively reduce the capacity o f  banks to 
restructure their balance sheets when circumstances change. A legal framework that clearly establishes 
the rights, responsibilities and liabilities o f  the parties to financial transactions and which provides a 
means to enforce legal obligations and claims efficiently i s  a key ingredient to a more stable and robust 
financial system. 

29. The banking sector i s  fairly concentrated, with the sizable number o f  small and very small banks 
suggesting large inefficiencies and high costs. Encouraging the reduction in the number o f  smaller banks 
will be an important part o f  creating a banking sector that i s  healthier and more capable o f  providing 
efficient, better and cheaper financial services. The introduction o f  foreign banks into the Moldovan 
banking sector would be highly desirable as they would exert competitive pressure on local banks and 
bring new financial products to the market. 

30. 
affect the performance o f  the banking sector. Wi th  very limited exceptions, and contrary to the reality o f  
lending risks, banks are authorized to lend in foreign currency only to importers. Exporters cannot 
borrow in foreign currency to finance local expenditures. Since local currency interest rates are 
considerably higher than foreign currency rates, this restriction makes credit much more expensive to 
exporters, reducing their international competitiveness. 

3 1. Banks are also charged with a number o f  fiscal agent responsibilities that are incompatible with 
banking business. Among these are the controls over repatriation o f  export earnings. These regulations 
are a costly burden for the banks that are required to monitor all transactions and report in detail to the 
authorities. Eliminating these regulations will not only save exporters a lo t  o f  administrative hassle, i t 
will save the commercial banks and NBM the significant cost of monitoring, recording and reporting the 
related data. 

Financial services are essential for the functioning o f  a modem economy. Such services are 

A highly dollarized banlung sector dominates the financial sector. Capital markets, contractual 

Several government and National Bank o f  Moldova (NBM) restrictions and regulations further 
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INTRODUCTION 
1. 
Moldova’s economic recovery finally commenced, poverty rates have dropped significantly - from a high 
o f  7 1 percent in 2000 to less than 40 percent in 2003. Wi th the current economic recovery driven largely 
by consumption, there i s  concern that the current growth performance will not be sustained over the 
medium term. International evidence suggests that broad-based and sustained growth depends, in part, on 
an open and transparent trade regime. In Moldova, however, the efficient allocation o f  resources that 
openness brings i s  being undermined by poor governance and domestic policies that raise the cost o f  
doing business. Improving the business environment and reducing the cost o f  doing business will not only 
promote more sustainable growth, i t will also have a direct impact on the economic welfare o f  Moldova’s 
population. Reform o f  policies that affect international trade, therefore, has an important role in poverty 
alleviation. 

2. Confronted with higher costs o f  doing business, Moldovan producers must either accept lower 
profits, undertake investments to increase productivity or pay lower wages to i t s  workers. The current 
investment climate, however, has discouraged the domestic investment needed to increase productivity 
and has made it difficult to attract foreign direct investment. Since foreign investment i s  often a key 
channel o f  international knowledge and technology diffusion, these higher costs have lead the Moldovan 
economy to be further removed from the world technology frontier and has diminished Moldovan future 
growth prospects. Apart from the obvious and direct impact on poverty, lower wages have been a key 
factor contributing to the massive international movement o f  labor out o f  Moldova. Reducing corruption 
and lowering the cost o f  doing business in Moldova are, therefore, key elements o f  any strategy to sustain 
economic growth and reduce poverty. 

3. Whi le  a good business environment has many important dimensions, this study focuses on those 
areas that have direct implications for international trade. The key topics chosen for this study were 
identified by stakeholders in the private and public sectors as being major barriers to international trade. 
To set the stage for the study, Chapter 1 reviews the Macroeconomic setting. As i s  now well recognized, 
growth in Moldova has been driven primarily by final consumption with the contribution o f  net exports 
being negative. As a small open economy, sustained growth will require improved export and investment 
performance. The chapter notes that in order to stimulate exports and overcome the impact o f  remittances 
on the real exchange rates and the poor overall business environment, Moldova will need to address the 
major impediments to trade identified in this study. The key finding o f  this study, that measures to reduce 
trade-related impediments has a significant impact on poverty, i s  presented in Chapter 2. Drawing on the 
findings presented in the rest o f  the study, simulations undertaken for this chapter demonstrate the 
potentially large impact that the removal o f  these impediments can have on poverty. 

4. 
CIS trading partners towards the EU. In addition, Moldova’s exports continue to be focused on a narrow 
range o f  products. Moldova’s recent trade and investment performance i s  described in Chapter 3. As the 
Chapter notes, the narrow country and product focus o f  Moldovan exports has potentially negative 
implications for future export growth performance and exposes Moldova to further regional external trade 
shocks. The inability o f  Moldova to attract much needed foreign investment i s  also reviewed in the 
chapter . 
5. 
policies and regional trade agreements i s  examined in Chapter 4. The value o f  the regional trade 
arrangements to Moldova i s  also explored. The chapter examines the way in which trade and other 
policies are implemented in Moldova and how they create a substantial barrier to imports and exports, 
Some commentators have expressed the view that Moldova faces crippling external trade restrictions, 

Rapid economic growth i s  a precondition for sustained poverty alleviation. Since 2000, when 

Unlike many transition countries, Moldova has been slower in redirecting trade away from i t s  

The extent to which trade performance has been influenced by Moldova’s own formal trade 
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such as those in the EU, that prevent them from exploiting their sources o f  comparative advantage. The 
trade barriers inhibiting Moldova’s market access to the European Union are explored in Chapter 5. 

6. While reducing EU tariff barriers can contribute to the reorientation o f  Moldova exports to the 
EU, the rest o f  the study highlights the important point that effective market access i s  determined by 
much more than tariffs in overseas markets. A number o f  policies applied in the home market can also 
influence the ability o f  Moldovan exporters to penetrate overseas markets. In Chapter 6, the difficulties 
caused by Moldova’s current system o f  product regulations and conformity assessment i s  highlighted. 
The chapter notes that ability to comply with the standards in overseas markets i s  a major factor 
determining access to those markets and the capacity to export. Having to contend with the costly and 
time-consuming clearance o f  exports and imports also limits the ability o f  Moldovan exports to penetrate 
new markets. Chapter 7 examines Moldova’s inefficient and costly border procedures and notes that 
these procedures exact a significant cost on both the businesses that have to comply with them as well as 
the border authorities that have to administer them. 

7. 
cost and quality o f  Moldova’s transportation and logistics services matter for trade competitiveness. The 
chapter also addresses the barriers that inhibit Moldova trucking f i r m s  from taking advantage o f  their low 
operating costs. Finally, Chapter 9 examines the difficulties and costs o f  obtaining funds for working 
capital and investment that confront Moldovan f i rms.  Insofar as financial services have limited 
availability and are costly, they become important constraints for the further development o f  international 
trade. The extent to which government restrictions and regulations affect the performance o f  the banking 
sector, and hence trade competitiveness, i s  explored. 

8. Wh i le  Moldova’s recent strong export growth performance i s  encouraging, exports have only just 
recovered to levels achieved before the advent o f  the regional financial cr is is  in 1998. The continuation 
ofthis growth performance i s  not a foregone conclusion. However, given i t s  proximity to the large 
European market, Moldova has many opportunities that, if exploited, will sustain the growth in exports 
and, hence, economic growth and poverty reduction. To realize these opportunities, however, Moldova 
must address the barriers that impede Moldova’s efforts to diversify exports, attract foreign investment 
and integrate into global production networks. The study presents an action plan that highlights the main 
constraints to trade and presents policy recommendations to overcome these barriers. The analysis in the 
study confirms that alleviating these barriers to trade would have a substantial impact on poverty. 

In addition to border-related trade transaction costs, Chapter 8 analyzes the extent to which the 
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Trade can play a key 
role in reducing 
poverty, especially 
in small open 
economies such as 
Moldova, but trade 
can also bring new 
risks and lower 
welfare for some. 

Moldova was one of 
the CIS countries 
hardest hit by the 
regional jnanc ia l  
crisis in 1998. 

CHAPTER 1. MACROECONOMIC SETTING: WEAK 
BUSINESS ENVIRONMENT UNDERMINES SUSTAINABLE 
GROWTH 

INTRODUCTION 

1.1 In the thirteen years since independence, Moldova has seen per capita income fall 
by more than 60 percent. Moldova i s  now the poorest country in Europe with an Atlas 
GNP per-capita in 2003 o f  around $550. There are several reasons for Moldova’s difficult 
transition performance. In the Soviet system, Moldova’s role was mainly to supply 
agricultural products while being entirely dependent on imported energy inputs. 
Consequently, Moldova was among the hardest hit  by the collapse o f  the Soviet Union. 
Not  only did Moldova lose direct and indirect subsides from the all-Union funds - 
subsidies that amounted to 25 percent o f  i t s  GDP - i t  also experienced the worst terms o f  
trade deterioration o f  all CIS countries, approximately 40-50 percent. This shock was 
compounded by the breakdown o f  traditional trade l i n k s  and distribution channels, 
relative reduction in the demand for Moldovan products due to higher quality Western 
substitutes and the reduced incomes o f  i t s  main Commonwealth o f  the Independent States 
(CIS) trading partners. Further, the civi l  war and de facto separation o f  the Transnistrian 
region eroded the industrial base o f  the republic since most industry was located 
primarily in the breakaway region.’ 

1.2 
CIS countries. A new currency was introduced in 1993 that, combined with a tightening 
o f  monetary and fiscal policy, contributed to early success at macroeconomic 
stabilization. These efforts were complemented by a series o f  first generation reforms, 
including trade and price liberalization, mass privatization and financial sector reforms. 
By the mid-1 990s, however, macroeconomic stabilization and early liberalization efforts 
had proved insufficient to attract foreign investors or generate growth from internal 
sources. In part, the productive sector failed to sufficiently adjust to the post- 
independence energy price shock and household consumption did not fully adjust to the 
fall in real incomes. The absence o f  political consensus behind further economic 
reforms, frequent changes in government and weak institutional capacity combined to 
produce a stop-go pattern in the implementation o f  structural reforms. 

1.3 Moldova was one o f  the CIS countries hardest hit by the regional financial crisis 
in 1998. The depreciation o f  the leu against western currencies and i t s  simultaneous 
appreciation against the Russian rubble resulted in Moldova’s second dramatic terms o f  
trade shock. Exports halved and real household incomes were reduced to less than 60 
percent o f  the pre-crisis levels. Following the crisis, the sources o f  fiscal deficit 
financing diminished considerably as the T-bill market and foreign financing dried up. 
As a result, fiscal policy had to tighten considerably, both through increased revenue 
collection in cash and expenditure reduction. A number o f  important structural reforms 
also took place. Among the most important were: a) significant steps towards 
rationalization in the energy sector, including the privatization o f  three electricity 
distribution companies; b) imposition o f  hard budget constraints through energy sector 
reform and collection o f  budget revenues in cash; and, c) launching o f  pension reform 
and clearance o f  pension arrears. These reforms, combined with the economic recovery 

During the early 1990s, Moldova was considered a leading reformer among the 

Transnistria accounted for more than a third o f  the total industrial output but only about 17 percent o f  the population 
before independence. Nearly all the cotton textiles, power transformers and electrical machines were produced there, as 
well as 90 percent o f  the electricity generation. 
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in neighboring countries and the sizable inflow o f  workers’ remittance, contributed to 
Moldova’s growth turnaround in 2000. 

RECENT GROWTH PERFORMANCE 

1.4 Since 2000, Moldova has enjoyed cumulative growth o f  more than 20 percent. 
In the last three years, growth has averaged more than 6.7 percent. As shown in Table 
1.1, the turnaround in Moldova’s growth performance has been driven primarily by 
domestic consumption* Private 
consumption has been fueled by 

Since 2000, 
Moldova has 
enjoyed cumulative 
growth of more than 
20 percent. The 
turnaround in large inflows o f  workers’ (percent) 
Moldova ’S growth remittances and sizable increases in 2000 2001 2002 2003 

wages and pensions. A large Real GDP growth 2.1 6.1 7.8 6.3 performance has 
been driven increase in tax revenues, principally 

Table 1.1. Moldova: Contributions to Real 
GDP growth, 2000~2003 

primarily by 
domestic 
consumption. 

There is a strong 
and positive 
association between 
export market 
growth and 
economic growth. 
Export market 
growth has been 
closely linked to 
trade reorientation 
towards the 
European Union. 

Formal and informal 
trade and investment 
barriers limit the 
much needed 
restructuring, 
domestic and foreign 
investment and 
quality upgrading. 

Final Consumption 15.4 4.5 9.8 17.9 
Gross Investment contributed to an increase in public 

taxes on imported goods, has 

Consumption. Wh i le  investment has Net  Exports -14.8 -0.3 -2.3 -13.5 
grown Over the last 

three years, it s t i l l  represents only a 
relatively small share o f  GDP and, hence, has not figured predominately as a contributing 
demand factor in current growth performance. Over the last three years, exports have 
rebound sharply from the steep drop experienced in the aftermath o f  the regional 
financial crisis. Export growth during this period has averaged nearly 19 percent 
annually. Imports, however, have grown even faster, averaging nearly 20 percent per 
annum over the same period. With the value o f  imports amounting to more than one and 
half times that o f  exports, the contribution o f  net exports to Moldova’s growth has been 
negative. 

1.5 All the transition countries started with common ownership and control regimes, 
administered prices and trade organized on the basis o f  the requirements dictated by 
centralized planning. While trade patterns among these economies may have mimicked 
some view o f  comparative advantage, almost all trade was conducted intra-Council o f  
Mutual Economic Assistance (CMEA). While, trade barriers in most o f  these countries 
have come tumbling down, albeit with different degrees across countries, growth 
performance has varied widely across countries. Empirically, there appears to be a strong 
and positive association between export market growth and economic growth.’ Export 
market growth, for i t s  part, has been closely linked to the larger order trade reorientation 
towards the European Union (EU). In tum, excluding trade in natural resources, export 
growth has been associated with product upgrading and investment, commonly 
undertaken by foreign investors. By contrast, formal and informal trade and investment 
barriers, including a high bribe tax, limit the much needed restructuring, domestic and 
foreign investment and quality upgrading. As a result, productivity improvements remain 
small or absent as do export opportunities. As the rest o f  this study suggests, any solution 
to this problem needs to embrace a great deal more than just formal trade policy. Indeed, 
a more open trade regime must go hand-in-hand with a good investment climate and 
other virtuous features and vice versa. 

1.6 The “Non-observed economy. The non-observed economy in Moldova, which 
includes the informal sector, household production for own final use, and hidden activity 
of the formal sector, i s  estimated at 3 1.6 percent o f  GDP. Of  this, 6.6 percent i s  the 

See, for example, Christofferson and Doyle (1998), “From inflation to Growth: Eight Years o f  Transition”, IMF 
Working Paper, WP98/100, Washington DC 
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h idden economy in the formal sector and 9.2 percent represents the in fo rmal  sector and 
the rest i s  comprised o f  household production for own use. With regards to  hidden 
act iv i ty in the formal sector, the major part  i s  concentrated in industry and trade, those 
areas o f  the economy subject to  a higher f iscal burden and, hence, with a greater 
incentive to  evade taxes. Reforms that improve the business climate, including the 
remova l  o f  the various impediments t o  trade, would launch a virtuous cycle such that the 
activi t ies o f  the in fo rmal  and hidden economy are encouraged to  migrate to the 
“observed” economy thereby reducing the need fo r  the burdensome control mechanisms 
designed to detect these informal and hidden activities. Th is  shif t  in economic activi ty 
would also have the associated benefi t  o f  broadening the tax  base, al lowing for a 
reduct ion in marginal  tax rates wh i le  at the same t ime increasing overal l  tax revenues. 

Box 1.1 - Workers’ Remittances 

Traditional trade theory, anchored on  the assumed international immobility o f  factors 
o f  production, focuses on the exchange o f  goods across international borders as a result o f  
the differences in technologies and factor endowments. According to this theory, 
unfettered international trade in goods w i l l  lead to the equalization o f  factor returns across 
countries. In practice, however, factors o f  production, including labor, are not immobile. 
Any constraints o n  trade in goods, therefore, may lead to the international movement o f  the 
factors o f  production to seek out higher returns abroad. That is, rather than exporting the 
services o f  domestic factors embodied in the form o f  goods, those services are provided 
directly to market overseas through physical movement o f  factors. 

Temporary migration i s  a relatively new phenomenon for Moldova. I t  began in 
earnest after the 1998 regional financial crisis and has expanded significantly in the last 
three years. As a result, Moldova’s single largest export has been i t s  labor force and 
workers’ remittances have become the single largest source o f  foreign exchange inflows. 
In 2003, recorded remittances amounted to $393 mil l ion (20 percent o f  GDP and 49 
percent o f  merchandise exports). Although transactions are secure, associated costs are 
high. If the money i s  converted into Moldovan lei, bank fees for conversion and remitting 
funds can amount to up to 25 percent o f  the amount transferred. As a result, a large portion 
o f  remittances is sent home via unofficial channels (estimated at about 40 percent). 
Recorded remittances, therefore, substantially undervalued actual flows. It i s  quite l ikely 
that the total inf low o f  workers’ remittances i s  more in the neighborhood o f  $650 mi l l ion a 
year (33 percent o f  GDP or 80 percent o f  exports). 

The absence o f  a recent population census makes i t  difficult to estimate the precise 
number o f  Moldova working abroad. Various studies put the number o f  migrants at 
between 200,000 and 700,000 Moldovans. (By comparison, employment in Moldova i s  1.5 
mi l l ion and the population i s  3.6 million). About hal f  o f  Moldova’s migrant population i s  
working in CIS countries, primarily Russia. The rest are distributed mainly between 
Western Europe, Southeastern Europe and the Middle East. Those migrants in the CIS are 
predominately men working in seasonal 
jobs, tend to have lower education levels an( 
earn less compared with migrant workers in 
Europe. Despite the relative smal l  share o f  
the total migrant population, nearly 60 
percent o f  remittances come from workers 
living in Western Europe - predominately 
educated females working as caretakers or 
baby-sitters. 

Host Country Number o f  Migrants 

Russian Federation 240.000-270.000 
Italv 150.000 
Portugal 80,000 

Greece 30.000 
Czech Reoublic 40.000 
Turkev 20.000-50.000 
Spain, France, Israel 20,000 

Source: IMF Article IV  Staff Report, 2004 

Insofar as Remittances augment the 
recipient individuals’ incomes and increase 
the recipient country’s foreign exchange 
reserves, the economic effects can be 
positive. If remittances are invested, they 
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contribute to output growth, and if consumed, they can have positive multiplier effects, 
l i f t ing some families out o f  poverty. W h i l e  most remittances in Moldova appear to support 
increased consumption, some 16 percent o f  recipients use the funds to support some sort o f  
business investment. Contrary to local concerns, Labor migration does not appear to have 
precipitated a brain drain. Indeed, the local labor force i s  more likely to have a university 
education than expatriates. One emerging area o f  concern, however, i s  the so-called 
“Dutch disease” effects that can take place as a result o f  the large inflows o f  remittances. 
The corresponding increase in foreign reserves can cause the real exchange rate to 
appreciate - an increase in the relative price o f  non-traded goods - resulting in the 
contraction o f  the manufacturing sector or de-industrialization. 
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1.7 
country can be broadly measured by the evolution o f  i t s  real effective exchange rate 
(REER).3 Moldova introduced a new currency, the leu, in November 1993 to replace the 

The Real Effective Exchange Rate. The international price competitiveness o f  a 

competitiveness by 
addressing costly 
policy and “behind- 
the-border ” barriers 
to trade. International Monetary 

Russian ruble. The currency 
was backed by foreign- 
exchange reserves and some 
US$250 mil l ion in 

Fund (IMF) loans. Until 
November 1998, the leu 
was stable against major 
currencies, appreciating in 
real effective terms between 
1994 and 1997. After the 
devaluation o f  the Russian 
ruble in August 1998, the 

Figure 1.1: Real and Nominal Effective Exchange Rate 
(lode= ZOO2 - 100) 
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leu’s relative stability came to an end in the face o f  intense speculative pressure and the 
outflow o f  capital. In November 1998, the central bank stopped supporting the currency 
and the leu depreciated rapidly throughout the remainder o f  1998 and into 1999, losing 
almost 20 percent o f  i t s  value in real effective terms. Since the beginning o f  2001, the 
leu  has experienced a gradual depreciating trend, reflecting largely the real depreciation 
against the Russian ruble. In mid-2003, the central bank tightened monetary policy, 
moderating i t s  foreign exchange purchases, in order to slow the rapid growth in domestic 
credit and inflation. With the continued inflows o f  workers’ remittances, this change in 
policy will likely lead to the further appreciation o f  the nominal and real exchange rate. 
To offset the negative impact on overall macroeconomic competitiveness, domestic f i r m s  
will need to reduce costs and undertake productivity-enhancing measures. The 
Government can contribute to improved competitiveness by addressing costly policy and 
“behind-the-border’’ barriers to trade. 

The real exchange rate measures a country’s competitiveness position resulting from changes in the nominal exchange 
rate and domestic costdprices relative to its trading partners. Generally, the comparison of relative prices can be based on 
consumer prices, producer prices, GDP deflators or unit labor costs. Many studies on competitiveness favor the use of unit 
labor costs because i t  reflects both changes in productivity and wages. Unfortunately, a consistent time-series of aggregate 
unit labor costs i s  unavailable in Moldova. As a substitute, the consumer price index i s  used since i t  allows for easy 
comparability with other countries. 
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Formal and informal 
impediments to 
business and trade 
make Moldova less 
attractive to foreign 
investment and 
reduces the ability of 

Box 1.2. Transnistria 
The economy o f  Transnistria has registered a spectacular decline since the early 1990s with 

living standards deteriorating even more than that experienced on the right bank of the Nistru river. 
The economic policies promoted in Transnistria have been very different from those in the rest of the 
country. Whi le Moldova was pursuing economic liberalization, albeit in a somewhat stop and go 
fashion, the separatist regime in Transnistria has vigorously resisted economic reforms. 

With its long porous border with Moldova, Transnistria has had a major impact on both foreign 
and domestic trade of the Republic of Moldova. I t  i s  the common perception that Transnistria has 
become a ‘big trans-shipment camp’ for cigarettes, oil products, liquor, and other smuggled products. 
This  illegal trade i s  believed to not only benefit the Transnistria regime, but also businesses from 
Moldova and neighboring countries that use Transnistria as a means of avoiding Moldova’s Customs 
and Tax authorities. Indeed, the existence of such trade, and the perceived loss to the Moldovan 
budget, has been an important element of the Moldovan authorities reluctance to ease administrative 
controls over trade. 

Though i t  i s  difficult to give an exact estimation o f  the size of the smuggling phenomenon and 
its impact on the budget, its order o f  magnitude i s  suggested by Transnistria’s trade indicators. Over 
the last three years the Transnistrian economy has been registering an extremely high degree of 
openness - 4 times higher than in Moldova. For some key products, Transnistrian imports vastly 
exceed internal needs. 

Solutions adopted to prevent illegal activities through the boundary have relied on the 
cooperation of Moldova’s neighbors. Up until 2001, Moldovan authorities allowed Transnistria to use 
Moldovan customs stamps and issue Moldovan certificates of origin for the Transnistria’s exports. 
With Moldova’s accession to the WTO in 2001, however, new customs stamps were introduced and, 
two years later, an agreement was reached with Ukraine, according to which goods from Transnistria 
could be only be imported if they used official Moldovan documents (which also implied the 
registration of Transnistrian exporters with the Moldovan Registration Chamber). Th is  had a serious 
impact on Transnistria’s extemal trade and resulted in significant economic loses for the region. In 
reaction, the separatist regime introduced a custom fee o f  100 percent for all imports from the right 
bank. 

permit greater investment and political stability. Whi le the government of Moldova has placed the 
resolution of the Transnistria conflict at the top o f  i ts political agenda, the integration of the two 
economies remains a distant prospect. Economic reforms in Moldova that resulted in stronger 
economic growth and poverty reduction, however, would provide an impetus to further push the 
political process towards resolution. 

Resolution o f  the Transnistria issue would eliminate a major source o f  policy distraction and 

Source: “Research Paper on Transnistria”, Center for Strategic Studies and Reforms, November 2003. 

firms to take 
advantage of low 
wages and 
participate in global 
production 
networks. 

1.8 
in determining a country’s competitive position, particular with respect to foreign 
investors interested in labor-intensive industries. Average wages for both skil led and 
unskilled labor have increased considerably since 1995, albeit from a very low base. In 
U S  dollar terms, the average monthly wage paid to skilled workers increased from $55 
dollars in 1995, rising to $92 dollars in 1998. The impact o f  the large devaluation against 
the dollar drove down wages in dollar terms and by 2002 average wages had only risen 
back to $87. The trend in wages paid to unskilled workers follows a very similar 
pattern. L o w  wages, an educated population and proximately to Europe could make 
Moldova an attractive location for f i r m s  seeking to take advantage o f  these resources. 
Formal and informal impediments to business and trade, however, make a country less 
attractive to foreign investment and reduces the ability o f  f i rms to take advantage o f  
Moldova’s low wage rates in order to participate in global production networks. 

Average Wages. The cost and productivity o f  labor also plays an important role 
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Table 1.2 Real and Nominal Wages, 1995-2002 

1995 1996 1997 1998 1999 2000 2001 2002 
Real Monthly Wages (Index) 

Creating a good 
business 
environment is a key 
aspect of the 
transition to a 
market economy. 

A good business 
environment has 
many dimensions. 

Moldova 
consistently ranks 
behind other 
countries on several 
critical aspects 
related to a 
conducive 
investment climate. 

Skilled Worker; 100.0 107.8 118.3 132.9 123.0 124.4 131.6 150.9 
Unskilled and Semi-skilled Workers 100.0 98.6 97.8 100.9 84.7 81.9 97.1 116.0 

Nominal Monthly Wages (in US$) 
Skilled Workers 55 72 88 92 60 68 76 87 
Unskilledand Semi-skilled Workers 30 36 40 38 23 24 31 37 

Source: Moldova Department ofStatistics and author‘s calculations 

MOLDOVA’S BUSINESS ENVIRONMENT4 

1.9 
economy. A good business environment encourages entrepreneurial activity, job 
creation, and economic growth with positive implications for poverty alleviation. 
Similarly, a good quality business environment fosters domestic investment and, al l  else 
equal, makes a country more attractive to foreign investors. 

1.10 
a country’s public and private institutions, government policies and legal and regulatory 
frameworks that protect property rights, enforce contracts, and provide other public 
goods that are needed in a market economy. A sound business environment depends on 
the integrity o f  public and private agents and the control o f  crime and corruption. I t  
requires political and economic stability, a level playing field among market participants 
and a tax system that i s  universally applied and not unduly distortionary. Effective 
infrastructure and a well functioning financial sector are also important considerations. 

1.1 1 A number o f  surveys have been undertaken recently to assess the quality o f  the 
business environment. The Business Environment and Enterprise Performance Survey 
(BEEPS) asks enterprises to evaluate economic governance and state institutions and to 
assess how the functioning o f  the state, physical infrastructure and financial institutions 
affect their business operations. As the BEEPS survey indicates, shown in Figure 1.2, 
Moldova consistently ranks behind other countries in the CIS, and considerably behind 
the Central and Eastern Europe and Southeastern Europe, on several critical aspects 
related to a conducive investment climate. Policy uncertainty clearly leads the concerns 
o f  Moldovan enterprise managers. More than 80 percent o f  managers are concerned with 
macroeconomic and microeconomic (regulatory) policy uncertainty. Tax rates, tax 
administration and the access to and cost o f  financing also rank among major constraints. 
Nearly 60 percent o f  f i r m s  identified corruption as a major or moderate constraint and, 
related to this, 58 percent o f  managers identified business licensing and operating permits 
as an important constraint to doing business. 

Creating a good business environment i s  a key aspect o f  the transition to a market 

A good business environment has many dimensions. I t  i s  linked to the quality o f  

Moldova’s business environment i s  reviewed extensively in the Investment Climate Assessment for Moldova, World 
Bank, March 2004. 
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Much more remains 
to be done before 
Moldova can match 
the standards of the 
advanced transition 
countries - 
Moldova ’s 
competitors in the 
global production 
networks. 

1.12 Looking at the perceptions o f  entrepreneurs in more detail, i t  becomes clear that 
administrative barriers are the number one constraint. Whi le there have been recent 
improvements in this area, registering a new business is s t i l l  cumbersome, and licensing 
remains one o f  the most restrictive among transition economies. Similarly, while the 
duration and cost o f  inspections have come down, the frequency o f  inspections has 
increased. Whi le the BEEPS and complementary “Cost o f  Doing Business surveys 
suggest that the business environment has shown some recent improvements, much more 
remains to be done before Moldova can match the standards o f  the advanced transition 
countries - Moldova’s competitors in the global production networks. The remainder o f  
this study explores a number o f  trade specific areas - customs administration, standards 
and conformity assessment, financial services, transportation and logistics and 
telecommunications - and makes specific recommendations for changes in those areas 
that would positively improve the business environment. 

Figure 1.2. Perceptions of the Business Climate 
Financing 

Corruption 
Source: Business Environment and Enterprise Performance Survey, 2002 
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Trade can play a key 
role in reducing 
poverty, especially 
in small open 
economies such as 
Moldova, but trade 
can also bring new 
risks and lower 
welfare for some. 

Trade affects 
households through 
changes in prices, 
which affect 
consumption 
expenditures, and by 
affecting wages and 
incomes. 

CHAPTER 2. TRADE AND POVERTY: EFFECTIVE 
ACTIONS IN MOLDOVA CAN BRING LARGE REDUCTIONS 

INTRODUCTION 

2.1 
extensively investigated and a consensus has emerged that trade can be beneficial for 
some individuals while at the same time being harmful for others. Whereas integration 
into world markets provides new opportunities for growth and higher welfare, trade 
liberalization may also bring about new risks and increased poverty for some. I t  i s  
therefore important to identify the winners and losers from trade liberalization and to 
quantify these gains and losses. This i s  particularly relevant in Moldova, a small open 
economy vulnerable to changes in external conditions. 

2.2 
poverty. Trade causes prices to change, thereby generating changes in the welfare (real 
income) o f  the household by affecting: 

The linkages between trade and poverty in developing countries have been 

There are a number o f  channels through which trade can have an impact on 

Consumption expenditures. Trade liberalization may bring down tariffs on 
products, such as food, causing prices and, consequently, poverty to decline. 
Trade liberalization typically leads to different price changes for different goods 
and varying impact for households who consume diverse bundles o f  goods and 
services. To  study these effects, the chapter looks at the different consumption 
patterns o f  Moldovan households at different levels o f  income. 
The value of goods and sewices produced within the household. These own- 
production effects o f  trade refer to the changes in household income that are 
brought about by changes in producer prices. Higher trade-induced prices for 
some goods (for example, agricultural inputs) cause welfare gains for households 
that are net producers o f  these goods, and losses for households that are net 
consumers. To  deal with these impacts, the present chapter examines the 
importance o f  own production as a source o f  income o f  Moldovan households 
and investigates how the value o f  own-production i s  affected by trade. 
Incomes from employment outside of the home. Trade liberalization causes some 
sectors to expand and others to contract. Expanding sectors will demand factors 
o f  production (skilled labor, unskilled labor, land) in different proportions from 
those used in the contracting sectors. Factor prices, particularly wages, will 
therefore adjust. As a result, the income o f  Moldovan households will change 
depending upon their different factor endowments. This study examines the 
impact o f  trade on labor income and on cash agricultural income. 
Transfers either from government or from private sources. Trade can affect both 
the capacity o f  the government to provide transfer within the economy and flows 
between private individuals, both within the country and from outside. 

Trade liberalization will also affect households i f it has an impact on the rate o f  2.3 
economic growth. The expansion o f  those sectors benefiting from trade will require labor 
(and other factors) and, as a result, sectoral employment will increase. This provides new 
opportunities for substantial welfare gains. There i s  a substantial, although contested, 
body o f  work that suggests that trade plays a major role in economic growth. While this 
chapter highlights the importance o f  economic growth to poverty alleviation in Moldova, 
simulations o f  the impact o f  trade on poverty concentrate on the static effects on 
consumption and incomes. 
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Trade liberalization 
also has an effect on 
poverty by allowing 
for a higher rate of 
economic arowth. 

V'hile formal trade 
policies in Moldova 
arefairly liberal) it 
is likely that the 
wide array of 
informal barriers to 
trade have important 
implicationsfor 
poverty. 

2.4 
formal trade policies, such as tariffs. While, as shown in Chapter 4, formal trade policies 
are fairly liberal, with relatively low tariffs and formal export barriers, trade i s  
constrained by a range o f  informal barriers in Moldova. Cumbersome and restrictive 
customs procedures, corruption, burdensome and inappropriate regulations, such as those 
relating to product standards, and high transport costs all act to raise the prices o f  traded 
goods and have implications for poverty. This chapter seeks to assess how a reduction in 
these constraints upon trade may influence poverty in Moldova. Many o f  these factors 
constrain exports as well as imports. However, since exports are also affected by the 
policies implemented in overseas markets, i t  i s  necessary to consider how improvements 
in overseas market access will impact the poor in Moldova. 

2.5 
prices, predicted expansion o f  particular sectors and other relevant changes, brought about 
by the integration o f  Moldova into world markets, with changes in consumption and 
income for households. The basic data input for this exercise was information obtained 
on the structure o f  consumption and the sources o f  income for different household groups 
in Moldova. Before discussing the poverty simulations, the main characteristics o f  this 
data on poverty in Moldova are briefly presented here. 

I t  i s  important to note that the trade-poverty links are influenced not only by 

The analysis i s  based on simulation exercises which link estimated changes in 

POVERTY IN MOLDOVA5 

a 
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2.6 Poverty in Moldova 
is widespread and and closely related to growth in mean consumption. Figure 10.1 shows the trends in 
deep, Despite a poverty and the rate o f  growth o f  per capita GDP from 1997 to 2002. From a poverty rate 
significant fall in the (head count ratio) of 

There are two distinctive features o f  poverty in Moldova: it i s  widespread, deep 
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Figure 2.1 Poverty and GDP Trends 1997-2002 
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62.3 percent in 2001 
and 48.3 percent in 
2002 as a result. This 
recent experience suggests that growth and poverty are closely linked in Moldova. 
Hence, economic policies that promote growth are likely to have a substantial impact on 
poverty reduction. On the other hand, being a small open economy also leads to a degree 

The data comes from the Moldova Household Budget Survey (MHBS), conducted monthly since 1997, and i s  designed to 
be representative of the population of the country (excluding Transnistria). Using a slightly different methodology, the 
authorities estimate that the poverty rate has continued to fall in 2003 to about 37 percent of the population. 
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Poverty is highest in 
small towns and 
then areas and 
lowest in large 
cities. Subsistence 
agriculture is an 
important 
characteristic of 
rural households. 

Household 
expenditures in all 
regions are 
dominated by food 
and beverages. 

Trade w i l l  
primarily afect 
household 
we2fare in 
Moldova 
through its 
influence on 
consumption of 
food. 

o f  vulnerability to changes in external conditions, as shown by the impact o f  the Russian 
crisis on poverty rates from 1997 to 1999. T h i s  suggests that factors constraining the 
diversification o f  trade to a broader range o f  markets should be alleviated. 

2.7 
cities, small other towns, and rural areas. During the whole period, poverty in large cities 
was much lower than in small towns and rural areas, with the highest poverty rate 
observed in small towns. In 2001, for example, the head count ratio was 80 percent in 
small towns, 64 percent in rural areas and 44 percent in large cities. In 2002, after strong 
growth, the head count ratio was 28.1 percent in large cities, 62.2 percent in small towns 
and 5 1.6 percent in rural areas. The lower poverty rate recorded in rural areas, relative to 
that in small towns, reflects the contribution o f  subsistence agriculture for food 
consumption and employment opportunities. 

2.8 Poverty in all regions increased from 1997 to 1999. Although the poverty rate in 
large cities was the lowest, it increased faster than in any other region. In addition, even 
though the country grew by 2 percent in 2000, poverty in s m a l l  towns, as opposed to 
poverty in large cities and rural areas, continued to increase during this year. 200 1 and 
2002 finally brought about substantial poverty declines in all regions. 

2.9 A key aspect o f  the analysis o f  the impact o f  trade liberalization on poverty i s  
the initial structure o f  household expenditures and sources o f  household incomes. Since 
different households have different consumption bundles, a change in relative prices will 
impact more on some households than others. Indeed, increases in prices o f  products that 
comprise a large proportion o f  consumption expenditure will tend to have a negative 
impact on household welfare, whereas households will benefit from declining prices o f  
the main products in their Table 2.1 Consumption and Budget Shares in 2002 

The geographical division o f  Moldova in the Household Survey comprises large 

Deciles 
Lowest Middle Highest 

2.10 Table 2.1 summarizes the ~ , a ~ ~ ~ f ~ ~ e v e r a g e s  72.6 63.4 38.6 
information on the structure o f  O f  which cash 65.7 55.7 32.7 

consumption bundle. 

household expenditures in 2002 2. Alc beverages, tobacco 2.6 2.1 2.3 
3. Clothing and footwear 1 2.3 12.7 according to large cities, other 4. Housing 9.2 15.4 15.8 

towns and rural areas. Bv far. the 5. Transoortation 5.2 4 6 
d 1  

6. Other'goods and services 
Other Towns 
1, Food & Beverages 

most important category o f  
expenditure, in all regions and for 

9.5 12.8 24.5 

78.4 69.7 47 
al l  deciles. i s  food and beverages. Of which cash - 60.3 48.7 38.8 " 

2. Alc beverages, tobacco Households in the lowest four 
deciles in large cities spend more 

3, Clothing and footwear 
4. Health care 

3 3.9 2.2 
1.5 4.3 10.1 
1.2 2.8 8.9 
0.2 0.8 3.3 
7.5 9.6 21.7 

are higher than 70 percent, and in 1. Food & Beverages 81.6 75.4 52.1 
Of which cash 17.5 20.5 19.6 

4.6 5.7 3.3 

affect household welfare in 4. Housing 6.4 6.9 17 

than 65 percent o f  their budget on 
food. In small towns the averages 

5. Transportation 
6. Other goods and services 
Rural Areas 

areas, they are higher than 75 
2, AIc beverages, tobacco 

percent. Thus, trade Wi l l  primarily 3. Clothing and footwear 1.4 3.7 10.1 

0.6 1.2 2.8 
Moldova through i t s  influence on, :; gits&d 5.4 7 14.6 
consumption o f  food. Source: Household Budget Survey 

2.1 1 The table also shows the amount o f  total outlays on food and beverages that 
households report as being paid for in cash, with the difference referring to in-kind food 
expenditures. Most o f  the expenditure on food and beverages in urban areas (Large 
Cities and Small Towns) i s  in cash, but a significant fraction comprises in-kind expenses. 
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There are 
significant 
differences 
between cities, 
towns and rural 
areas in the main 
source of income. 

The effects of 
international 
trade on poverty 
w i l l  be transmitted 
mostly through 
wages and the 
value of 
agricultural 
production. 

In contrast, most o f  the expenditure on food in rural areas i s  in kind, indicating that own- 
produced and bartered food items dominate consumption in these areas. 

2.12 In poor households, the only other important category o f  expenditure i s  housing, 
a non-traded good that includes uti l i t ies and energy. In the bottom o f  the distribution, 
average budget shares spent on housing range from 9 percent to roughly 15 percent in 
large cities. In small towns, these shares are smaller, ranging from 9 percent to 12 
percent, while in rural areas the averages are more stable at around 6 to 7 percent. 
Expenditures on other categories, including alcoholic beverages and clothing and 
footwear, are a small fraction o f  total outlays. 

2.13 Table 2.2 reports the 
average share o f  different sources 
o f  income o f  Moldovan 
households in 2002, again 
distinguishing large cities, small 
towns and rural areas. The table 
shows that there are substantial 
differences in the main source o f  
income in different regions. In 
large cities, income from 
employment i s  the main source o f  
income o f  the poor, while in rural 
areas the crucial source o f  income 
i s  agricultural production. In 
small towns, the poorest region, 
income from employment i s  the 
most important income source. In 
all regions, income from pensions 
and gifts are important. This 
implies that the effects o f  
international trade on poverty will 
be transmitted mostly through 
wages and the value o f  
agricultural production. 

Table 2.2 Sources of Income in Moldova Households, 
2002 

Deciles 
Lowest Middle Highest 

Large Cities 

Agricultural production 1.3 0.4 0.6 
Income from employment 46.9 43.1 58.8 
Pensions and retirement 31 32.7 7.7 
Other social security income 1 0.7 1.1 
Gifts 10.8 16.9 26 
Other 9 3.7 3.7 
Other Towns 
Non-agricultural production 0 2.2 1.9 
Agricultural production 11.2 16 8.4 

O f  which: cash 1.9 2.9 2.6 
Income from employment 46.4 42.6 48.5 
Pensions and retirement 24.5 21.8 5.4 
Other social security income 1.1 0.1 0.1 
Gifts 13.1 14 26.5 
Other 3.7 3.3 9.2 
Rural Areas 
Non-agricultural production 0.1 0.4 0.8 
Agricultural production 67.9 61.2 57.1 

Non-agricultural production 0 2.6 2.2 

O f  which cash 4.3 7.8 15.3 
Income from employment 8.8 7.8 12.3 
Pensions and retirement 14.5 22.4 9.6 

Gifts 5.2 4.8 12.3 
Other 2.4 3 7.1 

Other social security income 1.1 0.4 0.8 

Source: Household Budget Survey 

2.14 
also important to look at differences in wages across sectors o f  economic activity. If the 
adjustments following the liberalization o f  trade lead to a shift from higher-wage to 
lower-wage sectors then there will tend to be a negative impact on household incomes. 
On the other hand there will tend to be a positive effect if trade leads to an increase in the 
number o f  relatively highly paid jobs. 

2.15 
more detail, the reallocation o f  resources from contracting sectors to expanding sectors 
for the main features o f  the socioeconomic dynamics in Moldova. The survey i s  a 
rotating panel, which means that some households are interviewed for several years 
(some for two consecutive years, others for four consecutive years). The approach i s  to 
f i rs t  look in more detail at those households that moved into poverty between 1997 and 
1999 and then to look at the fraction that changed socioeconomic groups. 

2.16 The main conclusion drawn from Table 2.3 i s  that there are only mild transitions 
across socioeconomic groups among those families that moved into poverty from 1997 to 

Given the importance o f  income from employment as a source o f  income, it i s  

Exploiting the panel structure o f  the Household Budget Survey will reveal, in 
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The lack of 
significant changes 
in socio-economic 
group as households 
both enter and leave 
poverty suggest that 
such movements 
maybe very costly in 
Moldova. 

1999. Perhaps the most important dynamics are observed among the farmers in 1997 that 
tended to become workers in the agriculture sector in 1999. There are also some wage- 
workers (in agriculture and non-agriculture) that became farmers, indicating movements 
towards subsistence agriculture. 

Table 2.3 Dynamics of Movements into Poverty in Moldova 1997 - 1999 
Socioeconomic group in 1999 

Socioeconomic Farmers Employed in Employed in Se l f  Pensioners Others 
group in 1997 Agriculture Non-Agriculture Employed 

Farmers 10 8 4 0 3 0 
Employed in Agriculture 12 54 4 0 7 0 
Employed in Non-Agriculture 8 2 72 1 5 1 
Self Employed 0 0 6 2 1 0 
Pensioners 2 5 5 0 90 0 
Others 1 0 1 0 3 0 
Source: Household Budget Surveys 

2.17 
poverty from 1999 to 2002. Table 2.4 shows that again there are only minor movements 
o f  households from one socioeconomic group to others. Indeed, most families tended to 
remain in the same socioeconomic group in 1999 and in 2002. However, there are some 
important movements o f  those that were employed in agriculture in 1999 towards farming 
activities in 2002. I t  i s  also interesting to note that the net effect o f  movements towards 
employment in non-agriculture i s  positive, indicating that there was a tendency among 
those escaping poverty to move to employment activities not related to agriculture. The 
lack o f  significant changes in socio-economic groups as households both enter and leave 
poverty suggest that such movements may be very costly in Moldova and may take much 
longer than the short period which has been the focus here. 

The second, look i s  at the dynamics o f  those households that moved out o f  

Table 2.4 Dynamics of Movements out of Poverty in Moldova 1999--2002 
Socioeconomic group in 2002 

Socioeconomic Farmers Employed in Employed in Se l f  Pensioners Others 
group in 1999 Agriculture Non-Agriculture Employed 

Farmers 26 3 6 0 2 1 
Employed in Agriculture 31 23 9 0 I O  1 
Employed in Non-Agriculture 6 7 73 1 6 3 
Sel f  Employed 0 0 3 0 0 0 
Pensioners 5 2 7 0 112 1 
Others 1 0 7 0 1 2 
Source: Household Budget Surveys 

THE POVERTY EFFECTS OF INTERNATIONAL TRADE 

2.18 
o f  trade as a poverty reducing mechanism in Moldova.6 Since formal trade policies are 
fairly liberal, the exercises start by considering the elimination o f  informal barriers to 
trade in Moldova, such as, high transport costs, cumbersome customs practices, 
inappropriate regulations and corruption. What follows are estimates o f  the poverty 
effects o f  each o f  these factors, a look at the poverty impacts o f  improved custom 

A number o f  policy exercises i s  now presented with the aim o f  assessing the role 

A more detailed discussion of the modeling approach i s  provided in Porto, G (2004) ”Informal Export Barriers and 
Poverty” forthcoming Working Paper, World Bank. 
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practices on the import side, and then, an analysis o f  the poverty effects o f  reducing such 
costs associated with exports. 

2.19 
investigation o f  the effects o f  improving custom practices on the prices o f  imported 
goods and on poverty. Import procedures in Moldova are cumbersome and complicated 
and they impose a cost on importing f i rms.  As a result, prices are higher for imported 
goods and poverty may be affected. Moldovan imports comprise mostly chemicals, 
fertilizers, machinery, energy and manufactures. A simulation exercise was performed 
which investigated the consumption effects o f  improving customs practices on imports o f  
consumer goods and energy. 

2.20 For modeling purposes, all goods were aggregated into a single import 
commodity with price pi. The domestic price o f  this aggregate commodity i s  given by 

Imported Goods: Improved Customs Practice. This section covers the 

* 
where p i  i s  the international price o f  the goods, ~i i s  the import tariff levied on these 
goods and ni i s  a measure o f  the transaction cost associated with import procedures. 
Accordingly, i t i s  assumed that a reduction in the cost o f  importing can be modelled as a 
reduction in the price o f  imports. 

2.2 1 The f irst order effects on household welfare (real income) o f  improving import 
practices can be measured by the product o f  the budget shares spent on different 
importable goods and the induced change in their prices. I t  i s  assumed that the prices o f  
the following goods are affected by the cumbersome custom practices: Clothing and 
footwear, energy, household operations and leisure related goods (entertainment goods 
such as TV’s radio, etc.). Some food prices will also change andit i s  assumed that 10 
percent (the food import share) o f  the total food expenditures i s  affected by import prices. 

2.22 The Cost o f  Doing Business Surveys were used, supplemented by a recent survey 
o f  exporters and importers and importers to get an estimate o f  the cost o f  informal import 
barriers to trade in Moldova. T h i s  analysis suggests that the average transaction cost 
related to imports was equivalent to around 9 percent o f  the value o f  a shipment. This i s  a 
large number. The most costly regulations are related to customs procedures, standards 
verification, tax administration issues, and ecological controls. Of lesser importance are 
the costs associated with border troops, the road authority, the border police, and sanitary 
and veterinary controls. 

2.23 For the purpose o f  the simulation, i t i s  assumed that these costs are reduced in a 
way that the prices o f  imported goods decline, on average, by 4.5 percent. The poverty 
impacts o f  such a change in import prices are in Figures 2.2. The curve represents the 
average change in the real income o f  the household (measured as the product o f  budget 
shares and a price change o f  4.5 percent) at different levels o f  per capita expenditure. 
Usually, averages by deciles are computed, as in Tables 2.1 and 2.2. Here the averages 
are computed for the full range o f  income levels. By doing this, the poverty effects can 
be visualized across the entire income distribution. The averages represent the changes in 
real expenditure, as a share o f  initial expenditure, so that a welfare effect o f  1 means that 
household real income (expenditure) increases by an amount equal to 1 percent o f  i t s  
initial outlays. In Figure 2.2, the vertical l ine represents the poverty line, so that al l  

15 



Improving customs 
and tax procedures, 
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administrative 
factors that raise the 
price of imports in 
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in the poverty rate 
from 48.3 to 4 7.6 
percent. 

households to the left are considered poor and all households to the right are considered 
r ich (or not poor). 

2.24 
across the income distribution. For poor families, the average gains are equivalent to less 
than 1 percent o f  init ial household expenditures. The curve i s  upward sloping, especially 
after crossing the poverty line, indicating that these impacts are relatively pro-rich. 
Indeed, for the richest Moldovan households, the average gains amount to up to 2 percent 
o f  expenditure. This reflects that all families face the same price levels, but richer 
families spend a higher share o f  their expenditure on the consumer goods being considered 
here. There are some positive effects due to lower prices on imported food (which tend 
to benefit the poor more than the rich). However, imported food comprises a small 
fraction o f  total household food expenditures. Our estimates indicate that, fkom an initial 
poverty rate o f  48.3 percent in 2002, poverty would decline to 47.6. This implies that 0.7 
percent o f  the population, or slightly over 25,000 individuals, would leave poverty due to 
better import practices. 

Figure 2.2 suggests that improving import procedures benefits all households 

Figure 2.2. Impact o n  Poverty o f  an Improvement in Import Procedures 
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2.25 The Impact on Poverty of Alleviating Export Constraints. Corruption, inefficient 
customs procedures, high transport costs and inappropriate regulations, such as standards 
and requirements relating to repatriation o f  export proceeds, tend to raise the costs o f  
exporting, which in turn may influence prices, employment and wages, with a consequent 
impact on poverty. The investigation o f  the impacts o f  barriers to exports on the income 
that households earn i s  presented here. Specifically, it i s  assumed that households supply 
inputs to exporting f i rms.  Labor or raw agricultural goods used in the production process 
(such as grapes supplied to the wineries or apples supplied to the juice producers) are 
examples. I t  i s  assumed that trade barriers erode the net price received by exporters. In 
this sense, trade barriers are modeled as transaction costs with a formal treatment similar 
to an export tax. 

2.26 For the modeling exercise, i t i s  assumed that the government reduces these 
barriers to export. This works to increase the net price o f  export goods. As a result, the 
exporting sectors expand and the demand for the inputs used in the sector (grapes, apples, 
labor) increases. This, in turn, causes an increase in the price o f  the inputs, such as wages 
and the price o f  raw apcultural goods with an impact on household incomes. 
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Wages and 
agricultural incomes 
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changes in export 
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customs procedures, 
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2.27 
Doing Business Survey and the exporter and importer survey carried out for this study. 
The average reported cost o f  the range o f  barriers to exports, as a share o f  the value o f  a 
shipment, was 12 percent. The most important components were associated with tax 
administration, customs officers, road authority, standards verification, and veterinary and 
sanitary controls. In addition, the exporter and importer survey revealed that the average 
transport cost reported by Moldovan exporters i s  around 12 percent o f  the value o f  the 
shipment. I t  i s  assumed that the costs associated with these export barriers are reduced so 
that the net price faced by exporters increases by 6 percent. Given a total cost associated 
with these export barriers o f  around 24 percent, the reduction o f  prices by 6 percent could 
be generated by a reduction o f  25 percent in these costs. 

2.28 Ini t ia l  results show that reducing the costs o f  exporting has a positive impact o n  
the labor income o f  the household. When f i r m s  are able to realize higher prices for their 
product, they hire more workers, which tends to push up wages. The response o f  labor 
income in Moldova to changes in prices i s  found to be quite elastic (and statistically 
significant) - a 1 percent increase in the price o f  industrial goods causes wage income to 
increase by 3.2 percenta7 I t  i s  estimated that agriculture income increases with export 
prices, too. The response i s  less elastic, around 2.5 percent, but s t i l l  high. I t  i s  also 
statistically significant. The interpretation, as before, i s  that an increase in the price pt 
causes f i r m s  to demand higher amounts o n  raw agriculture goods produced by the 
household (such as grapes) and this drives up the prices o f  agricultural inputs. 

2.29 As noted above, a substantial proportion o f  agricultural income and expenditure 
in rural areas takes place in non-cash form. In this exercise, i t i s  assumed that the impact 
o f  higher prices o n  in-kind income i s  exactly compensated by the effect o n  higher 
consumption expenditures, and, therefore, only focus o n  the share o f  income generated 
by cash activities. The impacts by income level are shown in Figure 2.3. I t  i s  clear that 
the effects o f  reducing export barriers o n  income are positive at a l l  income levels. For 
households below the poverty line, a 6 percent increase in prices received for exports 
generates average gains in the order o f  5 percent o f  in i t ia l  household expenditure. These 
large effects are explained by, first, the substantial increase in prices and, second, the high 
elasticities o f  wages and agriculture income. Interestingly, the welfare effects increase 
with income as they cross the poverty l ine and move up the income distribution. This i s  
because the share o f  labor income in total household income increases as households 
become richer. The implications for overall poverty are that the head count ratio falls by 
5 percentage points f rom 48.3 percent to 43.3 percent, equivalent to almost 200,000 
Moldovans leaving poverty. These are substantial impacts and point to the significant 
impact o n  poverty that could be achieved if barriers o n  exports in Moldova were to be 
reduced. It i s  also interesting to note that there are n o  losers in this experiment. T h i s  i s  an 
instance, then, in which a l l  households are o n  the same side o f  the market in the sense 
that a l l  o f  them are net suppliers o f  labor and raw agricultural inputs. 

The costs associated with export barriers are again derived f rom the Costs o f  

’ These elasticities are derived using regression analysis and utilizing the monthly variation in the information on sources 
o f  income from the Moldova Household Budget Survey and the observed changes in prices. 
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Figure 2 .3 .  Impact  o n  Poverty o f  Reducing Barr iers t o  Export  
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Improvements in 
overseas market 
access, together with 
the reduction of 
barriers to import and 
exports in Moldova, 
would reduce poverty 
3 7.4 percent, 
equivalent to 390,000 
Moldovans leaving 
poverty. 

2.30 Market Access in Developed Countries. Finally, the poverty impacts are 
examined, at the household level, o f  an increase in the quantity o f  Moldovan exports as a 
result o f  an improvement in access to European and Russian Markets. T h i s  could follow 
from a reduction in formal trade barriers, although, as noted earlier, tariffs and 
quantitative restrictions on imports from Moldova are low in the EU and Russia. I t  could 
also be the result o f  a better standards infrastructure in Moldova that allows Moldovan 
produced products easier access to foreign markets. Improvements are modeled in market 
access as an increase in the labor income and agricultural income o f  Moldovan families. 
The linkage i s  that better access to world markets leads to higher demand for labor and 
agricultural inputs. As above, this leads to an increase in factor prices and household 
income. In the medium-run, there i s  an additional important effect o f  market access. This 
i s  related to the substitution in production. Farmers employed in subsistence agriculture 
and in other own-production activities may shift to wage-labor and cash crops. T h i s  may 
be the case because o f  higher demand for labor or because farmers decide to sell their 
land and elect to work for a bigger farm enterprise. Since these mechanisms take time to 
take place, these effects are modeled as representing medium-run and long run effects. 
As a consequence, it i s  assumed that the share o f  household income originating in cash- 
agricultural crops and in labor markets increases with higher market access. 

2.3 1 
the head count ratio by 4.5 percentage points from 48.3 to 43.8 percent. If this 
improvement in market access (with substitution possibilities in production) were to 
occur together with efforts to reduce constraints on imports and exports, as discussed 
above, there would be a large decline in poverty, from 48.3 percent in 2002 to 37.4 
percent. This implies a reduction in the head count ratio o f  10.2 percentage points, which 
i s  equivalent to over 390,000 individuals leaving poverty in Moldova. 

CONCLUSIONS 

This simulation shows that improvements in overseas market access could reduce 

2.32 
likely to have a significant impact on poverty. The simulations undertaken in the .chapter 
show how policy initiatives which reduce the cost o f  importing and exporting in Moldova 
and, which lead to easier access to overseas markets, could have substantial impacts on 
poverty, reducing those in poverty by about 10 percentage points. 

Since Moldova i s  a small and open economy, factors that impinge on trade are 
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Moldova was 
highly 
integrated into 
the Soviet 
Union, trading 
over 100 
percent of its 
output. 

The 
disintegration of 
the Soviet 
Union had a 
profound impact 
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economy and its 
external trade 
relations 

CHAPTER 3. TRADE AND FOREIGN INVESTMENT 
PERFORMANCE AND STRUCTURE: LIMITED 
DIVERSIFICATION CONSTRAINS FUTURE PROSPECTS~ 

INTRODUCTION 

3.1 Upon independence, almost all o f  Moldova’s exports and 80 percent o f  i t s  
imports took place with other Former Soviet Union (FSU) countries. Trade represented a 

Table 2.1 Trade in h o d s  and Sewices large share o f  domestic output with Moldova 
supplying agricultural and agroprocessed products, p e r c e n t  o f  GDQ 

1988 2003 as well as consumer durables and high-tech 
mldova 102 136 defense systems, and importing almost all 

industrial inputs -- most notably primary energy 
Armenia 126 90 resources -- and most consumer goods from the 

rest o f  the Union o f  Soviet Socialist Republics Azerbaijan 100 107 
(USSR). As shown in Table 3.1, Moldova’s pre- B e l m s  118 154 
independence trade ratio was only exceeded by Georgia 92 67 * 
Armenia and Belarus. Kazakhstan 58 93 

47 53 3.2 The disintegration o f  the Soviet Union had Russia 

76 125 a profound impact on the Moldovan economy and 
i t s  external trade relations. Independence was 

and payments system, the establishment o f  a Uzbekistan 71 78 

environment among the newly independent states 
and trade restrictions (especially on exports) that, 
among other things, led to a dramatic decline in trade in the 1992-1994 period. In 
addition, Moldova experienced a massive terms o f  trade shock - estimated to be at least 
20 percent o f  GDP - as prices on previously subsidized imported energy and exported 
agricultural and agroprocessed products adjusted to world levels.’ Since export and 
import prices in the Soviet Union were not market determined it i s  difficult to precisely 
estimate the extent o f  the trade collapse in the period immediately following 
independence. The order o f  magnitude o f  the decline in trade i s  probably similar to the 
decline in GDP, dropping by more than 50 percent between 199 1 and 1994. Following 
this initial decline, however, trade has recovered and the trade to GDP ratio now stands at 
136 percent (Table 3.1). 

3.3 
investment openness are quite large. These studies indicate that countries which are more 
fully integrated into the international economy achieved higher rates o f  economic growth. 
In part, this reflects the strong link between participation in international trade and the 
transfer o f  technology and know-how. In the case o f  Moldova, however, there i s  some 

Kyrgyz Republic 78 81 

Tajikistan 
Turkmenistan 85 94 * 

accompanied by a severe dislocation in the trade Ukraine 74 110 

complex and uncertain legal and regulatory * 2002 
&WM: World DeRhpWnt I d k t o ~  and 
Bilk& and Sagen (1990). 

Numerous empirical studies have shown that the beneficial effects o f  trade and 

The data used in this chapter reflect only officially recorded trade flows. The poor quality of trade and national accounts 
data complicates the analysis o f  trade policy and trade developments. Moldova has a large and flourishing “informal” 
sector meaning that some economic activity i s  not included in official statistics. Th is  informal sector i s  quite large, with 
estimates of i t s  size ranging from 30 to 50 percent of official GDP. I t  i s  also well known that CIS trade statistics have a 
number of flaws related to the under recording of trade flows. In the case of Moldova, these flaws are complicated by the 
exclusion of economic activity and trade emanating from Transnistria - a gateway for smuggling goods into and out o f  
Moldova. For example in 2000 the outside world reported trade flows with Moldova that was 50 percent larger than those 
registered by the Moldovan Customs department. 

inflation. See, Jonathan Walthers “Trade in Newly Independent States”, World Bank, 1994. 
Estimated by considering only the increase in energy prices and assuming that other prices increased in line with 
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concern that trade openness has not brought the expected results. In part, this reflects the 
fact that Moldova has yet to significantly diversify i t s  trade patterns away from i t s  Soviet 
past. As discussed below, Moldova's exports are s t i l l  concentrated in a few commodities 
and are s t i l l  largely destined for the CIS market. As the remainder o f  this study suggests, 
the concentrated direction and commodity composition o f  trade reflects, in part, a number 
o f  underlying informal trade barriers and impediments that have inhibited diversification, 
Despite the appearance o f  a liberal "formal" trade regime, Moldova's trade openness i s  
not necessarily synonymous with liberal policy openness. Finally, utilizing market 
exchange rates to measure the ratio o f  trade to GDP may give a misleading picture o f  
trade openness in transition economies." If, instead, the trade i s  compared to GDP 
measured at Purchasing Power Parity (PPP) exchange rates, the Moldova economy i s  not 
a particular open one - in 2002, trade i s  less than 20 percent o f  GDP measured on PPP 
basis and it has been declining since independence." I t  i s  s t i l l  clear, however, for a small 
economy like Moldova, closer integration into the World economy and the rapid growth 
in exports must serve as the engine o f  sustainable growth. 

OVERALL TRADE PERFORMANCE SINCE 1995 

3.4 
Moldovan trade started to gradually recover as relations with the original CIS markets 
were reestablished and as new trade relations were made with other countries. Over the 
1994-1997 period, trade grew rapidly with exports increasing by 55 percent and imports 
increasing by more than 75 percent (in U S  dollar terms). Moldova's export recovery was 
fuelled primarily by the reestablishment o f  trade relations with Russia. Whi le  most other 
transition economies, particularly the Baltic Republics and the countries o f  Central and 
Eastern Europe, were redirecting their trade away from the FSU during this period, 
Moldova was increasing i t s  dependence on the CIS and Russian markets. By 1997 the 
CIS, primarily Russia, was the destination for 70 percent o f  Moldovan exports. When the 
Russian financial crisis hit the region in 1998, Moldova experienced i t s  second major 
trade shock. In the two year period following the crisis, Moldovan exports dropped by 
half, primarily the result o f  the 60 percent decline in exports to Russia. The significant 
depreciation o f  the leu (see Figure 2.1), combined with the decline in domestic demand, 
led to a similar sharp decline in Moldovan imports. 

3.5 In the period following the Russian financial crisis, Moldovan trade has 
experienced a second round o f  strong growth driven, in part, by economic recovery in i t s  
main trading partners. Between 1999 and 2003, merchandise exports have grown, on 
average, by about 18 percent per annum while imports have increased even faster - 
averaging 29 percent per annum over the same period. Growth in both exports and 
imports has continued to be strong in 2004. This second wave o f  trade growth has one 
major difference from the earlier period -- i t  i s  geographically broader. Trade with non- 
CIS countries has grown more rapidly than trade with CIS countries. Barter transactions 
have also been practically eliminated - the share o f  barter in total merchandise trade 
declined from 22 percent in 1995 to slightly more than 1 percent in 2002. Despite the 
rapid growth in trade, however, the level o f  exports in 2004 have only just reached the 
peak levels obtained in 1997. 

Following the tumultuous period after independence, by the mid-l990s, 

lo See, for example, EBRD, Transition Reuort 2003. 
" The choice of PPP rates for converting GDP into US dollars i s  important because Moldova i s  much richer when 
measured in PPP rather than current market exchange rates. Consequently, the ratio o f  trade to GDP i s  lower at PPP rates 
than at market rates because it eliminates the distortions in non-trade goods. One way to interpret these results i s  in terms 
o f  the long-term trade potential o f  Moldova compared with its current trade levels. In the long term, the difference 
between GDP in PPP and current US dollars i s  likely to narrow. 
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Moldova has 
consistently 
been running 
large trade 
deficits. 

(Figure 3.1). Over the 1995- 
2003 period, the trade deficit 

“Gravity ” 
models predict 
that Moldovan 
trade fro ws 
should be 
redirected away 
from the CIS 
towards the EU. 

Figure 3.1 Exports, Imports & Trade Balance, 1995-2003 
2000 I , 80 

averaged about 21 percent o f  
GDP and has been exhibiting 

and post 1998 trade deficits 
differ in one important way - 
their financing. In the early 
part o f  the 1990s, the trade 
deficit was financed primarily 

a deteriorating trend. The pre 

through accumulation o f  
external debt. Loans from 
Intemational Financial 
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Trade balance, % o f  GDP - Exports . . .+- . . Imports 
Source: IMF Balance o f  Payments. 

DIRECTION OF T A ~  3 2  predicha and~ealised shares OfIntra-cIs 
TRADE Actual share Predicted Actual share 

o f  inter- share o f  inter- o f  ktra-CIS 
3.7 Using so-called republic republic exports, 2003 
“gravity” models”, a large exports, 1985 exports,l985 
number o f  studies have been ~ ~ ~ f i ~  97 27 18 
undertaken that explore how Azerbdjm 94 24 16 
the normalization o f  trade ~~1~~ 90 32 55 

trade o f  the transition Kyrgyz Republic 98 37 35 
economies. Given the huge mldwa 95 26 54 

relations should alter the ~ ~ ~ ~ g i ~  94 20 50 
geographical composition o f  Kazakhstan 90 27 23 

size and proximity o f  the Russia 68 16 15 
European Union, it i s  not Tajikistan 86 26 18 
surprising that these models 91 22 42 
predict that, absent any Ukraine 84 33 25 

trade flows o f  transition 
economies should be 
redirected away from the 
Council o f  Mutual Economic Assistance (CMEA) towards the EU. Indeed, as shown in 
Table 3.2 most CIS countries have undergone a massive reorientation o f  trade. For most 
of these countries, this adjustment has taken place very rapidly and by now, many o f  

policy impediments, the Uzbekistan 84 26 44 
Note: Inter-republic exports incbhd the Baltic states, which are not the 
members o f  the CIS. However, the statistical discrepancy is rather s m a l l .  
SOUYCS: K a ” k i  et d. (1996), IMF Directiom o f  Trade Statistics. 

l2 A gravity model relates the level o f  trade between two specific countries to the size o f  their respective economies and 
the cost o f  shipping goods to each other. This cost may have been influenced by geographical distance as well as the cost 
o f  transport and any policy-related obstacles that hinder trade. 
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these countries are trading primarily outside o f  the CMEA region. Moldova, however, 
along with Belarus, Turkmenistan and Uzbekistan, has redirected i t s  trade - particularly 
exports - much less than predicted by these models. In the chapters that follow, the 
domestic and external reasons why this might be the case will be explored. 

As can be Table 3.3 Geopapllical Clomnposition of Trade 3.8 
seen from Table 
3.3, Moldova’s Avg.pwth Avggmowth 

1995 1996 1997 1998 1999 2000 2001 2002 2003 1995-1997 1999-2002 
exports remain Exports,mitUS$ 746 653 874 601 428 456 550 623 776 8% 16% 

63% 69% 70% 70% S7% 59% 62% 56% 2% 14% 14% 
48% 56% S9% SS% 44% 46% 45% 38% 40% 19% 13% 

the CIS markets. UMne 8% S% 6% 7% 7% 7% 10% 10% 7% -10% 18% 

highly dependent on 2 Rusl 

Othtr 6% 8% 6% 7% 7% 7% 7% 8% 7% 1% 19% 

37% 31% 30% 30% 43% 41% 38% 44% 46% -3% 18% 

bwia 14% 9% 6% 9% 8% 8% 7% 9% 11% -26% 25% 
12% 12% 14% 9% 14% 12% 11% 14% 11% 19% 10% 

particularly Russia. 

o f  exports going to Other 

these countries has 

Although the share zz.15 12% 10% 9% 12% 21% 21% 21% 22% 23% -2% 20% 

been declining since L n l m t s ,  id.US$ 841 1072 1171 1023 587 777 892 1038 1399 18% 24% 
CIS 68% 61% SO% 43% 41% 34% 38% 39% 42% 2% 25% 

1997, when it olw Russla 33% 30% 28% 23% 26% IS% 16% IS% 13% 8% 7% 
U W  27% 24% 18% IS% 13% 14% 17% 20% 22% -5% 41% 

7% 6% S% S% 4% S% S% J% 7% -4% 43% Other 

32% 39% SO% 57% 59% 66% 62% 61% S8% 47% 24% 
o f  70 percent, the olw EU-15 14% 17% 19% 27% 27% 29% 28% 26% 28% 38% 26% 

reached it ’s post- 
independence peak norrCIS 

RorParia 7% 6% 8% 11% 14% IS% 10% 9% 7% 32% 4% 
12% 16% 23% 19% 18% 22% 24% 25% 22% 6% 31% CIS s t i l l  remains the Othtr 

destination over 50 SOW: UN Comtrade & t h e  

percent o f  Moldovan exports. The increase in non-CIS exports has been mainly the result 
o f  increased exports to the EU-15, with the share o f  exports to Romania and other 
countries exhibiting l i t t le overall change. The increased non-CIS share was driven, in the 
first instance, largely by the large drop in trade to Russia following the 1998 financial 
crisis. Since then, however, exports to the European Union (EU-15) have grown broadly 
in l ine with total exports, so that the share o f  EU exports in total exports has remained 
relatively constant at about 2 1-23 percent. 

3.9 
15 has not reached levels comparable with other “late 
reformers” such as Bulgaria, Lithuania, Romania and 
Slovakia. As shown in Table 3.4, in the later half  o f  the 
1990s, these countries dramatically reoriented their 
exports and now send between one-half and two thirds o f  
their exports to the EU-15 - twice as much as Moldova. 
The reorientation i s  noteworthy given that Moldova i s  
located in the same geographical region and has a similar 
natural resource end~wment . ’~  The significant shift in the 
trade flows o f  these countries reflects both the improved 
policy environment o f  these countries and the steadfast 

The shift o f  Moldova’s exports towards the EU- Table 3.4 Eqioi-ts to EU 
@ercen t  o t  to ta l  exports) 

1995 2003 
Bulgaria 39 57 
Lithuania 36 42 
M O h  12 23 
Romania 54 68 
S l a g k i a  37 61 

CIS, avg 19 25 
Source: IMF Directions o f  Trade. 

pursuit o f  their EU aspirations. I t  suggests that similar policy changes in Moldova, 
combined with Moldova’s reinvigorated EU aspirations, could have similar effects. 

3.10 Moldova imports have undergone a much faster reorientation with the share o f  
imports coming from non-CIS countries increasing rapidly since 1995. This pattern i s  
similar to other transition countries. The share o f  imports from the EU grew very 
quickly in the early and mid 1990s and by 2003, over a quarter o f  Moldova’s imports 
came from the EU. An equally important increase in non-CIS imports comes from the 

l3 With the exception o f  Romania which has some oil reserves. 
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in the global 
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chain to higher 
value assembly 
operations 
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a few product 
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increasingly 
concentrated 
over time. 

countries o f  Central and Eastern Europe. Within the CIS, the proportion o f  imports 
coming from Russia has declined dramatically while the share o f  imports coming from 
Ukraine has rebounded and now exceeds Russia. 

COMPOSITION OF TRADE 

3.1 1 Modem trade theory suggests that Moldova's comparative advantage l ies in i t s  
skil led and inexpensive labor force and the quality o f  i ts agricultural lands. With the 
globalization o f  production, one would expect Moldova to increasingly participate in the 
production o f  products that employ labor intensive processes. Such production 
integration has already taken place in the Moldovan apparel indu~try.'~ European 
clothing producers supply materials and product specifications to the Moldova garment 
producers who, for their part, supply only manufacturing s lu l l s  and low cost labor. 
Unlike many other Eastern European countries, Moldova has not yet been able to expand 
i t s  participation in the global production chain to higher value assembly operations. This 
study suggests that a number o f  domestic impediments, such as excessive delays in 
transiting Moldova's international borders as a result o f  cumbersome and bureaucratic 
custom procedures, reduce the attractiveness o f  Moldova for these types o f  operations 
despite i t ' s  inexpensive and relatively skilled labor force. 

3.12 In addition 
to being 
geographically 
concentrated, 
Moldovan exports 
are also heavily 
concentrated in a 
few product 
categories and have 
become 
increasingly 
concentrated over 
time. As shown in 
Table 3.5, the share 
o f  the top three 
export products in 
total exports has 
increased from 39 
to slightly over 53 

Table 3.5. Expoi-t coiiceiilmtioii 

Nr. o f  commodities Export concentration Share ofithe t h r e e  

exported' inde? largest products3 
1995 2003 1995 2003 1995 2003 

Lithuania 1080 1106 0.09 0.18 20.7 32.7 
MbldOWQ 763 597 0.13 0.30 39.4 53.3 
Romania 982 10'31 0.12 0.12 31.3 34.5 
Slovakia 1002 1162 0.09 0.18 18.3 27.1 
11Number o f  p ~ ~ h t s  at t h  fm-digit l e d  (HS, 1988#2]; ma~imrUn 1300. 
21 H e f l & - H k c W  index was calculated accord;lg to the formula 

Bulgaria* 1114 1092 0.09 0.10 17.6 33.4 

x = value o f  exports o f  product i 
239 = " b a r  o f  products at the 3-d@ SITC level 

$ 5  - &X-G 
'-F 

31 Three-digit level. App-1 ( v p  84 in SITC Fkv.2) ws considered OIIS product. 
41 1996 year is presented instead o f  1995. 

Souues: UN Comtrade database 

percent between 1995-2003. Over the same period, the number o f  products that Moldova 
has exported has fallen, declining from 765 in 1995 to 597 in 2003.15 

3.13 Moldovan exports are dominated by wine, food products and apparel products. 
Wine i s  the single most important export item, comprising 28 percent o f  total exports in 
2003. Food products make up about 27 percent o f  exports, with apparel contributing 15 
percent o f  exports. Since wine and food products are mainly exported to Russia, these 
goods were particularly hard hit by the 1998 crisis. In the two-year period following the 
crisis, the value o f  these exports to Russia contracted by 56 percent. Even in 2003, after 
four years o f  robust growth, total exports o f  wine and food amounted to only 72 percent 

l4 See the Textile Case Study in Part I1 o f  this study. 
l5 Defined as the number o f  non-zero 4-digit HS export categories. 
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of their pre-crisis level. Perhaps the most noticeable trend in exports, as noted above, has 
been the steady growth o f  apparel exports to EU. These exports have grown at average 
o f  25 percent per year since 1998. As a result, the share o f  apparel in total exports has 
increased from 3 percent in 1995 to 15 percent in 2003. 

3.14 Wh i le  imports are dominated by energy, they are, in general, more diversified 
then exports. Energy has been the single biggest import item throughout the 1990s. The  
share o f  energy in total imports, however, has been constantly declining and by 2003 had 
fallen to 2 1 percent o f  total imports, significantly below the 46 percent share recorded in 
1995. In value terms, energy imports declined from 1995 to 1998 but have remained 
relatively constant since then. On the other hand, the import o f  manufactures have been 
on the rise and replaced energy as the leading import group, reaching 30 percent o f  2003 
imports. Imports o f  food products and chemicals and fertilizers have also been increasing 
in both relative and absolute terms and accounted in 2003 for 14 and 12 percent o f  total 
imports. 

3.15 
between Moldova’s trade with the CIS countries and i t s  trade with the EU. In 2003 , for 
example, wine exports made up about 27 percent of Moldova’s total exports. However, 
wine comprised only 0.9 percent o f  the exports going to the EU but nearly 50 percent o f  
the exports going to the CIS. Similarly, while apparel exports comprised 15 percent o f  
total exports, they made up only 0.2 percent o f  exports going to the CIS but over 47 
percent o f  exports going to the EU. As these examples illustrate, Moldova exports a very 
different product mix  to the EU than it does to the CIS. In 2003, less than 10 percent o f  
the products being exported to the CIS are also exported to the EU. 

FOREIGN DIRECT INVESTMENT 

The commodity composition o f  total trade disguises a significant difference 

3.16 Moldova, like many transition 
economies, inherited a capital stock and 
production methods and practices that, by 
westem standards, are largely obsolete. There 
i s  a need to increase both the quantity and 
quality o f  investment as well as acquire 
technology and design skills, production 
methods, plant management techniques and 
market expertise. Foreign direct investment 
(FDI) can play a crucial role in helping 
Moldova overcome the legacy o f  its soviet era 
capital stock. Not  only does FDI increase the 
level o f  financing available for investment, i t  
provides a means for the transfer o f  the most 
modem and efficient technologies and 

Table 3 6  Foreign D h c t  Investment 
(average, 1995-2002) 

US$ per Yo o f  GDP 
capita 

Bulgaria 4.4 70 
Lithuania 3.9 122 
&fddO+’Q 4 8  I 8  
Romania 2 .? 46 
Slovakia 3 .? 233 
Small CIS* 2.9 15 
Central CIS** 2 9 39 
* Arm&, G o &  F!.epublic, Tajikistan 
and Ulkrkistan. 
**Belam, Kazakhstaq h s i a  and Ukraine, 
Xource: World Development Indicatow 

techniques from westem f i rms.  There i s  a growing body o f  evidence that suggests these 
more modem technologies and techniques “spill-over” into the domestic economy, 
thereby directly and indirectly contributing to economic growth. The positive link 
between FDI and firm level productivity suggests that the ability o f  Moldova to attract 
FDI in the future will be a key determinant o f  economic growth. 

3.17 
bottom third o f  countries in Eastern Europe and Central Asia in terms o f  total cumulative 
direct investment inflows and FDI per capita. Over the period 1995-2002, FDI flows to 
Moldova had averaged only US$18 per capita. By comparison, neighboring Romania 

Despite rising absolute FDI inflows, Moldova has consistently ranked in the 
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had managed to attract inflows on the order o f  Table 3.7 Geographical Composition of  FDI 
percent 

had experienced FDI flows 7 to 12 times as large. Russia 22.9 
E U  32.9 

3.18 The source o f  FDI into Moldova i s  quite incl, Great 6.4 
diverse and, to a large extent, reflects i t s  trade Spain 6.2 

France 5.3 
Germany 4.5 

US$46 per capita while Lithuania and Slovakia 

patterns (Table 3.7). Russia i s  the single largest 
foreign investor, holding almost a quarter o f  the USA 10.0 
total stock FDI. The EU as a group accounts for a 
third o f  FDI, with Great Britain, Spain, France and 

Off shore zones* 6.9 
3.6 

23.6 Germany, each contributing about 5-6 percent o f  
total FDI. The USA i s  the second largest source 
for FDI, with a 10 percent share o f  total FDI. The large share o f  FDI coming from o f f  
shore zones suggests that Moldovan investors might be seeking profit expatriation, fiscal 
benefits or additional legal protection o f  their investments that they would not receive as 
domestic investors. 

I Liechtenstein, cypnrs, Malta, Cayman Island 
Source: NationalBa*ofMoldova 

3.19 
largest share o f  FDI, slightly less than 
44 percent, i s  concentrated in the energy 
and water sectors, with Russia and Spain 
being the major players. In fact only two 
transactions, the Gazprom (Russia) 
investment in Moldova gas and Union 
Fenosa privatization o f  the three central 
and southern electricity distribution 

As shown in Table 3.8, the 
Table 3.8 Sectoral Breakdown o f  FDI 

Energy and water 43.9 Russia, Spain 
Ago-processing 23.0 USA, Germany, Spain 
Commerce 12.0 Netherlands, USA 
Transport & communications 10.6 France, Netherlands 
Building industry 2.6 Greece 
Hotels & restaurants 2.6 USA, Canada 
Other 5.3 
Source: Department o f  Statistics and Sociology, Moldova 

percent Leading investors 

companies, account for the biggest part o f  Moldova’s FDI. Ago-processing has attracted 
about a quarter o f  all FDI while commerce and transport and communications are the 
only other sectors that have received any noticeable amounts o f  FDI. 

3.20 
the sense that FDI i s  triggered by the availability o f  natural resources. I t  may also be 
“market-seeking”, with the aim o f  establishing a foothold to serve a local market because 
o f  i t s  size or growth rate or to overcome trade barriers. Since Moldova has l i t t le in the 
way o f  natural resources and lacks market size, i t s  attractiveness to FDI i s  determined 
primarily by the ability o f  foreign investors to take advantage o f  local assets, such as 
skilled or inexpensive labor, to achieve efficiency gains. 

3.2 1 The r isks associated with foreign investment in Moldova are perceived to be very 
high. The legal and institutional environment for foreign investment does not appear to be 
conducive to large inflows o f  foreign capital. There i s  l i t t le  stability in the range o f  
legislation affecting investment in Moldova and the implementation o f  ru les and 
regulations often causes substantial problems for enterprises. The cost o f  operating in 
Moldova i s  also influenced by the local barriers that raise the cost o f  imported inputs, the 
high cost o f  capital, the lack o f  adequate infrastructure and services, and the high cost o f  
the regulatory burden imposed by the government. The experience from the countries o f  
Central and Eastern Europe and the Baltics suggests that the extent and breadth o f  the 
reform effort i s  a key factor to attracting foreign capital. If Moldova i s  to enjoy the 
economic benefits o f  FDI, it must provide a stable legal framework and ensure that 
regulations are applied in a transparent and predictable manner. 

FDI may be motivated by a number o f  reasons. I t  may be “resource-seeking” in 
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Box 3.1 Moldovan Market Share 
Overall, since Moldova i s  a small 

country, its market shares in the main 
export markets i s  insignificant, ranging 
from a meager 0.006 percent o f  total 
EU imports to about 0.7 percent of 
Russia imports. With the exception of 
Romania, where Moldova presence has 
declined significantly, Moldova 
position in these markets changed little 
since 1996. While overall market share 
i s  expectedly low, some specific 
Moldovan products hold a sizeable 
share o f  the Russian, Ukrainian and 
Romanian markets. Moldovan wine, 
for example, has a significant and 
growing market share o f  both the 
Russian and the Ukrainian markets 
despite the significant contraction of 
this market following the Russian crisis 
- inexpensive Moldovan wines have 
survived better on the Russian and 
Ukrainian markets then their more 
expensive competitors. Moldova 
succeeded in building a significant 
presence on the neighboring Romanian 
markets in products that where barely 
traded in 1996, such as, sunflower oil. 
Unfortunately it could not hold i ts  
leading position in the fast growing 
market for glass containers. In Ukraine 

Table 3.9. &Iolclova &I;u.ket Share 
011 Pdaior Exuoi-t Markets  
(Moldwan s k  o f  total imports) 

1996 2003 
MQ - 1.4 - 0.7 

- w i n e  (1121) 62.5 40.3 

- tobacco  (12) 3.7 1.2 
w i n s  - 0.4 - 0.3 

- w i n e  (1 121) 14.8 63.3 
-g lass con ta ine rs  (6651) 0.5 34.5 
- r e f i n e d  sugar (06 12) 0 .0 31 .O 

Eu .' .' 

-aPP are1 cx9 0.1 
- n u t s  (0577) 0.3 0 .x 
- ju ice (05x5) 0 .x 0.2 

R ~ H ~ Q R ~ Q  - 0.7 - 0.3 
- s u n f l o w e r  o i l  (4234) 12.1 98 .O 
-glass con ta ine rs  (6651) 32.6 21.4 

Number in b r a c k e t s  deno tes  SITC c lass i f i ca t i on  

-sp i r i ts  and l i q u o r s  (1 124) 22.9 8 .8 

I/ 2002 data instead o f  2003 

.. zero or insignifhlt 
Source: UN Comtrade database 

glass container exports performed much better and captured a significant part o f  a much-reduced 
market. The same i s  true for refined sugar. As can be seen from Table 3.9, Moldova's presence 
in EU imports i s  extremely small both overall and in the three largest export items: apparel, nuts 
and fruit juices. Moldova has succeeded in increasing its share in the apparel and nuts markets, 
but has lost grounds in the fruit juice market. 
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Moldova has a 
very liberal 
statutory trade 
policy regime. 
However, in 
practice, the 
way that trade 
and other 
policies are 
implemented in 
Moldova 
creates 
substantial 
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The average 
import tariff in 
Moldova is 
relatively low. 
However, the 
import tariff has 
become more 
complex in 
recent years. 

CHAPTER 4. DOMESTIC TRADE POLICIES AND 
REGIONAL AGREEMENTS: FORMAL STRUCTURES 
UNDERMINED BY WEAK IMPLEMENTATION 

INTRODUCTION 

4.1 During the decade since independence, Moldova has moved f rom a very 
restrictive to a liberal statutory trade regime. The 1993 Moldovan import tar i f f  schedule 
included rates o f  up to 300 percent. These rates were doubled for the non-Most Favored 
Nat ion (MFN) countries. Exports and imports were also severely restricted by non-tariff 
measures, such as pervasive licensing, quotas, and state trading. In addition, there were 
wide-ranging price controls in the domestic market and foreign-exchange restrictions. 

4.2 Moldova drastically liberalized i t s  trade regime in the mid and late 1990s and 
jo ined the Wor ld  Trade Organization (WTO) in July 2001. Moldova’s current trade 
regime i s  ranked by the JMF as a “one” (the most liberal) o n  a ten point index o f  the 
restrictiveness o f  formal trade policies.16 However, the way trade policies and other 
policies, which impact o n  trade flows, are being implemented, i s  creating substantial 
barriers to imports and exports. 

4.3 
the cost o f  undertaking trade in Moldova and to create an environment for  trade that i s  
conducive to growth, economic development and poverty reduction. This needs to take 
place in conjunction with efforts to ensure consistent application o f  WTO requirements, 
especially those regarding the protection o f  intellectual property, customs valuation, 
sanitary, phytosanitary measures and technical barriers to trade. Further, Moldova would 
benefit f rom the more effective implementation o f  regional trade agreements, which are 
currently undermined by uncertainty and extremely weak formal dispute settlement 
mechanisms. 

The challenge for Moldova i s  to address the range factors that unnecessarily raise 

THE MOLDOVAN TRADE REGIME 

4.4 When Moldova jo ined the WTO, the maximum bound rate agreed to was 35 per 
cent. This level o f  binding i s  relatively l o w  compared to other countries at a similar level 
o f  development but i s  high relative to more advanced developing countries and to 
developed countries. Negotiations on market access at the WTO, such as those that are 
taking place under the current Doha Development Round, typically concern reductions in 
the bound tar i f f  rates. 

4.5 As i s  typically the case, the tariffs that Moldova currently applies are much lower 
than these bound rates. The 2003 tar i f f  schedule has 14 tar i f f  rates in the range o f  zero to 
25 per cent, with the majority o f  rates in the lower brackets, leading to a simple 
unweighted average tar i f f  o f  6.5 per cent - 10 percent for  agricultural goods and 4 
percent for  industrial goods.17 The weighted average tar i f f  i s  4.6 percent. Table 4.1 
shows that the average applied tar i f f  in Moldova i s  l o w  compared to other countries in 
the region and i s  similar to that applied by advanced countries such as the Czech 
Republic and the EU. 

l6 Only 27 of 183 countries have been assigned this rank. 
” Th is  i s  based on ad valorem rates only. According to the IMF Article IV staff report, the average duty, including specific 
duties (which are applied to products such as tobacco and alcoholic drinks), i s  6 per cent. 
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4.6 Wh i le  the average tariff, and the 
low level o f  dispersion around that tariff, 
compares favorably with other countries in 
the region, the current tariff schedule i s  
more complex than that previously applied 
in the late 1990s, which had only 4 rates o f  
0, 5, 10 and 15 per cent. Tariffs have been 
recenlty increased on a number o f  products, 
such as finished textile products, 
agricultural commodities and processed 
foods, up to rates o f  35 per cent. These 
changes, however, have not affected the 
overall averge tariff rate. The current 
approach to tariffs has a number o f  
disadvantages. First, the wider range o f  
tariff rates increases the administrative 
burden in applying trade policy and 

Table 4.1: Comparison of Average Applied 
Tariff Rates 

Country Simple average 
tariff, percent 

Moldova (2003) 6.5 
Azerbaijan (2002) 14.1 
Albania (2001) 8.6 

Czech and Slovak 
Bulgaria (2001) 12.1 

Customs Union (2001) 5.9 
Estonia (1998) 0.0 

Poland (2002) 12.0 

Slovenia (2002) 11.2 
European Union (2001) 4.7 

Hungary (2001) 8.8 

Romania (1999) 24.2 

Source: UNCTAD -TRAINS database 

collecting tariff revenue and i s  not effective in preventing smuggling and corruption. 

4.7 In general, for a small economy such as Moldova, a given amount o f  tariff 
revenue will be more efficiently collected through a small number o f  tariff bands. 
Second, economic analysis tends to favor simple uniform tariff structures.’* Third, 
frequent changes to the structure o f  tariffs introduces a degree o f  uncertainty that may 
constrain trade. Similarly, while maintaining bound rates significantly above applied rates 
provides for a degree o f  flexibility, i t also sustains uncertainty about future applied rates. 
Developed countries tend to have lower bound rates with l i t t le, if any, gap between those 
rates and the rate actually applied. 

4.8 
implies that a conclusion to the Doha development round will have only a limited impact 
on the tariffs applied by Moldova. This i s  because the formulas that have been proposed 
for reducing tariffs (as contained in the drafts from the Cancun meeting) are non-linear 
and act to reduce high tariffs proportionately more than low tariffs such as those applied 
in Moldova. 

4.9 
tariff structure. Typically counties impose higher tariffs on finished products than on 
imported inputs to provide higher levels o f  effective protection for producers o f  final 
goods. For example, the EU applies zero duty to imports o f  cotton but relatively high 
duties to cotton fabrics and cotton clothing. The degree o f  protection offered to textile 
and clothing f i r m s  would be lower if they had to pay a duty on their imported input. This 
raises substantially the prices paid by consumers for these final products. 

4.10 
tariffs with higher duties on raw materials and unprocessed products than on finished 
goods. The average tariff rate on primary products i s  around 11 per cent whilst that on 
semi-finished products i s  3.4 per cent and the average duty on finished products i s  5 
percent. T h i s  suggests that producers o f  final products in Moldova will find it more 
difficult to compete with foreign producers in the domestic market since they will be 

Nevertheless, the fact that current rates are substantially below bound rates 

A further reason for maintaining fairly uniform tariffs i s  to avoid an escalating 

In Moldova it appears that tariff differentiation has actually led to de-escalating 

’* David Tan in Development, Trade, and WTU: A Handbook, The World Bank, 2002 (Chapter 52) concludes that “there 
i s  l i tt le economic justification and there are many dangers in providing differentiated tariff protection to various sectors of 
industry and agriculture.” 
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paying more than the world price for their inputs. Further, in the absence o f  an effective 
duty drawback system, exporters who use imported inputs will be disadvantaged when 
competing in overseas markets. The reduction o f  the higher duties on primary products 
would lead to a more coherent structure o f  protection in Moldova. 

4.1 1 Further, i f some o f  the primary products that are subject to relatively high duties 
enter directly into consumption baskets, as would be the case with food, then this 
outcome o f  the tariff structure could have strong negative implications for urban poverty. 
The average tariffs on agricultural products are 12.3 percent for products o f  animal origin, 
10.6 percent for products o f  vegetable origin, 8.2 percent for fats and oils, and 10.8 
percent for prepared foodstuffs, significantly higher than the 6.5 percent overall average 
import tariff. 
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4.12 However, in practice, many o f  these imported products will be coming from free 
trade partners and therefore not subject to duties In 2002,73 percent o f  imported primary 
goods came to Moldova from the CIS (mainly Russia). However, i t may be that without 
the duties these inputs could be purchased from lower cost and perhaps higher quality 
sources in other countries. In this way the current tariff structure locks in the existing 
geography o f  the sourcing o f  raw imports from the CIS. 

4.13 
Moldova: import for free circulation; temporary importation for inward processing; 
importation into a customs free zone or free warehouse. In principle, customs duties and 
VAT are only levied on goods imported for free circulation. However, these regimes 
have been subject to changes in regulations that have contributed further to uncertainty 
concerning the trade regime in Moldova. 

4.14 The customs code o f  2000 stipulates that, under the inward processing regime, 
customs duties and taxes should be collected and then refunded upon exportation o f  the 
exported goods. T h i s  effectively undermines the processing scheme and replaces it with a 
scheme analogous to a duty drawback system. The fiscal code also states that VAT on 
imports for inward processing should be collected and then refunded upon exportation, 
with the exception o f  light industry (clothing). A l i s t  o f  f i r m s  exempt from paying VAT 
on imports i s  determined by government decision. Following the letter o f  these codes, the 
Government Decision and Customs Department instructions led to the establishment in 
early 2003 o f  a duty drawback system for imports under inward processing. Perhaps in 
recognition o f  the problems that exist in obtaining a full and prompt return o f  VAT, there 
was intense lobbying by inward processing companies and the system was amended. A t  
present, an inward processing firm has to conclude an agreement with the Customs 
Department to obtain a waiver from paying duties and taxes. This system does not 
prevent the functioning o f  the inward processing scheme for clothing but the formulations 
in the Customs and Fiscal Codes should be amended in order to create a more stable 
regulatory environment to encourage processing in a broader range o f  industries. 

4.15 
Tvarditsa, Taraclia, Vulcaneshti, Otaci, Ungheni, and two zones located in Chisinau. The 
f i rs t  two zones established were Expo-Business-Chisinau (in 1995; later subdivided into 
two subzones) and Tvarditsa (in 1996). The impetus for zone formation was to create 
business friendly enclaves in a hostile business climate. Early experience with the zones 
in Chisinau and Tvarditsa was negative: due to poor regulations, zones became a 
convenient means to evade taxes and duties. As a rule, new zones were anchored at 
bankrupt enterprises. The Government learnt from the early mistakes and the current Law 

There are three basic customs regimes for importation and exportation in 

F r e e  economic zones. There are six free economic zones in Moldova today: 
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o n  Free Economic Zones, developed in cooperation with the IMF, provides a more solid 
basis for zone development. 

4.16 Free economic zones enjoy special customs regime (customs territory): Goods 
for final consumption in the zone and goods originated from free economic zones and 
exported either abroad or to the customs territory o f  Moldova are exempt from customs 
duties. Sales from the zone to the domestic market, however, are limited at 30 percent o f  
output. They feature zero value-added and excise taxes, a 50 percent reduction o f  the 
profit tax, and a 10-year grandfathering provision for the f i rms operating in the zones on 
the change o f  laws and regulations. 

4.17 Despite the increase o f  the number o f  free economic zones over the last eight 
years from one to six, the small size o f  these zones has limited their economic impact. 
Moldovan free economic zones are currently generating only about three percent o f  total 
Moldovan exports. The Govemment does not plan to increase the number o f  zones any 
time soon, viewing them as a vehicle o f  regional development and a demonstration tool 
for a better business environment. 

4.18 A World Bank review o f  free trade zones concludes that they can play a role in 
economic development i f “they are appropriately set-up, well-managed, WTO compatible 
in incentives, and used as an integrated part o f  a national liberalization and reform 
p r ~ g r a m ” . ’ ~  Nevertheless, analysis o f  the impact o f  such zones suggests that, in a small 
country such as Moldova, a better strategy o f  export development would be to overhaul 
the national business environment rather then create tiny enclaves with better conditions 
than in the rest o f  the country. 

IMPORTS AND TAX REVENUES 

Table 4.2 presents data on the taxation o f  imports from 1999-2002. A few 4.19 
observations are in order. First, Moldova has become increasingly dependent on the 
taxation o f  imports reflecting the weak capacity for taxation o f  domestic activities. In 
2002, taxation o f  imports provided almost half  o f  total tax revenues and this share was 50 
percent higher than in 1999. This in part reflects the increase in imports over this period 
but i s  also due to weak capacity for taxation o f  domestic activities. 

4.20 Second, taxation o f  imports i s  the primary vehcle for collecting VAT and excise 
tax. Excises account for over a quarter o f  taxes on imports and VAT for 60 percent. 
Eighty-four percent o f  excise tax and 55 percent o f  VAT was collected from imports. 
From 1999 to 2002, the share o f  VAT in import taxation increased while the share o f  
excise tax in import taxation declined. However, as the share o f  excise tax collected on 
domestic production in total tax revenues also declined, the share o f  excises collected on 
imports in total excise collection increased. As a result, the importance o f  import taxation 
in total tax revenues increased. 

4.2 1 Third, customs duties play a rather minor role in import taxation. In 2002, 
customs duties accounted for ten percent o f  total taxes on imports, although it increased 
over this period by two percentage points. The average effective import tariff rate 
(calculated as the ratio o f  customs duties over the value o f  dutiable imports) has been very 
low during the whole period, fluctuating between 1.3 and 3.5 percent. From the taxation 
viewpoint, the small collection o f  customs duties does not justify the administrative 
complexity of a highly detailed and variable import tariff schedule, which creates 
incentives for commodity misclassification at customs, fuelling the scope for corruption. 

A better 
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~ ~~ 

’’ Madani, D. “A Review o f  the Role and Impact o f  Export Processing Zones”, World Bank, 1999 
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These given revenues from import duties would be collected more efficiently with a more 
simple and uniform tariff. 

Table 4.2: Moldova: taxation of imports, 1999 - 2002 (Million MDL) 

1999  2 0 0 0  2001  2002  

T o t a l  tax  revenues (Mil. 2,423 3,086 3,437 4,284 

As percen t  o f  t o ta l  tax  

VA?’  
T o t a l  taxes o n  

18.3 21.3 19.8 15.4 
40.2 44.8 44.8 48.5 
34.8 39.8 40.8 44.4 

C o m p o s i t i o n  o f  i m p o r t  taxes (as pe rcen t  o f  t o ta l  i m p o r t  
C u s t o m  8.1 7.2 8.8 10.4 
E x c i s e  tax  o n  34.2 3 3 . 3  34.3 29.1 
V A T  o n  1) 57.7 59.5 56.9 60.5 

Share  o f  i m p o r t  taxes  in t o t a l  c o l l e c t i o n  o f  t he  g i v e n  tax  
E x c i s e  65.0 62.1 70.7 84.0 
V A ? )  49.9 52.8 51.8 55.3 

A v e r a g e  e f fec t i ve  i m p o r t  t a r i f f  rate,  as 
d u t i a b l e  2 )  3.1 1.3 2.7 3.5 

Net of VAT refunds. 
2, Dutiable imports equals total imports minus imports from the CIS and Romania minus imports for inward processing 
(about 48 percent of total imports). 
Source: World Bank staff estimates based on data provided by the Ministry of Finance of Moldova 

EXPORT REGIME 

4.22 
requirements for exporters to repatriate export earnings within a given time period, which 
can be very burdensome. In the exporter survey carried out in the course o f  this 
diagnostic trade study, 30 percent o f  respondents said that they missed the deadline for 
the repatriation o f  export earnings at least once during 2002 as a result o f  difficulties 
getting payments from their customers. Late repatriation leads to the levying o f  fines for 
each day in excess o f  the deadline. In addition, as the chapter on the financial chapter 
indicates, there are costs o f  compliance with this requirement in terms o f  paperwork 
(imposed on domestic banks, not to mention the exporters themselves). 

4.23 
upon exportation o f  finished goods. However, it i s  difficult to verify how well this 
system works. The Ministry o f  Finance claims that there are no problems associated with 
VAT refunds. According to the Ministry, the ratio o f  non-refunded export VAT as a 
result o f  legal proceedings to actual refunds stood at 3 percent in 2000, spiked to 20 
percent in 200 1, and fell to 7 percent in 2002. However, Moldovan Export Promotion 
Organization (MEPO) asserts that no more than 45 percent o f  export VAT refund 
requests are being satisfied on a regular basis and the average time lag o f  reimbursement 
(typically, in the form o f  offsets against other tax liabilities) i s  about six months. 

4.24 
a refund to which they were eligible. The responses suggest that the time between 
application and refund averages 94 days, which slightly exceeds the Ministry o f  Finance 
commitment to refund within 3 months. However, there i s  considerable variation with 
some exporters reporting a delay o f  up to a year. Hence, some f i rms are clearly being 

Although there are no constraints on foreign exchange, there do exist 

VAT paid on both domestic and imported inputs i s  subject to reimbursement 

The exporter survey showed that only 56 percent o f  exporters actually applied for 

31 



Free trade 
agreements with 
the CIS 
countries are 
weakened by 
arbitrary 
product 
exclusions and 
ad hoc use of 
safeguard 
measures. 

disadvantaged by delays in VAT refunds and again uncertainty wil l act to constrain 
economic activity. Two-thirds o f  f i r m s  received refunds in offsets rather than cash. 
Exporters incur sufficient costs o f  refund delays. According to the survey, the average 
reported cost o f  delays i s  equivalent to 9.5 percent o f  export earnings, which creates a 
considerable hurdle for exports. Therefore, the existing VAT refund mechanism creates 
considerable hurdles for exporters at least in terms o f  the high cost o f  delays. 

REGIONAL FREE TRADE AGREEMENTS (FTAS) 

4.25 Moldova i s  a participant in a number o f  free trade areas: the plurilateral CIS free 
trade area, consisting o f  the former Soviet republics (with Russia and Ukraine as the most 
important partners o f  Moldova), the bilateral Romania-Moldova free trade area., and, 
most recently, bilateral free trade arrangements with six Stability Pact countries o f  South 
Eastern Europe. The CIS free trade area i s  playing an extremely important role in 
Moldova’s external trade absorbing over half o f  the country’s exports. 

The CIS free trade area 

4.26 
free trade agreements were signed in 1992 and 1994. These agreements have not been 
ratified by the Russian parliament and are not in effect and have been substituted with a 
number o f  bilateral free trade agreements among the CIS members. Moldova has 
concluded agreements with all CIS participants, except Tajikistan. The agreements 
provide for duty-free trade in goods with potential exemptions (not specified in the texts 
o f  the agreements) and free transit o f  goods through the signatories’ territories. The 
agreements explicitly prohibit re-exports. There are provisions for contingency 
protection (safeguards and anti-dumping). Moldova i s  not currently subject to any anti- 
dumping measures from i t s  CIS partners. However, Russia often introduces safeguard 
measures directed towards non-members o f  Eurasian Economic Community 
(EURASEC). Moldova, although not a member o f  this Community, i s  generally 
unaffected. 

4.27 Exemptions from the free trade regime are introduced in the Protocols to the 
above FTAs, which are elaborated annually by respective bilateral trade commissions. 
These exemptions are non-symmetrical. To date, the following exemptions from free 
trade apply: 

The CIS free trade area was established in 1992 and the two umbrella plurilateral 

in Moldova-Russia trade, Russia exempts sugar (a tariff quota i s  in effect ), 
liqueurs and spirits, and tobacco and manufactured tobacco products including 
cigarettedcigars, while Moldova does not have any exemptions; 
in Moldova-Ukrainian trade, Ukraine exempts sugar, sugar syrups, and molasses 
while Moldova exempts spirits; and, 
in Moldova-Belarus trade, Belarus exempts sugar while Moldova has no 
exemptions. 
There are no  exemptions in trade between Moldova and the other 8 FTA 
participants 

4.28 The FTAs with CIS countries have a number o f  shortcomings: (i) the web o f  
bilateral and multilateral agreements undermines transparency and hampers the efficiency 
o f  the free trade area (ii) exclusions, including quantitative restrictions, from the free 
trade regime can be imposed unilaterally (iii) the agreements lack permanency; and, (iv) 
safeguards and antidumping measures are applied on an ad hoc manner with little regard 
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to WTO agreements on this matter. Each bilateral agreement i s  subject to annual 
changes (in the case o f  the exclusion o f  goods from free trade), or even more frequent 
changes (in the case o f  safeguards). At present, the exclusions cover only a small 
percentage o f  intra-CIS trade but the agreements do not guarantee that this situation will 
persist. Hence, there i s  a considerable amount o f  uncertainty regarding these agreements. 

4.29 
serious problems with the transit o f  i ts trade through the territory o f  Ukraine. This transit 
route i s  o f  paramount importance for Moldova due to the importance o f  Russia as an 
export market. At different times, restrictions have included regional transit fees (for each 
oblast o f  Ukraine), long processing times at the border damaging perishable goods (a 
special regime for perishable goods was introduced later), and mandatory payments in 
local Ukrainian currency (and at an unrealistic exchange rate). As a result o f  numerous 
bilateral talks, some restrictions were repealed or relaxed, though new restrictions then 
arose. The transit environment remains chaotic and a regime o f  free transit has never 
been achieved. 

4.30 
could potentially exert more pressure on Ukraine by making requests on free transit 
issues, in accordance with General Agreement on Tariffs and Trade (GATT) Ar t i c le  V, 
which calls for freedom o f  transit and national treatment. However, transit issues through 
Ukraine do not appear to be on the agenda o f  Ukrainian accession to the WTO. On this 
issue, Moldova could exploit the benefits o f  i t s  membership o f  the WTO further. 

4.3 1 The ru les o f  origin are common across all o f  the CIS FTAs and do not appear to 
be overly restrictive. The basic ru les o f  origin require change o f  tariff heading at the 4- 
digit level o f  the CIS trade nomenclature (which i s  equivalent to the Harmonized System 
at this level o f  aggregation). However, the Annex to the Rules o f  Origin presents a l i s t  o f  
goods that are subject to different rules, either rules which stipulate specific technological 
operations to be performed or an amount o f  value that must be added in the free trade 
area. The 50 percent value added ru le  i s  rather demanding. However, sensitive 
commodities, such as textiles and clothing, are subject to the simple change o f  tariff- 
heading rule. The Chamber o f  Commerce issues this certificate in Moldova. 

4.32 The Rules o f  Origin allow for full cumulation o f  origin: all processing activities 
conducted in any o f  the CIS countries can be included in the calculation o f  sufficient 
domestic processing. This i s  an important incentive for trade integration among the CIS 
countries and avoids the adverse effects o f  a hub-and-spoke system where trade i s  
centered on the dominant member(s) o f  the free trade arrangement (i.e., Russia) with little 
interaction between the spoke countries. Tax residents in the free trade area must conduct 
exports subject to the free trade treatment. 

4.33 There i s  also a mutual recognition agreement between CIS countries that should 
facilitate intra-CIS trade. Since the standards o f  CIS counties are harmonized, members 
should honor each other’s certificates o f  conformity and quality. This i s  an important 
trade advantage for the CIS members since their national standards, which are based on 
the GOST (standardization institute from the Soviet Union) system, are not recognized in 
the rest o f  the world. The harmonized standards are formulated by the Interstate Council 
on Standardization, Metrology, and Certification (Eurasian Standards Committee), 
established under the Agreement. The Council has been gradually introducing new 
standards, in line with Intemational Organization for Standardization (ISO) standards, but 
more than half o f  the positions in the standards nomenclature are s t i l l  based on GOST. 

Despite a free transit provision included in the FTAs, Moldova experiences 

Moldova sits on the Workrng Party for the accession o f  Ukraine to the WTO and 
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4.34 The mutual recognition agreement, however, i s  undermined by the two-tiered 
system o f  standards. There i s  the CIS interstate set o f  harmonized standards as well as 
some differing standards at the national level. Further, the interstate system does not 
differentiate mandatory and voluntary standards (all o f  i t s  standards are mandatory and 
the l i s t  o f  products subject to mandatory standards i s  excessive relative to westem 
countries). Differences in standards are most pronounced for agricultural products, which 
particularly disadvantages Moldova. Agricultural exports from Moldova to Russia are 
being denied access to the Russian market without additional testing in Russia. The 
Council can potentially act as a vehicle for integration o f  the CIS into the world trading 
system if the evolving CIS standards system i s  built on the basis o f  intemational 
standards systems and in accordance with WTO guidelines. However, at present i t i s  not 
fulfilling this role. 

4.35 An important deficiency o f  the CIS trade arrangements i s  the lack o f  plurilateral 
dispute resolution mechanism. Although some barriers faced by Moldova in the CIS and, 
most importantly, transit issues in Ukraine, are in violation o f  the spirit and the letter o f  
the CIS agreements, there i s  l i t t le Moldova can do in the framework o f  the CIS as all 
disputes have to be resolved politically at the bilateral level. CIS trade arrangements 
should be reformed in such a way to guarantee application o f  the ru les o f  the agreement 
or at least conditions guaranteed by the WTO. This should include information sharing 
before trade measures are taken and a functioning plurilateral dispute resolution and 
remedy mechanism to protect small countries such as Moldova. In cooperation with other 
CIS members, Moldova should aggressively pursue measures aimed at strengthening the 
free trade area. 

0 

0 

Exemptions from the free trade regimes should be eliminated. 
A formal mechanism o f  contingency protection compatible with WTO 
agreements should be elaborated. 
Harmonized standards should be comprised o f  a limited number o f  mandatory 
technical regulations based on intemational standards. 
An effective plurilateral dispute resolution mechanism within the CIS should be 
established. 
An aggressive program to eliminate the non-tariff and informal barriers to trade 
should be carried out. 

0 

0 

0 

ROMANIA-MOLDOVA FREE TRADE AGREEMENT 

4.36 The Free Trade Agreement between Romania and the Republic o f  Moldova 
became effective on January 1, 1995, and covered all agricultural and industrial products. 
Overall trade turnover increased from the last pre-agreement year (1994) to 2002 by 
between 5 and 13 percent, according to different estimates. T h i s  observation masks, 
however, the very different export performance o f  the two countries: Moldovan exports 
to Romania halved while Romanian exports to Moldova doubled. The Romania- 
Moldova Free Trade Agreement has failed to expand aggregate mutual trade and to arrest 
the precipitous decline o f  Moldovan exports to Romania. 

4.37 The key issues currently constraining the impact o f  the FTA appear to be: 

0 Although there i s  a mutual recognition clause in the Agreement, in practice, the 
reconfirmation o f  Moldovan conformity assessments i s  frequent: for 80 percent 
o f  exports in the f i rst  half  o f  2002 (according to the Ministry o f  Economy). 
Making mutual recognition o f  conformity assessment will require dealing with a 
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number o f  systemic issues relating to confidence and trust in the partners 
conformity assessment procedures and dealing with corruption relating to 
certificates o f  conformity. 
Romania i s  in the process o f  acceding to the EU and i s  harmonizing i t s  technical 
regulations and conformity assessment procedures with those o f  the EU. If 
Moldova were to actively seek to bring i t s  own trade regulations more into l ine 
with those o f  the EU and to effectively upgrade testing and conformity 
assessment procedures this would facilitate trade with Romania and be consistent 
with a strategy o f  European integration. 
The ru les o f  origin (modeled on EU rules) can be restrictive, especially for 
sensitive products, such as textiles, clothing, and agriculture. There i s  no scope 
for cumulation o f  inputs from other countries. Trade with Romania and with the 
EU would be stimulated if Moldova were to be included in the Pan-Euro area o f  
cumulation. 

THE INSTITUTIONAL FRAMEWORK FOR TRADE POLICY 
FORMULATION 

4.38 The primary agencies involved in trade policy making and implementation are the 
Ministry o f  Economy (coordinating agency), the Central Bank (exchange rates and 
currency repatriation), the Ministry o f  Finance (principles o f  trade taxation), the Customs 
Department, and line ministries. The Ministry o f  Economy includes two trade 
departments: the department o f  foreign and domestic trade and the department o f  foreign 
economic relations. The Ministry i s  charged with the task o f  the analysis and forecasting 
o f  trade and the formulation o f  trade policy. I t  also i s  responsible for the coordination o f  
sectoral trade policies formulated by other agencies. However, the Ministry faces 
considerable problems in carrying out i t s  responsibilities. As with many other ministries, 
it suffers from inability to attract and retain highly qualified staff, as it i s  unable to 
compete in remuneration and benefits with the private sector. It also lacks resources 
(financial, informational, technological, and human) for analytical work. As a result, i t s  
analytical capacity i s  weak. Training and technical assistance offered by international 
donors have been unsystematic and have not brought enduring increases in capacity. 

4.39 
the overall negotiating power o f  small countries such as Moldova i s  not very strong, i t i s  
essential to form alliances in multi/plurilateral negotiations and to use opportunities 
offered by the multilateral trading system to the fullest. These strategies are difficult to 
implement and they require considerable trade capacity, which Moldova does not have at 
the present time. As a small developing economy, Moldova should use the WTO as a 
forum to defend i t s  trade interest. However, Moldova’s use o f  the advantages offered by 
the WTO i s  minimal, as illustrated by the above-mentioned example o f  transit disputes 
with Ukraine. Operational options o f  the use o f  advantages provided by the WTO 
membership for commercial diplomacy i s  one o f  the areas where future trade-related 
technical assistance will be very beneficial. 

4.40 The efforts o f  international donors have brought some positive developments in 
trade capacity building. Examples include U S  Agency for International Development’s 
(USAID’S) trade component o f  the Private Enterprise Project and Technical Assistance 
for Commonwealth o f  Independent States (TACIS’s) program o f  assistance to the 
implementation o f  Moldova-EU Partnership and Cooperation Agreement (PCA). Some 
useful organizations and NGOs have emerged as a result o f  international trade capacity 

The trade negotiation capacity o f  the Government i s  also rather limited. Since 
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building, such as MEPO, which works under the auspices o f  the Ministry o f  Economy 
and also receives funding from international donors and local businesses. However, the 
core government agencies, by and large, remain weak in trade policy capacity. 

GOVERNMENT EXPORT PROMOTION STRATEGY 

4.41 
Strategy for 2002-2005. T h i s  strategy features an analysis o f  major export markets and 
includes a l i s t  o f  measures to promote Moldovan exports. However, the program has a 
number o f  important deficiencies. First, certain proposed measures would violate WTO 
rules, for example, suggested tax subsidies and subsidized credit for exporters. These 
measures have not been implemented due to budget constraints, others, such as a free 
trade agreement with the EU, have not materialized due to institutional constraints and 
the slow pace o f  reform in Moldova. The strategy also envisioned alleviating the 
problems with VAT drawbacks for exporters by changing the collection point o f  VAT for 
imported inputs. However, the VAT collection system has remained unchanged and an 
additional hurdle has arisen following the newly introduced regulations on inward 
processing (discussed above). 

4.42 Experience elsewhere suggests that a good export promotion strategy should 
strike a balance between offshore objectives (information gathering, market research, 
trade representation, and trade fairs) and onshore objectives (issues o f  competitiveness: 
quality standards, pricing, supportive services, domestic input supply, development o f  new 
business models and practices).20 The current strategy, while addressing some o f  the 
former issues, i s  very weak on the later. I t  i s  unlikely that progress in information 
provision will have a substantial impact in the absence o f  significant efforts to improve 
the domestic business environment. 

In January 2002, the government o f  Moldova approved an Export Promotion 
The proposed 
export promotion 
strategy has a 
number of 
important 
deficiencies. 

CONCLUSIONS 

4.43 
schedule i s  overly complicated. Given the relatively small amount o f  customs duties 
collected on imports, tariff revenues would be collected more efficiently from a simple 
uniform tariff schedule. 

4.44 The regulatory environment for the treatment o f  inputs under the inward 
processing regime i s  complicated and controversial. I t  should be clarified and simplified 
with all inputs under the inward processing regime being exempted from VAT and 
customs duties. 

4.45 The repayment o f  VAT for exporters can occur with considerable delay and i s  
paid mainly in the form o f  tax offsets rather than cash, causing extra costs for exporters. 

4.46 The current free trade agreements with the CIS countries and Romania suffer 
from significant weaknesses that limit their value to Moldova. With regard to the CIS 
agreements, product exemptions should be eliminated, safeguard and anti-dumping 
provisions should be brought into l ine with WTO rules to provide for greater certainty 
and, to preclude ad hoc measures, and there i s  a need for standards reform at the 
plurilateral level and for an effective dispute resolution mechanism. 

Although Moldova has a liberal statutory trade regime on paper, the current tariff 

2a See Wulf, Luc De. “Why have trade promotion organizations failed, and how can they be revitalized?” PREM Notes 56, 
World Bank, August 2001. 
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4.47 The Romania-Moldova FTA would be improved if there were regional 
cumulation o f  origin and effective mutual recognition o f  conformity assessment. The latter 
would be facilitated if Moldova were to make significant efforts to upgrade i t s  standards 
infrastructure as part o f  a policy towards increasing integration with the EU. 

4.48 
agencies in the area o f  trade policy formulation and negotiations. Efforts towards trade 
capacity building should be directed towards the core government agencies. The current 
Government Export Promotion Strategy should be reworked, dropping all WTO- 
inconsistent measures, achieving a balance between offshore and onshore objectives, and 
elaborating an effective mechanism o f  implementation. 

There i s  a clear need to strengthen the analytical capacity o f  the government 
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CHAPTER 5. MARKET ACCESS TO THE EUROPEAN 
UNION: EU COULD DO MORE BUT DOMESTIC BARRIERS 
DOMINATE 

Moldovan exports 
considerably less to 
the EU than one 
would expect on the 
basis of “normal” 
trade relations. I s  this 
due to EU trade 
barriers or 
constraints in 
Moldova? 

INTRODUCTION 

5.1 
major source o f  demand for Moldovan exports. While the share o f  the EU has increased 
substantially in recent years, economic analysis suggests that the principal trading partner 
o f  Moldova should be the EU. Instead, Moldovan trade i s  dominated by exchange with 
other CIS countries - principally Russia - and the share o f  the EU in Moldovan exports 
remains very low relative to what would be expected under “normal trade relations”. 
This chapter explores why the reorientation o f  exports towards the EU has been so 
limited. In particular, i t examines whether there are significant barriers in the EU that are 
constraining the market access o f  Moldovan exporters.’l 

Given i t s  economic size and proximity, the European Union (EU) provides a 

policies applied in the 5 -2 I t  i s  important to stress that effective market access i s  determined by much more 
home market can also than tariffs in the overseas market. Technical regulations in overseas markets can have an 
influence the ability of important impact on the ability o f  f i r m s  to access that market. Subsidies granted to f i r m s  
exporters to penetrate or farmers in overseas markets may also undermine the ability of firms from other 
overseas markets. countries to compete. As will be made clear in later chapters, a number o f  policies 

applied in the home market can influence the ability o f  exporters to penetrate overseas 
markets. Having to contend with, for example, the costly and time consuming clearance 
o f  customs on export, the high cost o f  finance, a domestic system o f  standards and 
technical regulations which i s  at odds with international practices and a range o f  other 
domestic “behind the border” barriers raise costs relative to those o f  other f i r m s  
competing in overseas markets. 

TARIFF BARRIERS IN THE EU - AN OVERVIEW OF GENERALIZED 
SYSTEM OF PREFERENCES (GSP) PREFERENCES Moldova receives 

Preferential 
the 

to 5.3 Moldova i s  a beneficiary under the EU’s GSP scheme. The GSP allows for 
market under lower duties than the MFN (Most Favored Nation) rates subject to the products meeting s;znw;2ne the requirements stipulated by the EU, such as the rules o f  origin (see Box 4.1):’ Under 

the current GSP scheme there are two categories o f  products covered by the scheme: non- 
sensitive and sensitive.23 For non-sensitive products the duties are suspended while for 
sensitive products there i s  a flat rate reduction o f  3.5 percentage points from the MFN 
rate.24 Thus, the GSP scheme entails high proportionate reductions for most industrial 

from preferences is a 
major limitation. 

2’ It i s  worth noting that the geographical reorientation of the trade of the Central and East European Countries (CEECs) 
towards the west and, in particular the EU, took place relatively quickly after transition commenced. By 1993 and 1994 i t  
was not possible to distinguish the trade pattems of most of the CEECs from those of a market economy. In this sense, the 
transition with regard to trade was already completed before the Agreements between the CEECs and the EU came fully 
into effect, and during a time when those countries faced similar, or worse, market access conditions to those currently 
facing Moldova. 
22 Rules of origin define the degree or nature of processing that must be undertaken in the beneficiary country for the 
product to qualify for preferential access to the EU market. 
23 The current GSP scheme was revised in January 2002 and will run until the end of December 2004. The EU 
Commission, however, has recently proposed to extend the duration of the scheme until the end of 2005 since there i s  some 
uncertainty regarding the completion date of the Doha Development round of multilateral trade negotiations. 
24 If the percentage reduction under the previous GSP scheme leads to a lower rate than i s  maintained under the new GSP 
scheme. For goods where the duty i s  related to physical rather than monetary values (i.e. specific duties), the duty i s  
reduced by 30 percent. When a duty i s  comprised of both an ad valorem and specific component, as i s  the case for a range 
of processed agricultural products of interest to Moldova (ie., sugar confectionary), the specific duties are not reduced. 
When minimum duties are specified in the EU’s Common Customs Code, for example, the EU duty on beans i s  13.6 
percent subject to a minimum duty o f  1.6 euro per lOOkg being paid, these minimum duties no longer apply for products 
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Moldova is one of the 
most preferred 
suppliers of the EU 
market following the 
additional 
preferences granted 
under the EU’s labor 
clause. 

Moldova market 
access to the EU 
relative to other 
countries depends on 
the products and 
sectors excluded f iom 
their agreements with 
EU 

Almost three-quarters 
of Moldova’s current 
exports to the EU are 
eligible for 
preferences, but only 
60 per cent of eligible 
exports actually 
request preferences. 

products -- where the average EU MFN tar i f f  i s  around 4 percent -- but relatively l o w  
proportionate reductions for many agricultural products --where the average MFN duty i s  
much higher, around 20 percent. The GSP scheme also includes an additional 5 
percentage point reduction in duties for countries implementing the International Labor 
Organization (LO) codes on basic labor rights. So far Moldova i s  the only GSP 
beneficiary which has successfully applied for these additional preferences and, as such, 
i t i s  one o f  the most preferred partners under the EU’s GSP scheme. 

5.4 
upon a number o f  factors. Least Developed Countries (LDCs) are eligible for duty free 
access for a l l  products under the “Everything But A r m s  Agreement. African, Caribbean 
and Pacific countries (ACP) have access to the EU under the Cotonou Agreement under 
which almost a l l  industrial products enjoy duty free access.25 In practice, there i s  a range 
o f  country/sector exclusions from GSP preferences. Since many countries do not fully 
uti l ize their GSP preferences, a proportion o f  exports f rom GSP beneficiaries will, in fact, 
pay the MFN tariff. Moldova i s  also competing in the EU market with countries which 
have signed a free trade agreement or customs union with the EU -- Central and Eastern 
European countries, certain countries in the Mediterranean, Mexico, South Africa, 
Turkey, and European Free Trade Association (EFTA) countries -- as we l l  as countries 
which effectively receive duty free access to the EU under association agreements -- such 
as countries in the Balkans. The market access position o f  Moldova relative to these 
countries will depend upon the products and sectors which are excluded f rom the 
agreement, typically certain agricultural products. 

The market access position o f  Moldova relative to other countries wi l l  depend 

THE IMPACT OF GSP PREFERENCES ON MOLDOVA - TRADE 
COVERAGE AND UTILIZATION 

5.5 
country’s total exports: the proportion o f  exports which i s  eligible for  preferences and the 
extent to which exports eligible for preferences are actually granted preferential access. 
As shown in Table 5.1, almost 73 percent o f  total exports f rom Moldova to  the EU are 
eligible for  GSP preferences. Most o f  the remaining exports are subject to zero MFN 
duties and hence, by definition, there can be n o  tar i f f  preference. Only a small amount o f  
Moldovan exports, less than 1 percent, are excluded f rom preferences. Importantly, as 
discussed below, this includes wine, one o f  Moldova’s major industries and key exports. 

There are two key elements to assessing the impact o f  GSP preferences o n  a 

covered under the GSP. If the tariff reduction provisions provided for under the GSP scheme result in a preferential duty 
of 1 percent or less then the duty i s  suspended. Finally, a major exception to the scheme i s  made for textiles and clothing 
products where a reduction o f  20 percent of the MFN rate i s  applied. 
25 The difference in market access for these industrial products i s  likely to b e  slight since for most 
products Moldovan exporters w i l l  only be subject to duties in the EU for products where the MFN 
duties exceeds 9.5 percent or where the product i s  excluded from the GSP. 
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Box 5.1 Rules of  Origin 
There are two elements to the constraining impact of rules of origin: the nature of the rules 

themselves and the cost of providing the necessary documentation to prove origin. If the cost involved in 
satisfying these requirements exceed the margin of preference, then the GSP i s  redundant. Available 
studies suggest that the cost of providing the appropriate documentation to prove origin can be around 3 
percent o f  the value of the export shipment. The rules themselves can be very difficult to meet while 
remaining competitive on the EU market. For example, the EU rules of origin for clothing stipulate 
manufacture from yam. This  entails that clothing producers in Moldova cannot import fabric, except 
from the EU under the bilateral cumulation that exists under the GSP, and still receive preferential access 
to the EU. Moldovan producers cannot source fabrics from low cost locations such as China and India 
and receive preferences under the GSP. 

For those firms involved in the processing of EU fabrics, conformity with the rules of origin i s  
straightforward since all the materials used come from the EU. However, for other clothing companies, 
satisfying the rules of origin can be very difficult in the absence of suitably priced domestic or EU 
fabrics. This  i s  another factor which may be constraining the ability of Moldovan firms to move into 
higher value-added production systems in the clothing sector, as highlighted in the case study on this 
sector (see Part 11), in which f i rms  produce clothing from their own designs and source fabrics 
themselves. 

A provision which can reduce the restrictive effect of rules of origin i s  cumulation. Th is  allows 
imported inputs from specific partners to be counted as if they originate in the country concerned. One 
possibility which i s  potentially available for Moldova i s  to join the so-called Pan-European Area of 
Cumulation regarding exports to the EU. T h i s  would allow Moldova to use inputs from Central and East 
European Countries (CEECs), Turkey and certain Mediterranean countries and count these as qualifying 
material, subject to those materials satisfying the relevant EU rules o f  origin. 

Rules of origin are an 
important factor 
influencing the impact 
of trade preferences. 

Being a member of 
the Pan-European 
area of cumulation 
would allow Moldova 
to overcome some of 
the restrictiveness of 
the E U  rules. 

5.6 As indicated in 
the final row of Table 
5.1, in 2002 only 60 22 7,828 
percent o f  Moldova’s Total Exports to EU of Products with zero MFN duty (€ 000) 60,560 
exports which are Exports Eligible for GSP (€ 000) 165,346 
eligible for GSP Exports excluded from GSP preferences (€ 000) 
preferences actually 

Table 5.1: Moldova’s Exports to the EU Under the GSP in 2002 
Total Exports to EU (€ 000) 

1,922 

request entrance to the Share of exports where MFN duty i s  zero (per cent). 
Share of GSP Exports in Total Exports to the EU (per cent) 
Share o f  exports excluded from preferences (per cent) 

26.6 
72.6 
0.8 

EU on a preferential 
basis. This implies that 
the remaining 40 
percent o f  eligible 
exports paid the full Exports Requesting GSP (E 000) 99,481 

MFN tariff. Thus, the 
potential impact o f  the 
G ~ p  for Moldova is 
weakened by the under-utilization o f  the available preferences. The reasons for this low  
take-up o f  preferences are likely to include the difficulties in satisfying the rules o f  origin 
o f  the EU scheme, lack o f  knowledge o f  the scheme and, for certain products, the small 
margin o f  preference relative to the costs o f  satisfying and proving origin (see Box 4.1). 

5.7 By comparison, in 1998 around 47 percent o f  eligible exports requested 
preferential access to the EU. The increase in utilization rates probably reflects the 
growing importance o f  processing EU fabrics into made-up clothing -- which i s  more 
straightforward in proving conformity with the rules o f  origin -- and increasing 
knowledge o f  the GSP scheme. The current utilization rate o f  Moldova slightly exceeds 
that o f  other CIS countries (in Ukraine 50 percent o f  preferences are utilized, while in 
Russia and Georgia around 54 percent o f  exports request preferences) and i s  similar to 
the overall utilization rate o f  the EU’s GSP scheme. 

Share of Exports Requesting GSP in Exports Eligible for GSP 
Per cent) 60.2 

Source: World Bank Staff calculations based Eurostat data 
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The value of EU 
preferences granted 
to Moldova is 
equivalent to 1.6 
percent of exports. 
With fuller utilization, 
this transfer would 
have amounted to 2.7 
percent of exports. 

GSP Preferences are 
unlikely to be a key 
factor determining 
decisions to locate 
processing activities 
in Moldova. 

The average duty 
levied on Moldovan 
exports to the EU is 
around 70percent of 
the duty that would be 
levied ifMoldova did 
not receive 
preferences. 

5.8 The preferences requested amount to an implicit transfer (the tariff revenue that 
would have been paid to the EU if these preferences had not been given) o f  €3.6 mill ion 
to Moldova -- equivalent to about 1.6 percent o f  the total value o f  Moldovan exports to 
the EU, or about 0.2 percent o f  GDP. If preferences had been fully exploited then the 
estimated transfer would have amounted to 2.7 percent o f  exports to the EU and around 
0.3 percent o f  GDP.26 

Box 5.2 GSP Preferences and EU Outward Processing of Textile and Apparel 

percent of products requesting preferences. As discussed in the Textile and Apparel case study (see Part 
II), this trade i s  dominated by the processing o f  temporarily exported fabrics and accessories in Moldova. 
Given the relatively low share of value added in Moldova it i s  unlikely that the preferences are a key 
factor determining the choice of Moldova as a location for these processing activities. The GSP, with the 
additional reductions for Moldova relating to labor rights, provides for a 40 percent reduction on duties 
on clothing products. Most clothing products are subject to a 12 percent tariff on importation into the 
EU. With the value added in Moldova estimated at 20 percent o f  the recorded exports from Moldova, the 
preferences reduce the price of a product processed in Moldova by less than 1 percent relative to the 
situation of the full tariff being applied to the value added in Moldova. It i s  likely that differences in 
labor cost and transport cost and the importance o f  proximity to the EU market will be more important in 
determining the location of these processing activities. 

Nevertheless, as Moldova seeks to undertake more value added activities in these sectors. and 
therefore for Moldovan firms to source the materials themselves. then the EU preferences, and the rules 
of origin goveming those preferences will become more important. The current tariff preferences for 
Moldova would reduce the price of a fully sourced product by as much as 4.3 percent. On the other hand, 
a successful outcome to the Doha round will substantially reduce EU tariffs on clothing products. For 
example, under the current chairman’s proposal, the tariffs on clothing products imported into the EU 
will fall from 12 to between 3.2 and 5.1 percent. Expanding capacity on the basis of EU preferences i s  
unlikely to be a successful long-term strategy. 

Clothing and Footwear account for over 50 percent of Moldovan exports to the EU and over 40 

TARIFF BARRIERS IN THE EU - MEASURES OF AVERAGE 
PROTECTION 

5.9 The impact of the GSP can 
also be evaluated by identifying the 

Table 5.2. Average Tariffs on Moldova Exports 
to the EU (percent) 

impact o f  the preferences on the 
average tariff levied on Moldovan 
exports to the EU. As shown in Table 
5.2, if Moldovan exporters did not 
receive any preferences, that is, they 
were to pay the MFN tariff on all 
products, the average trade weighted 
tariff that would apply to Moldovan 
exports would be 8 per~ent .~ ’  This 
average i s  high relative to the overall 
trade weighted average tariff on total 

Average MFN Tarif f  7.9 

Average GSP preference (assuming full 5.9 

4.1 

utilization) 
Average GSP preferences with additional 
labor preferences (assuming full utilization) 

Average GSP preferences with additional 
labor preferences (with actual utilization). 5.6 

Source: EU TAIUC database 

26 These simple estimates are likely to overstate the actual transfer that occurred. Th is  i s  because clothing and footwear 
products are a major element of Moldovan exports to the EU and such trade i s  dominated by the processing of temporarily 
exported EU fabrics in Moldova. For such processed exports to the EU, it i s  only the value-added that i s  subject to EU 
import duties and therefore to preferences. The calculations above are based on the total value of clothing and footwear 
imports from Moldova recorded by the EU rather than just the value-added. In 2001, clothing and footwear products 
accounted for over 50 percent of Moldovan exports to the EU and 40 percent of products requesting preferences. Some 67 
percent of these clothing exports and 98 percent of footwear exports were recorded by the EU as having processed EU 
materials. Assuming crudely that the value added in Moldova i s  about 20 percent, then the estimated transfer from EU 
preferences falls to only 0.7 percent o f  exports to the EU and 0.08 percent of GDP. ’’ Averages are based on 2002 duties weighted by the 2001 trade structure. Non ad valorem duties have been converted to 
ad valorem equivalents. 
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Under-utilization of 
preferences led to the 
average EU tarif 
applied to Moldovan 
products being 1. I 
percentage points 
higher than would 
have occurred f a l l  
preferences were 
taken up. 

EU imports -- less than 5 percent -- reflecting the concentration o f  Moldovan exports to 
the EU o f  relatively high duty products. 

5.10 Under the standard GSP, assuming all such preferences were fully utilized, the 
trade-weighted tariff on Moldova’s exports to the EU would be 5.9 percent. T h i s  i s  the 
average tariff that would apply if Moldova were treated in the same manner as other CIS 
countries and other GSP countries not covered by special schemes. Relative to the MFN 
tariff, therefore, the average margin o f  preference enjoyed by Moldova i s  2 percentage 
points. With the additional preferences available to Moldova under the GSP labor clause, 
the average tariff on total Moldovan exports to the EU falls to 4.1 percent, almost 50 
percent of the MFN tariff and about 70 percent o f  the tariff under the standard GSP. 

5.1 1 
tariff was 5.6 percent. This average takes into account the fact that, for certain products, 
only a proportion o f  the available preferences are actually requested and most closely 
reflects the actual duties that were levied on Moldovan exports. In 2002, therefore, the 
average tariff applied to Moldovan exports to the EU was 1.1 percentage points higher 
than if preferences had been fully utilized. Nevertheless, these tariff numbers show that 
the average duty levied on Moldovan exports to the EU was around 30 percent lower than 
if Moldova was not eligible for EU preferences. 28 

Under Moldova’s current take-up o f  GSP preferences, the trade weighted average 

5.12 The implications 
o f  these different regimes 
for the tariffs levied on 
Moldovan exports to the 
EU are highlighted in 
Figure 5.1. As can be 
seen, the distribution o f  
exports under different 
bands o f  MFN tariffs i s  
highly skewed with large 
proportions o f  exports 
entering either under zero 
duties or very high duties 
in the range o f  12 to 15 
percent. The GSP 

Figure 5.1: Distribution of Moldova’s Exports to the EU 
According to Tariff Bands, with and Without Preferences 

-10 I.. .. .. ... . .. . . .. . _ _  ... . . - - - _. .. . . . . . j 

Tariff Band Source: EU TARlC 

preferences act to increase the amount o f  exports able to enter duty free and to shift a 
large proportion o f  exports to a lower tariff band. Thus, the 45 percent o f  exports in the 
12 to 15 percent band under MFN tar i f fs  shifts to the 9 to 12 percent band under the GSP 
and the proportion o f  exports able to enter duty free rises from just over one quarter to 
around one third. The GSP with labor provisions fbrther accentuates the peaks in the 
distribution with just over 40 percent o f  exports able to enter duty free and a similar 
proportion now subject to tariffs in the 6 to 9 percent band rather than the higher bands. 

5.13 Figure 5.2 shows the impact o f  the lack o f  full utilization o f  preferences on the 
distribution o f  trade according to the selected tariff bands. Interestingly, it shows that 
under-utilization o f  preferences has l i t t le impact on the proportion o f  exports to the EU 
which receive duty free treatment. If preferences were fully utilized, then 46 percent o f  
exports would enter the EU duty free, whereas with the actual utilization o f  preferences, 
just over 42 percent a f  exports enter the EU duty free. The under-utilization o f  

28 Again, these calculated average tariffs will overstate the duties actually paid by giving undue weight to the relatively 
high duty clothing sector since much o f  the value imported into the EU i s  not taxed. 
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50 - preferences primarily 

exports in the higher tariff 
band peak. In fact, with 
the actual utilization o f  
preferences, there are two 
peaks at the upper end o f  
the distribution o f  exports. o .  

affects the proportion o f  40 - 

30 . 

! 20. 

About 25 percent o f  

For certain 
agriculture products, 
such as walnuts, EU 
preferences provide 
for zero duty access 
to the EU and a 
preference margin of 
100 per cent. But for 
other important 
products, such as 
apple juice, 
preference margins 
are smaller and the 
duty paid by 
Moldovan exporters 
much higher. 

GSP wlth Labor 
% (full utilization of preferences) 

P,, 
I 

'. 
I 

\, 1. 

1 \$ 

I '  
'' 

GSP wlth Labor I 
I A '. (actual u t i l i z a ~ f p r e f e r e n c e s )  

I '* 
I \ 

__,_. -.-. . ,'. 
0% 69% %12% 12.15% E%* 

Table 5.3: Key Sectors in Moldovan Exports to the EU and Tariff  Preferences 
Agriculture Manufacturing 

Walnuts Juices Fabrics 
Total Shelled Fruit Total Cotton Clothing Footwear 

Total Exports to EU (€ 000) 36,611 16,673 6,109 190,987 6,403 105,535 12,101 
Share Requesting Preferences (%) 66.5 84.2 21.7 59.1 97.6 51.6 93.3 
Outward Processing Trade (%) 4.2 9.2 0 44.1 0 67.3 97.7 

Average MFN Tariff (%) 1.6 5.1 22.2 7.9 8.4 12.3 8.6 
Average GSP Tariff (%) 5.2 1.6 18.3 6.0 6.1 9.8 5.0 
Average tariff with Labor (%) 3.5 0 13.7 4.3 5.0 7.3 0.5 
Average tariff with labor with actual 
preference utilization (%) 5.1 0.4 20.4 5.7 5.1 9.7 1 .o 

Source: Eurostat, WTO and TAFUC databases. 

5.16 
EU, the absolute reduction in h i t  juices tariffs i s  much larger (8.5 percentage points) 

In terms o f  duty reductions, among Moldova's main agricultural exports to the 
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Margins ofpreference 
for clothing are 
smaller than those 
available for other 
manufactured 
products. 

Extending and 
deepening EU 
preferences for 
agricultural products, 
for example, by 
including wine, would 
have very small direct 
impact under the 
current structure of 
trade. I t  is the 
treatment of clothing 
which is currently 
crucial. 

than that for shelled walnuts. T h i s  is, however, because walnuts have a much lower MFN 
rate to begin with (only 5.1 percentage points). Indeed, the tariff applied to fruit juices 
exports from Moldova i s  very high, almost 14 percent after taking into account the 
various GSP preferences. Given the low utilization o f  preferences, a large proportion o f  
these exports to the EU pay the full MFN tariff o f  over 22 percent. Moldovan juice 
exporters have to compete in the EU market with products from Central and Eastem 
European countries, Turkey and a number o f  Balkan countries whose producers can 
export to the EU market free o f  tariff duties. The EU duty and low utilization o f  
preferences entail a 20 percent disadvantage for Moldovan juice exporters to the EU 
relative to competitors in the region. For walnuts, the reduction in tariffs gives Moldovan 
producers a margin o f  preference o f  more than 5 percent over suppliers from countries 
that have to pay the MFN tariff.*’ Within the manufacturing sector, GSP preference with 
the labor provision provides for a 40 percent reduction in the tariff for textiles and 
clothing products and an 8.5 percentage point reduction in duties for other products, such 
as footwear, leads to an almost 100 percent reduction in tariffs. 

5.17 
percent confronting Moldovan exports to the EU cannot be deemed a major barrier to 
market access and increased exports to the EU. As this section notes, however, there are 
a number o f  products, such as fruit juices, where duty rates applied to exports o f  Moldova 
remain very high even after preferences are granted. For these particular products, the 
key issue i s  to identify the tariffs confronting Moldova’s main competitors. I s  Moldova 
competing with countries that pay the MFN tariff or countries which receive the same or 
better access to the EU market, such as the Central and Eastem European countries? This 
issue i s  partially addressed in the final section o f  this chapter on the impact o f  EU 
enlargement. 

THE IMPACT OF ENHANCED EU TRADE PREFERENCES 

Given the current structure o f  exports, Table 5.4 summarizes the impact on the 

Given that the average EU tariff i s  around 4 percent, the average duty o f  5.6 

5.18 
average EU tariffs confronting Moldova that would be achieved by broadening GSP 
preferences. If, for example, GSP preferences were extending to all Moldovan 
agricultural products (including wine) then the average tariff confronting Moldovan 
exporters would fall to 3.5 percent, if preferences were fully utilized, or 5.3 percent if the 
current level o f  preference utilization was maintained. If, however, the EU were to 
provide the same GSP preferences to textiles and clothing (currently a 40 percent 
reduction for Moldova) that are given to other products (a reduction o f  8.5 percentage 
points), the impact would be more substantial, with the average tariff on total exports to 
the EU falling to 2.2 percent with full utilization o f  preferences and 4.5 percent under 
current utilization rates. Thus the impact o f  EU tariff protection on Moldovan exporters 
would decline most if current preferences were more fully utilized, particularly in the 
clothing sector, and if deeper preferences were offered to clothing products. Given the 
structure o f  current trade with the EU, extending and deepening preferences for 
agricultural products would have a much more limited impact. 

29 In practice, there i s  a range of countrykector exclusions from GSP preferences. In the case o f  nuts, for example, Chile, 
Mexico and Thailand are excluded from GSP preferences. 
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The exclusion of wine 
from EUpreferences 
is a major limitation 
for Moldova. 
However, it is not 
possible to conclude 
that protection in the 
EU on products of 
interest to Moldova, 
while important, can 
be the only factor 
constraining the 
expansion of 
Moldovan exports to 
the EL? 

5.19 It is, o f  course, likely that 
Moldova’s current export 
structure gives a distorted view o f  
the impact o f  EU protection since 
high EU tariffs may be suppressing trade in precisely Current GSP preferences 4.1 5.6 

those products in which Moldova 
has a comparative advantage. One 

Table 5.4. The Impact of Deeper GSP 
Preferences on Average EU Tariffs 

Average 
Tariff Rate 

Extending GSP preferences to al l  3.5 5.3 
Agricultural Products 

Textiles and Clothin Products 

Source: EU TARIC database 

way to address this potential issue Extending GSP preferences to 2.2 4.5 

is to EU protectionism Note: Trade weighted av:age tariffs 
assuming that Moldova’s exports 
to the EU were similar in structure 
to i t s  exports to Russia - a country with which Moldova has a free trade arrangement and 
hence where the majority o f  products confront no tariff restrictions. For this exercise, the 
key issue centers around wine exports. Wine dominates exports to Russia but comprises 
a small proportion o f  exports to the EU. I s  EU protection the main reason behind this? 30 

5.20 
would be applied on Moldova’s exports to the EU if they had the same structure as 
Moldova’s exports to Russia i s  9.9 percent. This rate i s  2 percentage points higher than 
the average EU tariff given Moldova’s current exports to the EU. With GSP preferences 
and the additional labor benefits, the hypothetical average tariff would be 7.6 percent. 
This compares with an average tariff on current exports to the EU o f  4.1 percent. Since 
wine dominates Moldova’s exports to Russia, the impact on the hypothetical tariff if wine 
and related products were offered the same GSP preferences would be substantial -- 
leading to an average tariff o f  only 3.8 percent. The exclusion o f  wine fi-om the EU’s 
GSP preference scheme has a measurable impact on the average EU tariffs confronting 

As shown in Table 5.5, the predicted trade weighted average MFN tariff that 

Moldova. 

5.2 1 
however, to conclude that EU 
protectionism has been the only 
or major factor constraining 
substantial reorientation o f  
Moldovan exports towards the 
EU. If, following the results 
indicated in Table 5.5, one 
assumes that EU tariffs on 
products o f  interest to Moldova 
are reduced such that the average 

I t  i s  not reasonable, Table 5.5. Average EU tariffs as Applied to Moldovan 
Exports to Russia (assuming full utilization of GSP preferences) 

Hypothetical Current 
Export Export 
Structure Structure 

Average MFN Tariff 9.9 1.9 
Average GSP Tariff with Labor 1.6 4.1 
Provision 
Average GSP Tariff with Labor 3.8 3.5 
Provision & Extending GSP 
Preferences to Wine Exports 

Source: EU TARIC database. 

Unfortunately, this exercise i s  not straightforward. First, the data on Moldovan exports to Russia are not available at the 
same level of detail as the EU tariff schedule. Moldovan exports data are at the 6-digit level while EU tariffs are defined at 
the 8-digit level. Hence average tariffs at the 6-digit level must be used. Second, a number of the duties in the EU on key 
products of interest to Moldova are non ad valorem duties - usually specific duties - such as the duty o f  13.1 euros per 
hectoliter currently levied on bottles of white wine. To calculate averages, tariffs based on quantity need to be converted 
into ad valorem equivalents. T h i s  conversion, however, depends upon the value per unit of quantity. The protective impact 
of specific duties i s  particularly heavy on low-value, low-quality products and becomes less restrictive the higher the unit 
value of the product. The unit value provides a very rough indication of quality. Will Moldova be able to export to the EU 
products of the same unit valuelquality as currently being exported to Russia? As shown in the case study on Wineries in 
Part I1 of this study, wine demand in the EU i s  dominated by the taste for dry wine that has a higher alcoholic content than 
the sweeter wine that currently dominates exports to Russia. Thus, it i s  unlikely that Moldova could simply undertake a 
large scale expansion of exports to the EU of the type of wine currently exported to Russia. If demand in the EU i s  such 
that wine exported to the EU must be of a higher quality and unit value to that exported to Russia, then the duties applied in 
this simulation will overstate the duties that would actually be applied. 
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EU subsidies cannot 
explain the gap 
between actual and 
potential exports to 
the EU 

Share in Share in 
Products which are 
most heavily 
subsidized in the EU 
do not comprise a 
major proportion of 
current or potential 
Moldovan exports. 

Moldovan EU 
Exports to , Domestic 

Russia Support 
Beverages, Spirits 71.28 5.29 
Preparations o f  Vegetables, 
Fruits, Nuts 9.49 , 2.25 
Tobacco 8.63 2.74 
Fruit and nuts 3.28 13.78 
Meat and Edible Meat Offal 2.69 37.62 

tariff declines from 7.6 percent to 3.8 percent, then, even with some extremely heroic 
assumptions, Moldova’s exports to the EU would increase by just under 18 per~ent .~ ’  
Even with such an increase, Moldova’s exports to the EU as a share o f  total exports 
would only increase from the current level o f  around 21 percent to 23.8 percent. As noted 
in Chapter 2, gravity models suggest that under “normal” trade conditions the share o f  
Moldova’s exports to the EU would be at least double the current level. 

5.22 Wh i le  reducing EU tariff barriers can contribute to reorientation o f  Moldovan 
exports towards the EU, it i s  clear from remaining chapters o f  this study that a range o f  
factors in Moldova, such as the high costs o f  clearing customs, the difficulties and costs 
o f  obtaining funds for working capital and for investment and the difficulties caused by 
the current system o f  product regulations and conformity assessment are equally 
important factors limiting the ability o f  Moldovan exporters to penetrate the EU market. 
Indeed, in many cases, removal o f  these domestic barriers will be a pre-requisite for the 
successful expansion o f  exports to the EU. If these barriers are, in effect, prohibitive, then 
there can be no impact from the reduction o f  EU tariffs until they are alleviated. For 
example, if Moldovan products cannot satisfy the minimum requirements necessary to be 
placed on the EU market, then changes in the EU tariff will have no immediate effect and 
wil l only be exploited in the longer-term if constraints on the ability o f  f i r m s  to invest to 
raise quality are removed. 
THE IMPACT OF EU SUBSIDIES ON MOLDOVAN AGRICULTURAL 

EXPORTS 

Share in 
‘EU Export’ 
Subsidies 

1.37 

0.68 
0.57 
0.75 

21.83 

5.23 In addition to tariff protection, it i s  conceivable that Moldova’s access to the EU 
market i s  being constrained by the impact o f  EU agricultural subsidies to domestic EU 
producers. Table 5.6 compares the sectoral structure o f  Moldovan agricultural exports to 
Russia - a benchmark for what Moldova’s export structure to the EU might look l ike 
without EU tariffs or subsidies -- with the structure o f  EU domestic and export subsidies. 
Nearly 84 percent o f  EU domestic support goes to 4 commodity groups: meats, dairy 
products, fruit and nuts and sugar. These products, however, accounted for just 6.3 
percent o f  Moldovan exports to Russia. Hence, the most heavily subsidized products in 
the EU are not a major element o f  the Moldovan export basket. The subsidies for the 
production o f  all beverages and alcohol, including wine, amounted to only about 5 

Cereals 0.52 

percent o f  the total EU 
agricultural subsidies. 

5.24 EU export 
subsidies, which affect 
Moldovan producers 
through their influence on 
competition in third markets 
and through their depressing 
impact on world prices, are 
concentrated in 3 sectors - 
meats, dairy products and 
cereals -‘that account for 84 
percent o f  total EU 
payments. These 3 products, 
however, comprised only 

0.00 I 33.74 
IDairy, Eggs, Honey ~ 0.27 ~ 16.02 I 27.94 
Sugars [ 0.08 1 16.09 1 7.10 

3’  Such as a price elasticity of demand for 5 for Moldovan products - very high relative to standard estimates of such 
elasticities and assumes fully responsive supply in Moldova. 
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for many countries. 

3.5 percent o f  Moldovan exports. Relative to other countries in the region, such as 
Ukraine and Russia, it does not appear that Moldova has a strong reveal comparative 
advantage in the meat, dairy and cereals sectors. Whi le  EU export subsidies for fruit and 
vegetables and beverages represent a relatively small share o f  total EU exports subsidies, 
one cannot ignore that sectors o f  importance to Moldova, especially wine and fruit and 
vegetables, are subsidized in the EU. 

Box 5.3 EU Subsidies to the Fruit and Vegetables Sector. 

The EU protects its domestic fruit and vegetables sector through the use of a complex system of 
minimum import prices (known as entry prices) as well as customs duties. Both customs duties and entry 
prices vary throughout the year, with particularly high barriers during the main EU growing and 
marketing period. There are, however, an array o f  preferential access arrangements: GSP, Cotonou, Euro- 
Med and agreements with the CEECs. These preferential arrangements include reduction of customs 
duties (frequently by 100%) and concessions on entry prices. These preferential arrangements are, 
however, often limited by tariff quotas or reference quantities. 

Intemal prices in the EU are maintained by interventions which remove excess supply - by 
compensating farmers to withdraw products from the domestic market, subsidizing exports or 
encouraging additional processing. The EU specifies a limit on the amount of particular products that 
can be withdrawn from the market. These, together with the withdrawal prices, have been declining 
following the reform of  the Common Agricultural Policy (CAP) in the mid 1990s. For example, there i s  
now a ceiling of 8.5 per cent of the production of apples and pears for which withdrawal compensation 
can be paid, down from 50 per cent in 1997/1998. The amount of compensation that can be received for 
apples has fallen from 10.69 euro per 100 kg in 1997/98 to 8.81 euro per 100 kg from 2002. The EU 
regime also comprises compensation to processors of fruits and vegetables who have to pay a minimum 
price to producers. This  i s  backed up by a system of national quotas for processing of certain products - 
tomatoes, peaches and pears - with penalties, in terms o f  reductions in aid in subsequent years, for 
overruns. 

The key fruit and vegetable products that Moldova currently exports to the EU, however, are not 
subject to extensive EU interventions. I t  has been estimated that a 50 percent cut in industrial countries 
domestic support for fruit and vegetables would lead to an increase in exports from developing countries 
as a whole ofjust over 1 per cent. Similar estimates show that a cut in industrial countries import tariffs 
o f  50 per cent would lead to an increase of more than 12 per cent in developing country exports. Given 
these estimates, i t  i s  unlikely that the removal of EU subsidies for fruits and vegetables would result in a 
substantial increase in Moldova’s exports of these products. Whi le tariff cuts are much more important 
in raising developing country exports, for Moldova the impact could be smaller given the prevalence of 
GSP tariff preferences. 

A firther issue i s  whether current EU policies are constraining Moldovan diversification into a 
wider range of fruit and vegetable exports to the EU. I t  should be noted that, except for tomatoes, EU 
withdrawal compensation i s  only paid for products which satisfy a certain quality, class I1 or higher, of 
the marketing standards that are in force. Th is  entails that EU policies will have only an indirect effect on 
products that do not meet these standards. I t  i s  also clear from the case study o f  this sector, that there i s  a 
range o f  very important barriers and constraints in Moldova that are affecting the ability of this sector to 
expand into overseas markets. I t  i s  important that these be addressed in order that Moldovan producers 
are able to exploit new opportunities that may arise in this sector. 

THE IMPACT OF EU ENLARGEMENT 

5.25 In analyzing the impact o f  EU enlargement on Moldova, a key distinction must 
be made between manufactured and agricultural products. For manufactured products, the 
impact o f  trade policy changes following enlargement o f  the EU will tend to be positive 
for Moldova and other CIS countries. There will be no significant change in relative 
market access to the current EU market since all tariff and non-tariff barriers on imports 
from the accession countries have already been removed. Moldova’s market access to 
the accession countries, on the other hand, will improve since tariffs in the largest 
markets, Poland and Hungary, will decline as these countries implement the common 
external tariff and adopt the EU’s GSP preferences. For example, the Polish tariff on 
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clothing products i s  currently 18 percent. This will fall to 12 percent upon accession and 
the tariff applicable to Moldova will decline to just over 7.2 percent once GSP 
preferences are applied. In the case o f  Hungary, duties on bars and rods o f  steel, the 
principal import from Moldova, wil l fall from 4.5 percent to zero when the EU common 
external tariff i s  applied. There may also be a shift in processing activity to lower cost 
CIS countries as labor costs in the accession countries increase. The adoption o f  EU 
outward processing regulations may also encourage clothing producers in the accession 
countries to outsource the assembly stage o f  the production process to low labor cost, but 
proximate locations, such as Moldova. 

Box 5.4 EU Subsidies to the Wine Sector 
EU policy towards the wine sector in the 1970s and ‘80s led to very large surpluses of low quality 

table wines. Subsequent policy has tried to encourage production of quality wines and limit the amount 
of low quality wines produced in the EU. The 1999 revision of EU wine policy has sought to regulate 
supply, through l im i t s  on replanting and payments for grubbing up vines, while providing guaranteed 
minimum prices for surpluses that are distilled into alcohol or fuel. Distillers are in tum eligible for aid 
to compensate for the higher price that they have to pay to the wine producers and for the cost o f  
storage. Production surpluses that are exported are eligible for export subsidies. 

EU production o f  wine has declined substantially over the past decade from 210 million 
hectolitres in the early 1980s to around 160 million hectolitres in the late 1990s. Expenditures on export 
subsidies have also declined relative to the 88 million euro base for commitments under the Uruguay 
Round Agreement on Agriculture. Th is  reflects declining output and increasing intervention to 
encourage the use o f  wine for distillation into alcohol and fuel. Nevertheless, in 2001 the EU provided 
1,197 million Euros in budgetary support to the EU wine sector, an amount that i s  more than ten times 
greater than the value of output of the sector as a whole in Moldova. 

price support, guaranteed prices in the domestic market combined with export subsidies ensure that EU 
policy s t i l l  has a distortive effect on international trade in wine products. These subsidies, by increasing 
the volume o f  world exports and lowering world price o f  this quality o f  wine, adversely affect the very 
market segment in which Moldovan producers are competing. It has been estimated that a 50 percent 
reduction in industrial countries subsidies to wine and other beverages will results in a 1.8 percent 
increase in developing country exports. A 50 percent cut in tariffs, on the other hand, leads to a 4.4 
percent increase in exports. The impact of the removal of these subsidies on Moldovan wine exports i s  
likely to be limited. The impact o f  a tariff reduction on Moldovan producers would be larger if they 
were removed on a preferential basis - under the GSP, for example. 

Whi le  the reform o f  the EU’s wine sector policy was supposed to shift intervention away from 

5.26 For agricultural products, relative market access conditions may worsen and 
there may be substantial trade diversion away from agricultural exporting CIS countries 
as the accession countries, especially Poland, are given substantial preferences in the 
EU.32 On the other hand, duties in certain o f  the applicant countries are higher than EU 
duties and these will fall after accession. For Moldova, the impact o f  EU enlargement on 
current agricultural exports will be limited to specific commodities. The major 
agricultural exports to the EU at present are sunflower seeds, for which the MFN tariff in 
the EU i s  zero, and shelled walnuts, which are eligible to enter the EU without duty under 
the GSP. Hence, market access for these products in existing EU countries will not 
change. However, Poland currently levies a duty o f  9 percent on sunflower seeds. This 
will be reduced to zero during the accession process. The impact o f  enlargement on 
Moldova could be limited if the preferences under the GSP were further enhanced. 

5.27 
ju ice and wine. Here the accession countries -- Poland for apple juice and Hungary, 
Bulgaria and Romania for wine -- are major suppliers o f  the EU market. Current EU 

The main agricultural exports that may be affected by EU enlargement are apple 

32  A Doha round which leads to a major reduction in EU border protection in agriculture would help to alleviate this 
impact. 
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tariffs for  these products are high.33 For apple juice duties range f rom 18 percent for l o w  
density ju ice to 30 percent o f  high density juice. Under the GSP, Moldova can export at 
rates o f  9.5 percent for l o w  density juice and 21.5 percent for  high density juice. As noted 
earlier, however, only 2 1.7 percent o f  the exports f rom Moldova o f  apple juice entered 
the EU at reduced duties. Thus, the duties levied o n  Moldovan exports o f  apple juice put 
Moldovan producers at a strong competitive disadvantage relative to  Polish producers 
who can access the EU market duty free. However, new opportunities may arise for 
exports to the new EU members. Duties in Hungary o n  apple juice are currently around 
39 percent and those in Poland are wel l  over 40 percent. These duties will decline as the 
common external tar i f f  and preferences towards Moldova are applied. 

5.28 
Whi le  accession countries wine exports to the EU also do not currently benefit f rom tar i f f  
preferences, as o f  mid-2004 Hungarian wine producers will have duty free access to the 
EU.34 The specific EU duties that are applied to  wine can amount to  a tar i f f  equivalent o f  
around 10 percent or more. The duties in some o f  the accession countries, however, are 
considerably higher and hence tar i f f  barriers in these countries will decline as part o f  
accession to the EU, offering some opportunities o f  improved market access for 
Moldovan producers to these countries. 35 

5.29 
accession countries will also become eligible for  EU farm subsidies. This will make i t  
even harder for Moldovan suppliers to compete in the enlarged EU market. Prices for 
most agricultural products are lower in the accession countries than in the EU suggesting 
that there will be a significant increase in production in the accession countries once the 
policies which generate the higher prices are applied. These higher prices will lead to a 
decline in demand for many agricultural products in the new EU members. Production 
surpluses in the accession countries are l ikely to arise. Part o f  these will be absorbed by 
the markets o f  the existing EU members, the rest may be removed from the market or 
exported with subsidies. The ability o f  the EU to expand subsidized exports, however, i s  
l imi ted by the commitments made under the Uruguay Round Agreement. Under this 
agreement, the export subsidy value commitments o f  the accession countries i s  about 9 
percent o f  those o f  the EU. Hence, a large scale expansion o f  subsidized EU exports after 
enlargement will not  be possible without violating WTO commitments. 

5.30 
the Single Market (for some sectors, certain countries do so already). The impact will 
vary sector by sector according to the importance o f  technical barriers to trade and 
government procurement decisions, the key areas where market access i s  influenced by 
the Single Market. In sectors where technical regulations are important, the exporters o f  
accession countries will have improved access to the EU market. However, in the main 
these are sectors where the CIS countries, through lack o f  FDI and technological 
capabilities are not effectively competing at present, and where the currently applied 
GOST regulations in CIS countries are a constraint upon export expansion to the EU. 
Hence, the direct impact on competition for products currently exported by Moldova wil l 
be very muted. However, after enlargement the EU will comprise a market o f  wel l  over 
400 m i l l i on  people govemed by harmonized regulations for a large array o f  products. As 

As noted earlier, there are no GSP preferences for Moldova o n  i t s  wine products. 

In addition to tar i f f  preferences, after enlargement agricultural producers in the 

With regard to non-border policies, the accession countries will have access to 

33 It i s  worth noting that the EU has already granted Poland duty free access for these products, while for other applicant 
countries there are reduced duties under preferential quotas. 
34 It i s  s t i l l  not clear at present what market access conditions will prevail for Romania and Bulgaria. 
35 Average duties on wine imports in the Czech Republic are currently around 30 percent, those in Hungary exceed 60 
percent, while Poland levies duties that comprise an ad valorem duty of 48 percent plus additional specific duties which 
entail very high applied rates. 
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chapter 5 indicates, if Moldova were to upgrade i t s  system o f  standards and conformity 
assessment and rigorously adopt EU and international standards, then producers o f  
products conforming to these standards would improve their access to this enormous 
market. 

CONCLUSIONS 

5.3 1 
should be the main overseas destination for Moldovan exports -- the EU. Moldova 
benefits from the biggest preferences that are available to developing countries under the 
EU’s GSP scheme. EU trade restrictions and subsidies in agriculture are important 
factors affecting Moldovan access to the EU and other markets. While important, these 
barriers alone cannot explain the large gap between the magnitude o f  actual trade with the 
EU and the amount o f  trade predicted for “normal economic relations” between a country 
o f  similar economic size and location to Moldova and the EU. In other words, a country 
o f  similar economic features to Moldova facing the same market access restrictions as 
Moldova should trade more intensively with the EU. Hence, there are other factors which 
are compromising the ability o f  Moldovan producers to sel l  successfully into the EU 
market. As the rest o f  the study shows, these include the additional costs that Moldovan 
f i rms incur relative to rivals in other countries in clearing customs, in transporting their 
goods to the market, in financing investment and working capital, and in complying with 
standards and technical regulations. In the case o f  standards and regulations, these 
additional costs are in many cases prohibitive. These are issues that need to be addressed 
if trade i s  to fully contribute to raising growth and employment and in alleviating poverty 
in Moldova. 

5.32 
manufactured goods to the new applicants, while market access conditions in the existing 
EU members will not change. The most significant impact o f  EU enlargement wil l be in 
the agncultural sector. Enlargement wil l lead to substantial preferences for agricultural 
producers in the accession countries in the market o f  existing EU members. The adverse 
change for Moldovan producers wil l be exacerbated by the increase in subsidies that 
farmers in the new EU members will receive. However, the products o f  most interest to 
Moldova are not the most heavily subsidized in the EU and a successful conclusion to the 
Doha Development Round o f  trade negotiations at the WTO i s  most l ikely to lead to 
further reductions in EU subsidies. In addition, duties for the main agricultural products 
exported by Moldova are higher in some o f  the main applicant countries than those o f  the 
common customs tariff o f  the EU, which these countries will adopt after accession. Thus, 
even in agriculture, new opportunities for Moldovan producers will arise. The key issue 
for Moldovan policy makers i s  to ensure that the domestic business environment i s  such 
that Moldovan f i r m s  are able to exploit these new opportunities. 

5.33 
substantial preferences towards competing suppliers in the Central and Eastern European 
countries i s  an issue that Moldova should raise in i t s  bilateral discussions with the EU 
under the Partnership and Cooperation Agreement. An objective could be to persuade the 
EU, when considering the extension o f  the GSP scheme after 2004/5, to classify a larger 
number o f  processed agricultural products as non-sensitive under the GSP and therefore 
eligible for zero duties and to include for the f i rst  time products such as wine. This would 
have to be backed up by strong efforts to identify and alleviate constraints on the take-up 
o f  GSP preferences and to ensure that Moldovan producers are aware that new 
opportunities for exports may arise in the newly acceding countries in central and eastern 

Moldova faces a changing and challenging market access environment in what 

Enlargement o f  the EU will offer new opportunities for the export o f  

The relatively high duties in the EU on processed agricultural products and 
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Europe. In the longer run, if Moldova i s  able to enter into negotiations with the EU 
towards a free trade agreement, it must ensure that these food products are not excluded. 

5.34 The “new neighbors” policy o f  the EU offers Moldova the prospect o f  access to 
the EU single market on the same terms as existing members. An intermediate step would 
be provided by a free trade agreement, something that i s  envisioned in the partnership 
and cooperation agreement that the EU and Moldova have signed. However, the EU 
maintains that at “Moldova . does not currently possess the competitive strength or 
administrative capacity to take on the reciprocal obligations o f  an FTA”. Addressing the 
domestic constraints on trade and investment would therefore not only stimulate trade but 
also bring Moldovan institutions and policies on a path whereby a free trade agreement 
with the EU could become a reality. T h i s  in turn would have an additional major impact 
on trade and particularly investment in Moldova. 
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CHAPTER 6. STANDARDS, CONFORMITY ASSESSMENT 
AND TRADE: MODERNIZATION TO FACILITATE 
MARKET ACCESS 

INTRODUCTION - STANDARDS AND TRADE 

6.1 Standards have come to be crucial elements facilitating transactions and trade 
both within countries and in international exchange between countries. Standards support 
markets and facilitate efficient transactions. Standards stipulate what can or cannot be 
exchanged and define the procedures that must be followed for exchange to take place. 
Thus, the ability to comply with the standards in overseas markets i s  a major factor 
determining access to those markets and the capacity to export. This i s  true both for 
standards that are defined as mandatory by governments (technical regulations) so as to 
meet their objectives regarding health and safety and environmental issues, as well as 
market driven voluntary standards which reflect the demands and tastes o f  consumers or 
the technological requirements o f  industrial pu rcha~ers .~~  

6.2 This important role o f  standards in trade and development arises because: 

Standards are instrumental in facilitating the flow o f  information between 
consumers and producers and, in particular, in providing information on 
unobservable characteristics such as quality. Thus, standards can reduce 
uncertainty for consumers. Standards indicate to producers the expectations and 
requirements o f  consumers in terms o f  quality and safety. For these reasons 
standards can contribute to higher levels o f  economic activity 
Standards allow governments to effectively achieve their objectives concerning 
health and safety. Such standards, which are often mandatory, are particularly 
important in developing countries as they seek to raise living conditions. For 
example, standards which improve health and sanitation will tend to complement 
policies to raise productivity and increase economic growth and incomes 
Standards provide an important mechanism for technology transfer to developing 
countries. In the main, technology i s  expressed through standards and hence 
standards help to diffuse technical information concerning products and 
processes. The need to satisfy recognized standards can be an effective incentive 
mechanism to encourage local f i rms to improve the quality and reliability o f  their 
products. 
Standards are crucial in allowing f i r m s  in developing countries to integrate into 
global production chains, especially in modem engineering sectors, by ensuring 
the compatibility and interoperability o f  components made in different places. 

0 

6.3 
refer to the characteristics that goods should possess, for example, maximum pesticide 
residues for agricultural products or performance requirements for machinery. Process 
standards relate to the conditions under which products are produced and packaged. 
These standards can define ru les for the production o f  the final good, for example, the 
procedures for processing foods. 

I t  i s  useful to distinguish product standards from process standards. The former 

36 The WTO Agreement on Technical Bamers to Trade (TBT) defines a standard as a “document approved by a recognized 
body, that provides, for common and repeated use, rules, guidelines or characteristics for products or related processes and 
production methods, with which compliance i s  not mandatory”. The development, adoption and compliance with voluntary 
standards are dictated by the market. The term “Technical regulations” refers to mandatory standards, which are developed 
and enforced by govemments to guarantee protection of  safety, health and the environment. 
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6.4 
related to production, such as the environment. For example, companies are increasingly 
requiring that sub-contractors satisfy standards relating to the use o f  hazardous chemicals 
in the workplace and chemicals that are ozone depleting. A particular good may be 
subject to a range o f  both mandatory and voluntary product and process standards. Clear 
information on relevant standards i s  therefore crucial to producers. 

6.5 
standardization i s  conformity assessment, the technical procedures such as testing, 
verification, inspection and certification, which confirm that products fulfill the 
requirements, laid down in regulations and standards. There i s  also the accreditation and 
recognition system - the audit system that ensures that conformity assessment i s  working 
properly. Each country needs a standards infrastructure, which meets i t s  own domestic 
and trading needs. The development o f  such infrastructure will depend on the structure o f  
the economy and the structure o f  exports, but i s  guided by government policies. 

6.6 Meeting standards means that f i r m s  also incur costs in terms o f  investments in 
the equipment and staff that are necessary to ensure compliance with the requirements 
that are laid down and the costs that arise in proving conformity to the relevant standards. 
For f i r m s  in developing counties, such as Moldova, to effectively participate in the 
global economy and to move beyond simple assembly operations, they must invest in 
compliance to satisfy standards. The cost o f  non-compliance i s  the loss o f  existing export 
markets or the inability to expand into new markets. The government has an important 
role in providing a fi-amework by which domestic f i r m s  are able to invest in higher 
quality and which provides an effective and efficient conformity assessment 
infrastructure. 

6.7 
has a system dominated by mandatory standards. The costs will also tend to be 
considerably higher in countries where the system o f  standards lacks transparency, 
predictability and there i s  a lack o f  effective management o f  information concerning 
standards at home and abroad. This can lead to a lack o f  clarity for f i rms in assessing 
which standards are relevant for their products and an unwanted degree o f  discretion to 
officials charged with implementing the standards system, for example, with regard to 
which products are inspected, when and where they are inspected and how they are 
inspected. 

6.8 There are a range o f  voluntary standards the satisfaction o f  which can be an 
important element o f  competitiveness, especially for f i r m s  in developing countries that are 
trying to compete in the global markets. For example, the I S 0  9000 standards relating to 
quality management systems provide important information to buyers concerning the way 
that companies deal with quality issues. Similarly, the I S 0  14000 standards relating to 
management o f  environmental issues within a company and standards concerning social 
accountability (i.e., labor workmg conditions within the firm) are increasingly important 
in attracting attention from buyers in Western markets, who in turn need to respond to the 
demand for consumers in these markets for assurances relating to the environmental and 
social conditions in which the goods are produced. 

6.9 
shows the number o f  companies with I S 0  9000 certification in several comparator 
countries. It i s  clear that Moldova i s  significantly behind other countries in the region in 
I S 0  9000 certified companies. A key aspect o f  I S 0  9000 i s  that companies must adopt a 
strategy for quality management and then have that assessed relative to intemational 

There may also be standards that are concerned with issues that are indirectly 

In addition to the writing o f  standards, an essential element of the system o f  

The cost o f  compliance i s  higher when the home country o f  the exporting firm 

It  appears that Moldova i s  not doing particularly well  in this regard. Table 6.1 

53 



Moldova is 
cons idera bly 
behind other 
countries in the 
region in the 
number offirms 
having quality 
management 
systems certified 
as being 
consistent with 
international 
standards. 
Standards are 
increasingly 
important in 
defining 
competitiveness 

Standards can 
also act as 
sign zjkan t 
barriers to trade. 

norms and best practices. A key issue for Moldova i s  to encourage and facilitate more 
companies to focus on, and take responsibility for, the quality o f  the goods or services 
they produce. Without this fundamental change of attitude the prospects for generating 
higher value added activities and o f  long-run increases in competitiveness will be poor. 

Table 6.1: Companies with I S 0  9000 Certification 
State 1995 1996 1997 1998 1999 2000 2001 2002 
Bulgaria 3 14 42 96 199 259 469 883 
CzechRepublic 180 366 746 1443 1500 3855 5627 
Romania 42 61 214 269 466 1032 1670 
Moldova 3 4 6 10 11 
Source: I S 0  

6.10 In many cases, satisfying these requirements, although voluntary in principle, 
may be necessary to permit participation in global markets. I t  i s  also important to note 
that the ability to meet these standards set by buyers or contractors may also necessitate 
an accompanying infrasb-ucture that provides for credible independent third party testing 
and certification. If such facilities are unavailable, then i t  may be very difficult for local 
f i r m s  to establish links with buyers and contractors in overseas markets. 

6.1 1 While standards are a key element in modem markets they can also act to 
constrain trade between countries. Different standards and conformity assessment 
procedures in different countries raise the costs o f  exporting. Producers may have to 
change their product to be accepted in foreign markets with the associated costs o f  
redesign and o f  running new administrative systems for control o f  products for separate 
markets. This in tum undermines the ability o f  f i r m s  to reap the benefits, in terms o f  
lower average production costs that arise from larger scales o f  production. 

6.12 Mandatory standards can act as barriers to trade, even if that i s  not the intention 
o f  the govemment concerned. For example, a EU regulation designed to protect human 
health requires that milk products be produced from the milk o f  cows milked 
mechanically. T h i s  effectively excludes imports from many developing countries whose 
farmers have been unable to invest in machinery. 

6.13 There are often significant costs related to conformity assessment for exports to 
overseas markets. Governments often do not recognize the tests performed in the 
exporters home market so that exporters have to undertake expensive tests in the foreign 
market. 

6.14 These issues underlie the concerns that led the WTO members to agree upon 
disciplines on the use o f  mandatory standards by governments to limit the impact o f  
standards as a constraint upon international trade flows. The WTO agreements on 
Technical Barriers to Trade (the TBT agreement) and on Sanitary and Phytosanitary 
measures (the SPS agreement) imply obligations for Moldova but they also offer 
opportunities. 

THE WTO AGREEMENTS ON TECHNICAL BARRIERS TO TRADE 
AND SANITARY AND PHYTOSANITARY STANDARDS 

6.15 The SPS Agreement lays down disciplines for the use o f  sanitary and 
phytosanitary measures while the TBT Agreement regulates all other technical standards. 
Both the TBT and SPS Agreements have similar scope and structure. The aim o f  the 
Agreements i s  to prevent governments from using standards and conformity assessment 
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procedures as protectionist measures. Governments are s t i l l  allowed to use such measures 
to the extent necessary to meet legitimate objectives (food safety, animal and plant health 
in the case o f  the SPS Agreement, and issues o f  national security, prevention o f  deceptive 
practices, human safety, the environment, etc., in the case o f  the TBT Agreement), but 
they must not be applied in a way which unduly restricts trade. 

6.16 Both Agreements are based on two key principles. First, standards and 
conformity assessment must be non-discriminatory. That i s  foreign products must be 
afforded the same treatment as domestic products (the principle o f  “national treatment”) 
and there must be no discrimination between products from different foreign countries. 
This latter principle i s  equivalent to the well-known Most Favoured Nation principle that 
underpins the WTO. Second, the use o f  standards must be justified. 

6.17 A number o f  instruments are created to support the key principles. 
Harmonization plays a special role in the Agreement. Both Agreements encourage 
Members to harmonize their standards with those developed by a given set o f  
international standardization organizations. The encouragement i s  strongest in the case o f  
the SPS Agreement that obliges Members to base their SPS measures on international 
standards and furthermore states that a national measure that conforms to an international 
standard i s  automatically assumed to comply with the requirements o f  the SPS 
Agreement. In reality, these rules translate into an encouragement rather than a strict 
legal obligation for two reasons. First, standards less strict than international standards 
are unlikely to be questioned by trading partners who wil l not see them as barriers to 
trade and, second, standards stricter than international ones are explicitly allowed subject 
to certain conditions. 

6.18 The SPS Agreement i s  very demanding in this aspect. SPS measures that deviate 
from international standards must be based on scientific evidence. An assessment o f  the 
r isks to human, animal or plant l i f e  and health, takmg into account r i s k  assessment 
techniques developed by the relevant international organizations, must be provided. A 
Member should either produce a risk assessment itself or, if available, provide one 
developed by other Members or international organizations. Disputes in the WTO have 
revealed that the demands o f  risk assessment are high even for developed countries. 

6.19 The TBT Agreement allows Members to apply national standards that deviate 
from international standards if the latter are deemed ineffective or inappropriate means 
for the fulfilment o f  the legitimate objectives being pursued because of, for instance, 
climatic or technological problems. Developing countries are explicitly allowed to 
deviate from international standards if these are not appropriate to their development, 
financial or trade needs. 

6.20 
prohibit discrimination in the treatment o f  imports and domestic products and encourage 
the use o f  international standards and practices. 

6.2 1 The trade distorting nature o f  standards i s  often related to the lack o f  
transparency o f  the requirements for exporters. Therefore, the Agreements require that 
Members establish notification procedures through which other Members are informed o f  
forthcoming standards. Furthermore, an Enquiry Point must be established through which 
other Members can obtain information about the standards and conformity assessment 
procedures. Also related to transparency i s  the existence o f  an SPS Committee and a TBT 
Committee that meet 2-4 times a year and discuss issues relating to the operation o f  the 

Control and conformity assessment procedures are subject to similar rules that 
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Agreements. Participation in the Committees i s  open to all Members and allows them to 
be informed about and to discuss other Members standards in an informal way. 

6.22 
a binding mechanism o f  dispute settlement. When a Member believes that a standard or 
conformity assessment procedure o f  another Member violates the disciplines established 
by the Agreements, that Member may request consultations. If these fail to resolve the 
issue the complaining party may request the establishment o f  a panel o f  three 
independent experts that will investigate and determine whether the measure complies 
with the Agreements. If not the Member found in violation o f  the Agreements i s  forced to 
follow the recommendations o f  the panel report. A decision may be appealed but the 
subsequent opinion o f  the Appellate Body i s  final. If a Member does not abide by the 
ruling o f  the Dispute Settlement Body, the complaining Member may take punitive 
measures. 

6.23 
The obligations concem the setting o f  standards, conformity assessment and the 
transparency o f  the system: 

The regulation o f  the use o f  standards becomes effective through the existence o f  

The SPS and the TBT Agreements have a number o f  implications for Moldova. 

3) 

4) The agreements also 
provide important 
opportunities to be 
notiJied of other 
countries proposals to 
change or introduce 
new standards that 
may affect Moldovan 6.24 

Where intemational standards exist, harmonization i s  encouraged yet there i s  s t i l l  
room for the design o f  different standards that take into account the special needs 
o f  Moldova, in particular if such standards are less strict than intemational ones. 
Should Moldova desire to set standards that are stricter than the intemational 
standards, Moldova has the right to do so, but this right i s  conditional on the 
existence o f  a justification for the stricter standards and that the standard does not 
unduly discriminate against imports. 
There are many areas where no intemational standard exist. In this case, Moldova 
may s t i l l  set standards, but only if standards are justified and do not discriminate. 
The Agreements oblige Moldova not to discriminate against imports or between 
different suppliers o f  imports in the application o f  conformity assessment 
procedures and encourages these procedures to follow intemational norms. 
Moldova should comply with the notification requirements o f  the Agreements 
procedures and maintain an Enquiry Point. 

The SPS and TBT Agreements provide opportunities as well as obligations for 
exports and to contest 
those n ~ ~ u r e S  ifthey 
are felt to contradict 
the provisions of either 

Moldova. Whi le  the obligations concem import measures, the opportunities address 
export market access. The exploitation o f  such opportunities requires capacity building in 
the areas o f  government-business cooperation, participation in WTO Committees and in 

agreement. 

For Moldova to be 
able to beneftfrom 
the WTO 
Agreements, there 
must be effective 
management of 
information f rom 
WTO noti3cations 
and strong 
cooperation between 
government and 
bus in ess. 

the dispute settlement system. 

6.25 
secretariat in Geneva. Mechanisms are necessary to provide for such information to be 
made available to Moldovan companies when relevant. The transfer o f  information may 
include analysis o f  the severity and nature o f  the information which, when compared with 
the interests o f  the business community, wil l indicate the relevance o f  a given notification 
for Moldovan export interests. Procedures must also be in place to inform the government 
o f  the interests and priorities o f  the business community. Effective govemment-business 
cooperation will allow Moldovan f i r m s  to be aware o f  upcoming changes in important 
legislation in the main export markets. 

6.26 Moldova also has the opportunity to participate in the discussion o f  changes in 
regulatory requirements in the SPS and TBT Committees, including issuing formal 

Moldova has access to the notifications o f  other Members through the WTO 
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comments and to suggest changes to the Member in question. T h i s  opportunity will 
depend on the capacity to participate effectively in the meetings. Again, good cooperation 
between government and the business community i s  key as i s  the availability o f  the 
necessary financial and human resources to participate in WTO meetings. 

6.27 The dispute settlement system offers the Members o f  the WTO an opportunity to 
challenge the legislation o f  foreign countries. Yet, i t  must be emphasised that 
considerable human, technical and financial resources are necessary to formally conduct 
a case through the entire dispute settlement system. The demand for such resources i s  
lowered, though, if cooperation i s  established with other Members that share the same 
interests. 

6.28 Box  6.1 provides some examples o f  how certain developing countries have been 
able to defend their export interests through the use WTO consultation and dispute 
settlement procedures. However, in general, developing countries use these provisions to 
a much lesser degree than developed countries, despite the fact that barriers to trade 
caused by standards and conformity assessment impinge most heavily on developing 
country exports. The box also provides a brief description o f  how one developing country 
has developed an effective system for disseminating to local businesses information on 
new technical regulations and conformity assessment procedures in overseas markets that 
are notified to the WTO. 

STANDARDS AND CONFORMITY ASSESSMENT IN MOLDOVA 

6.29 
the needs o f  the command economy, where the state dictated what to produce, how to 
produce it and in what quantities. For that to happen, the standards had to be mandatory 
and explicit l ike a recipe. Any change to the existing standards was the result o f  research, 
which was concentrated in the state-owned research institutes and reflected the guidance 
o f  the Congress o f  the Communist Party. Only the very big industrial factories had their 
own research and development units, but again they did not base their work on consumer 
demand and market conditions. 

6.30 I t  should be noted that technical regulations as applied in many economies are 
fundamentally different from the mandatory standards, which were used in the soviet 
system and s t i l l  prevail in Moldova. Technical regulations have a public good function 
and their main purpose i s  to specify performance indicators, limits and thresholds rather 
than design or descriptive characteristics, which i s  typical o f  the GOST standards. For 
example, a technical regulation on a fire-resistant door could specify that “the door must 
be fire resistant with a 30-minute burn through time” and it should not specify how the 
product must be made, e.g., “the door must be made o f  steel, one inch thick”. The GOST 
standards provide very little flexibility to f i r m s  in satisfying the requirements. 

6.3 1 
have undertaken steps towards modernizing their standardization infrastructure and 
introducing international standards. While countries such as the Czech Republic have 
essentially completed this process, Moldova has progressed little in this aspect o f  
transition to a modem market economy. Moldova’s institutional structure in the area o f  
standardization, metrology, certification and accreditation still resembles most o f  the 
features o f  the former system o f  centralized control, which results in a high degree o f  
government control and influence over the placing o f  products on the market. 

Under the previous Soviet regime, standardization systems were created to serve 

All former Council for Mutual Economic Cooperation (COMECON) countries 
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Box 6.1 Opportunities under the TBT/SPS Agreements 
Example 1: EU and Sardines 

a EU regulation only allows sardines (sardina pilchardus) found near Europe to be labeled as 
sardines. Other species (such as sardinops sagax) found of f  the coast of Peru and Chile could 
not be labeled as Sardine. 
Peru requested a panel to consider whether the EU regulation was consistent with the TBT 
agreement 
In May 2002 the panel ruled in favor of Peru citing the codex standard for canned sardines 
which allows for a number of different species to be labeled as sardine and the “ongoing 
obligation” to reassess existing technical regulations in the light of new or revised 
international standards (TBT Art 2.4) 

In 1997 the European Commission (EC) proposed to adopt a standard of 4ppb in cereals, 
edible nuts and dried h i t  
15 Countries such as India, Mexico and Pakistan raised issue in SPS Committee and requested 
detailed risk assessments used in designing this new standard from the EU 
As a result of consultations, the EU revised the standard for peanuts to that of the draft codex 
standard and reconsidered the inspection procedures for cereals, dried fruits and nuts 
Furthermore, the formal discussion of the problem in the SPS Committee allowed exporters to 
be aware of the pending legislation before entry into force and drew the attention of 
international donors to the adjustment difficulties. 

The enquiry point for TBT has developed a tool called “Alerta Exportador” which enables 
exporters to receive daily e-mail updates - without incurring any costs - on new WTO/TBT 
notifications of technical regulations and conformity assessment procedures in overseas 
markets. 
Th is  system enables enquiry points to cover all business sectors without inundating firms with 
irrelevant information. 

1 

Example 2: EU and Aflatoxins 
1 

1 

a 

1 

Example 3: Brazil and Notifications 

’ 

Little progress has been 
made on a key objective 
of moving to a voluntary 
system of standardization 
-due to lack of 
commitment, in terms of 
budgetary funds, and 
failure to directly adopt 

6.32 
o f  national standards would become voluntary, except where a reference in a technical 
regulation i s  provided, resulting in mandatory requirements. However, technical 
regulations have not yet been elaborated and at present Moldova continues to use the old 
approach o f  mandatory standards. Moldova does not have any specific regulations or 
requirements covering electrical safety, telecommunications equipment, medical devices 
and other types o f  equipment. This must make it difficult for the government to achieve 
objectives regarding human safety. 37 

6.33 
with best international practice. The key reasons are that there i s  no budget allocation for 
this task and the possibility o f  adopting directly international or other countries’ technical 
regulations and standards have not been explored rigorously. Members o f  the working 
groups that have been established within the relevant ministries are not experienced in 
drafting technical regulations, which may lead to the creation o f  unsuitable regulations 
that resemble more the existing mandatory standards. Currently there i s  no scope to hire 
consultants from outside the respective ministry to assist the established working groups 
with drafting regulations. More generally, little has been done to provide information to 
business and the public about international standards, EU requirements, the system o f  

Three years ago, for the f i rst  time, the Government stipulated that the application 

Limited progress has been made in bringing the standardization system in l ine 

-international standards. 
” Ukraine i s  adopting a number o f  EU directives in these areas. These so-called ‘mew Approach” directives allow for a 
more flexible approach in satisfying mandatory regulations. The directives state the essential requirements and leaves 
firms’ flexibility in complying with these requirements. A t  the same time the European standards organizations 
(CENELEC and CEN) are given the task of drawing up voluntary standards, compliance with which are then presumed to 
show consistency with the regulation. 
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conformity assessment, how the system o f  accreditation i s  working and the importance o f  
these issues for trade. Much needs to be done in training staff o f  the various agencies. 

6.34 Ukraine, on the other hand, has set forth a plan o f  harmonization with 
international and European standards. In 2003 Ukraine transposed about 500 international 
standards into its national system. By the end o f  2003 Ukraine had adopted around 1500 
international standards out o f  about 9000 that it set as a goal under i t s  current agreement 
with EU. In 2003 the Department o f  Standardization in Moldova transposed some 22 
international and European standards into national standards. Despite the ambitious 
program set up by the Moldovan Government concerning the transition towards the 
voluntary system o f  standardization and elaboration o f  technical regulations by 200538, 
there i s  neither adequate financial nor technical support. Lack o f  capacity in most o f  the 
governmental institutions responsible for the implementation o f  this program remains a 
major constraint. Moreover, the program i tse l f  does not set down any targets such as the 
number o f  required technical regulations. 

6.35 The slow progress in adopting a modern, transparent standards system 
contributes to a negative business environment. The current system i s  overly complicated 
with no clear ru les regarding application, which leaves too much room for discretion. 
Functions, relationships and responsibilities o f  different state bodies comprising the 
system are not clearly defined and very often are overlapping. Information i s  not readily 
available and the rationale behind some o f  the requirements i s  not made clear to those 
that have to apply them. For example, there are three bodies issuing required certificates 
for food -the Preventive Medicine Department within Ministry o f  Healthcare, the 
Ministry o f  Agriculture and Moldova Standard. Many o f  the items tested by each body 
are the same. Inspections are also overlapping, with different departments o f  the same 
agency being in charge o f  various aspects o f  the inspection process. Information from 
Costs o f  Doing Business surveys suggests that Moldovan businesses are subject to more 
inspections than businesses in neighboring countries, such as Ukraine ad Bulgaria. 

6.36 Under the current system the overall costs of obtaining the necessary certijkates 
are high. The need to certify goods and production processes i s  daunting both for 
exporters and importers because o f  the high direct and indirect costs. Producers are often 
required to cert i fy each imported input, the production process as well as the final 
product. A large proportion o f  companies (almost half  in the Costs o f  Doing Business 
Survey) report having to make unofficial payments to obtain the necessary certificates 
relating to standards on imported products. The survey for 2003 suggests that the official 
payments that must be incurred to obtain the necessary certificate confirming the 
compliance o f  an imported product with Moldovan standards averages $97, while the 
average unofficial payment exceeds $140. 

6.37 At present, companies who seek to export to the EU market are often severely 
constrained by having to incur high costs to have their product tested and certified 
overseas in the absence o f  suitable local testing capacity and the fact that certificates from 
Moldovan bodies are seldom recognized internationally. For example, certification o f  
organic nut production exported to Germany has to be renewed every 6 months and each 
visit from an international certifying company costs $5,000 plus $2,000 per production 
test - once before processing and once after processing. This can amount to $18,000 per 
year, which i s  a high burden for f i rms in an economy such as Moldova to bear when 

38 Moldova established the following two major institutional pillars in order to implement a system of voluntary standards 
and technical regulations: (a) an intergovemmental Steering Committee to supervise the process of conversion of 
mandatory standards into technical regulations and implementation of the voluntary system of standardization; and, e) a 
National Program for Elaboration of Technical Regulations 2003-2008 with the priority for the agri-processing sector. 
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trying to compete on intemational markets. Upgrading testing facilities and measuring 
equipment i s  essential for reducing the costs o f  conformity assessments. 

6.38 This highlights that without access to adequate infrastructure relating to standards 
and conformity assessment, companies in countries such as Moldova may have difficulty 
discovering the relevant requirements in overseas markets and face high costs in 
demonstrating compliance with those requirements. However, developing countries have 
only limited resources available for investment in the conformity assessment 
infrastructure. Of  particular importance regarding exports i s  intemational recognition o f  
accreditation bodies. For such recognition, conformity assessment bodies must show that 
they are competent, in terms o f  experience, human resources, facilities and organization. 
Here technical assistance, as i s  envisaged under the WTO/TBT Agreement plays a vital 
role. Such assistance needs to upgrade equipment in testing laboratories but also to 
facilitate greater participation o f  Moldovan institutions and personnel in intemational 
organizations, such as Intemational Laboratory Accreditation Cooperation) ILAC. 

6.39 
means that f i r m s  who wish to export overseas, say to the EU, as well  as sel l  in Moldova, 
will often have to design different products to meet the different standards in the different 
markets, have to incur multiple testing costs and obtain a number o f  certificates o f  
conformity. The experience o f  other countries in the region, such as Bulgaria, shows that 
once a system o f  voluntary standards was introduced, companies who had redesigned 
their export products to conform to the requirements o f  the EU Market were also able to 
expand their sales in Bulgaria as well as other Central European markets. The adoption o f  
EU standards throughout Eastem Europe i s  an important factor affecting the access o f  
Moldovan exporters to these markets. Such access will remain more difficult while the 
domestic system in Moldova remains mandatory with a low level o f  adoption o f  these 
modem standards. 

6.40 
standards are becoming increasingly important i s  fresh fruit and vegetables. Consumers 
in many countries have become increasingly aware and concerned with the safety o f  the 
fresh produce that they consume and the environmental and social dimensions o f  
production systems. These concems have led to an array o f  responses from both 
governments and private companies. In order to minimize microbiological risks, 
measures have been taken to require or obtain “voluntary” adoption o f  Hazard and 
Critical Control Points (HACCP) and product traceability programs in the fresh produce 
sector. Countries have sought to reduce or eliminate the use o f  certain types o f  pesticides, 
reduce the acceptable levels o f  pesticide residues and strengthen residue-monitoring 
programs. Concerns about the possible spread o f  exotic pests or plant diseases have led to 
the strengthening o f  phytosanitary controls. Broader concems have been embodied in an 
array o f  industry or company-specific “codes o f  practice” with which suppliers, both 
domestic and international, are being encouraged or required to comply. Awareness of, 
and compliance with, these standards will be a prerequisite if Moldova i s  to penetrate 
higher value markets in the EU and Eastem Europe. I t  i s  crucial that an infrastructure 
exists to provide for independent third party testing and conformity assessment. In other 
words, it i s  not only necessary to comply with these standards but also to be able to 
demonstrate compliance in a way that meets the requirements o f  buyers. 

6.41 There are many examples from other developing countries o f  how effective 
government and private sector initiatives at the sectoral level can address such problems 
relating to standards in international markets and pave the way for overseas market 

The slow pace o f  adoption o f  international and European standards in Moldova 

One sector, o f  particular relevance to Moldova, where international and EU 
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access and significant exports, see Box 6.2 for an example. The role o f  the government i s  
to  provide a clear and effective institutional framework, while companies must take 
responsibility for quality and compliance with modem standards. There i s  clearly a need 
for increased contact and cooperation between government and business concerning 
standards issues in Moldova. 

Box 6.2 Government and Business Collaboration on Standards: and Example from The 
Peruvian Asparagus Industry 

The Peruvian asparagus industry provides an example of where industry leaders and govemment 
specialists realized that i t  was in the best interests of the industry, as well as the country as a whole, to adopt 
national standards in line with international norms, and have greatly benefited as a result. Over the past 
decade, Peru has quickly risen to become one of the world’s largest exporters o f  asparagus. By  producing 
products that meet international standards, Peruvian asparagus exporters have increased production and 
worker efficiency and generated client loyalty, while drastically reducing the industry’s risk o f  trade 
disruptions due to quality, food safety or plant disease issues. 

Peru has been able to gain access to industrialized country markets for its asparagus because the industry 
and government have worked together to market and maintain quality national products through the adoption 
o f  national standards in accordance with intemational norms. In 1997, Spanish sanitary authorities claimed 
that two cases o f  botulism were caused by consumption of canned Peruvian asparagus, Peru’s largest market 
for this product. Despite Peruvian govemment and private sector assurances to the contrary, press coverage 
o f  the botulism scare left an unfavorable impression among consumers in European markets, causing sales to 
slump. This incident helped motivate the industry and govemment to cooperate and take action, and 
reinforced the fact that one careless exporter could indeed disrupt markets, such that everyone involved the 
asparagus export chain needed to work together to prevent future problems. 

Beginning in 1998, government officials with the Peruvian Commission for Export Promotion 
(PROMPEX) convinced the asparagus industry to first implement the Codex code of practice on food 
hygiene, not because i t  was the easiest but because i t  was the most necessary. PROMPEX specialists worked 
closely with industry leaders and production managers to assure the proper implementation of good hygiene 
standards. As a result o f  better hygiene practices, the industry saw improved production methods, and 
worker efficiency and product quality. This  first successful experience with an industry standard, together 
with commitments o f  govemment support and the increasing demands from clients for certified products, 
gave industry leaders the confidence to work with the Peruvian government and PROMPEX to develop and 
implement national standards. 

Thus, when the national fresh asparagus norms were published in early 2001, because the industry was 
already familiar with the concept of standards, producers quickly complied with l i t t le  argument. These 
national norms established a quality and performance baseline for the industry that allowed many to generate 
the skills and experience needed to voluntarily certify under other more stringent international standards. 
They included HACCP, traceability systems and Good Agricultural Practice (GAP) certification. Many 
large exporters have reached the level where they can now be certified under the even more strict Euro- 
Retailer Produce Working Group’s standards of Good Agricultural Practices (EUREPGAP) protocol. ’ From: Diop, N., S. Jaffee, 2004 ‘ Global Trade and Competition in Fresh and Processed Fruits and Vegetables’ 
forthcoming in Aksoy, A., Beghin, J. (eds) Global Agricultural Trade and Developing Countries, World Bank and OUP 

Industrial development 6.42 
could be facilitated if 
testing institutions 
were to become more 
business oriented. 

The limited modern conformity assessment infrastructure in Moldova denies 
businesses the services that they need to participate in global markets. Many countries 
have found that they can achieve their objectives regarding health, safety and consumer 
protection by establishing just three national monopolies within the national standards 
structure: scientific metrology, in a centralised or decentralised structure; accreditation, 
possibly with different organizations for laboratory and certification body accreditation, 
and standardization 

6.43 
complicated and costly conformity assessment activities as much as possible for the 
markets themselves to fund and establish. Following this principle, i t  i s  widely agreed, 
that al l  other conformity assessment activities, except from the three above, may be seen 
as technical services, where competition could be established. Industrial development i s  
promoted when these services are provided in response to business driven demands. 

Many govemments have concluded that i t i s  desirable to leave the ever more 
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Achieving international 
recognition and 
providing for greater 
participation in 
international standards 
and conformity 
assessment institutions is 
important in supporting 
Moldovan business. 

A key issue is the 
independence of the 
accreditation body in 
Moldova 

Moldova should consider how to provide an environment that encourages the private 
provision o f  the services relating to inspection, sampling, testing, and certification. 

6.44 The relevant institutions in Moldova should participate more effectively in 
international bodies relating to standards and conformity assessment. This brings benefits 
not only in not only in being able to represent the interests o f  producers and consumers in 
the framing o f  new or amended standards but also i s  being aware o f  trends in scientific 
knowledge as well as consumer demands o f  relevance to domestic producers and 
standard setters so as to be able to anticipate future changes and developments. Greater 
participation o f  international bodies relating to accreditation, inspection and certification 
bodies would help to enhance the reputation o f  Moldova and assist in the modernisation 
o f  the Moldovan system through the demands that membership brings. For example, 
becoming a signatory o f  the International Accreditation Forum’s (IAF) multilateral 
recognition agreement i s  an important step in developing international recognition o f  
local accreditation. Of  particular relevance here i s  the independence o f  the accreditation 
body, an issue that needs to be clarified in Moldova. Box 6.3 summarizes the experience 
o f  two European countries regarding the independence o f  the accreditation body. 

Box 6.3 The Independence of the Accreditation Body: Experiences from Europe 

an agency within the Ministry of Enterprise. The accreditation body enjoyed full signatory status to all relevant 
intemational multilateral recognition arrangements. Yet, in peer evaluations by acceditors from other countries, 
recommendations had repeatedly been made suggesting changes to the management and organizational structure 
towards a higher degree of independence for DANAK. The criticism was based on observations that DANAK did 
not have a proper accreditation board and that it was under the full control of the govemment agency to which i t  
reported. As a result of this and aligned with govemment privatization policies, in 2002 the accreditation body 
was established as an organizationally and economically independent non-for-profit foundation and moved from 
the agency into rented offices in an industrial district. 
Poland had developed i ts  national accreditation service in the 1990’s as a branch of the National Centre for 
Testing and Certification, the PCBC. I t  was housed in the same building and was reporting to the same top-level 
management, as did several testing laboratories for which i t  had issued accreditation. Arrangements to ensure 
suficient independence and safeguards against adverse organizational pressure were severely questioned by peer 
evaluators when Poland applied for signatory status to European Accreditation Multilateral recognition 
arrangements. The Polish application was rejected, and reorganization was necessary. Today, the accreditation 
body i s  s t i l l  located in the same building as the testing and certification centre, but apart from separate 
management and reporting structures, intemal hallways from the small part of the building occupied by the Polish 

l Accreditation Centre have been sealed off, and a separate front door has been constructed in order to signal it’s 
I independence. Nevertheless, the time it took to reorganize the accreditation body after the initial rejection meant 

that Poland was one o f  the last Eastem and Central European countries to enter the mutual recognition 
arrangements of European Accreditation. 

In Denmark, since the early 1970’s the national accreditation body had been organized as one of the offices in 

Ref: ISO/IEC Guide 61. 

6.45 
innovation and strategies towards product differentiation Adequate and appropriate 
conformity assessment infrastructure and transparent, non-arbitrary regulations and 
procedures are key factors affecting the location decisions o f  multinational f i rms.  
Countries meeting world standards tend to attract more investors. This constraint on FDI 
limits the transfer o f  technological knowledge to Moldova, especially o f  processes and 
procedures that would raise quality in Moldova. The current standards, some o f  which 
date back to 1938, remain too prescriptive and allow l i t t le or no flexibility to f i r m s  to 
introduce new materials or apply new processes. Firms wishing to make even minor 
change to their product will typically have to endure a long process o f  changing the 
current standard. Strict packaging requirements also stifle the competitive strategies o f  
Moldovan f i r m s  in the domestic market. For example, it i s  difficult in Moldova to have 
promotions such as offering “25 percent more cookies for the same price’’. 

The current system acts to discourage foreign direct investment and constrains 
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CONCLUSIONS 

6.46 
necessary for Moldova to modernize i t s  system o f  standards and conformity assessment. 
This facilitation o f  trade should be integrated into a broad strategy towards meeting 
government objectives concerning raising health and safety levels in the domestic 
economy. At the same time an increasing focus on quality should be at the forefront o f  
export promotion activities in Moldova. These aspects o f  the standards and conformity 
assessment system could be brought together in the context o f  a national quality plan. 
Box 6.4 briefly discusses how such plans have been useful in other developing countries. 

I Box 6.4 National Quality Plans: Experiences of Other Developing Countries. 

To provide for i t s  companies to effectively compete on international markets it i s  

In Egypt during 2001-2003 a task force was set up to arrange a national debate and to establish the future 
modernization and development of standardization and conformity assessment activities. Interministerial 
coordination and private sector participation were among the issues high on the agenda. 

The Egyptian process had been inspired in part by a large project in India in the late 199O’s, which lead 
to the adoption of a national quality plan for India. 

Both of these cases were supported and facilitated by European Union technical assistance. The existence 
of a national quality plan has paved the way for additional funding for targeted development of laboratories, 
accreditation systems etc. 

6.47 
embedded in the Government’ s national program, would involve 

The essential elements o f  such a quality strategy, a number o f  which are already 

The effective implementation of a transparent and open system of voluntary 
standards with technical regulations to define mandatory requirements. A more 
simple system should be implemented with a clear delineation o f  tasks between 
the different Government departments involved. 
A rapid adoption of international and EUstandards where relevant accompanied 
by a stock takmg o f  existing standards and the removal o f  those which are 
obsolete in a modem economy. It may be useful, as in other transition countries 
to set targets for this process and to adopt international standards without 
translation, this speeds up the process, allows companies that are ready to 
immediately produce to these standards and avoids codifying translation into 
national standards. The objective should be to provide a system with flexibility 
for f i rms in satisfying standards in the domestic market and abroad while 
effectively allowing the government to pursue i t s  objectives regarding health and 
safety. Careful consideration should be given to adopting EU “new approach” 
regulations in areas where there are no standards at present to protect human 
health, such as, electrical safety. 
Increasing links between government and business and more effective 
participation of business in the process of standard setting. More effective 
information management i s  required to increase awareness o f  quality issues and 
to allow domestic f i r m s  to be informed o f  proposed changes in standards in 
overseas markets. This requires that Moldova make the most o f  the opportunities 
created by membership o f  the WTO. 
With regard to conformity assessment there i s  a need to establish an international 
reputation o f  independence and competence for the national body responsible for 
the accreditation o f  testing, inspection and certification bodies. This requires a 
much greater level o f  participation in relevant international organizations. 
Greater competence would follow if local staff were to participate in assessment 
teams working in other countries and/or through inviting foreign accreditation 
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bodies to Moldova to conduct joint assessments. This i s  an area where foreign 
assistance could assist in achieving a more effective conformity assessment 
system. 
I t  i s  also necessary to establish a reputation for high quality and independent 
testing and certification bodies which can provide the services that are required 
for companies in Moldova to meet the demand o f  overseas buyers. A more 
business-oriented approach is required in the conformity assessment institutions. 
Within an overall quality strategy it will be important to identify priority sectors, 
such as food processing, whereby effective government-business approaches can 
be developed to provide a modem quality orientated industry supported by an 
appropriate and efficient standards and conformity assessment framework. 

. 
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Ineflcient and 
costly border 
procedures 
exact signiJicant 
cost on both the 
businesses that 
have to use 
them as well as 
the authorities 
that have to 
administer 
them. 

Despite recent 
improvements, 
customs 
regulations are 
still perceived 
as cumbersome 
and costly, 
imposing a 
significant 
impediment to 
foreign trade 
operations. 

While Customs 
has started to 
take strong 
action against 
corrupt 
practices, 
nearly 70 
percent of al l  
trucks report 
the payment of 
bribes. 

CHAPTER 7. CUSTOMS ADMINISTRATION: HIGH 
BORDER RELATED COSTS UNDERMINE 
COMPETITIVENESS 

INTRODUCTION 

7.1 Reductions in tariff barriers around the globe and changes in supply chain 
management practices, such as a greater reliance on just-in-time deliveries, have resulted 
in a relative increase in the importance o f  border procedure-related trade transaction 
costs. Inefficient and costly border procedures exact significant cost on both the 
businesses that have to use them as well as the authorities that have to administer them. 

7.2 For businesses, border-related costs are both direct, such as expenses related to 
supplying information to the relevant border authority, and indirect, such as those arising 
from procedural delays, lost business opportunities and lack o f  predictability in the 
regulations. The cost o f  inefficiency to governments includes unsatisfactory revenue 
collection and smuggling problems, as well as difficulties in implementing trade policies. 
Inefficient border procedures are also likely to lead to poor export competitiveness and 
make a country less attractive to foreign investment and reduce the ability o f  domestic 
f i r m s  to participate in global production networks. 

7.3 
services o f  the Moldovan Department o f  Customs and reducing the associated trade and 
transport impediments. Unfortunately, surveys o f  Moldovan businesses reveal that, 
despite recent improvements, customs regulations are s t i l l  perceived as cumbersome and 
costly, imposing a significant impediment to foreign trade  operation^.^' These 
perceptions are the result o f  (i) complicated, non-transparent, and often changing 
Customs procedures, (ii) long delays for clearing goods or proceeding through the border, 
(iii) difficulties in applying modem Customs standards, such as the WTO Agreement on 
Customs Valuation and (iv) corruption. 

CORRUPTION 

7.4 The new management o f  Customs has taken strong action against corrupt 
practices. So far, the main step has consisted o f  removing local chiefs and other officials 
who were reported as being corrupt. Customs' own perception i s  that they have 
successfully rid themselves o f  their most corrupt elements. The management o f  Customs 
considers that more favorable reports from the business community confirm that 
impression. 

7.5 
corrupt agencies in Moldova, bribes are s t i l l  considered very much part o f  the clearance 
process. As shown in Figure 7.1, nearly 70 percent o f  all trucks crossing Moldovan 
borders report the payment o f  bribes (down from the 82 percent reported in 2002). 
Among the South East European (SEE) countries recently surveyed, only Romania has a 
higher frequency o f  bribe payment in the most recent survey.40 Insofar as corruption 
raises the costs o f  Moldovan businesses engaged in trade, ongoing efforts to reduce 

In Moldova, the Government has achieved some success in improving the 

While recent business surveys no longer perceive Customs as one o f  the most 

39 See, for example, the recent Cost of Doing Business and Business Environment and Enterprise Performance surveys 
undertaken in Moldova. It should be noted, however, that Customs i s  usually blamed unfairly for all difficulties 
encountered at border crossings even though other border agencies play a major role there. 

February 11,2004. 
Cycle3 survey results from Interim Report 111 of the Trade and Transport Facilitation in South East Europe Program, 40 
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Figure 7.1 Payment of Bribes at Border Crossings 
(Percent of trucks cmssing borders) 

While the 
eficiency with 
which Customs 
has collected 
revenues has 
increased 
sign $can tly, 
performance 
lags other 
countries in the 
SEE region. 

Romania 

Moldova 

Macedonia 

competitiveness o f  these Albania 

f i rms.  I t  should be Croatia 

recognized, however, that Serbia 

corruption at Customs will 
improve the 

other countries in the region Bosnia 

have also been undertaking Bulgaria 

at the border. Therefore, to 
improve Moldova’s 
competitiveness relative to these other countries, Moldova will have to continue striving 
to achieve results with i t s  anti-corruption efforts. Reducing the range o f  tariff categories 
as well as simplifying customs rules and procedures will, in addition to reducing the 
administrative burden on Customs and the business community, also help reduce the 
scope for corruption at the border. 

7.6 
undertaken by the Customs Administration i tse l f  as well as the intervention o f  the 
National Center for Combating Organized Crime and Corruption (NCCOCC), has had 
some success in reducing reported levels o f  corruption at the border. Experience in other 
countries has shown, however, that longer-term approaches to detecting and combating 
corruption will require, among other things, the reinforcement o f  internal auditing and the 
establishment o f  an ethics unit within Customs. 

THE EFFICIENCY OF CUSTOMS REVENUE MOBILIZATION 

As noted in Chapter 4, Moldova has become increasingly dependent on the 

efforts to reduce corruption 0 10 20 30 40 50 60 70 80 90 
Source Cycle 3 survey conducted for TTFSE project 

The current approach to fighting corruption, both through disciplinary measures 

7.7 
taxation o f  imports with the Customs Administration having the responsibility o f  
collecting these revenues. In the last three years, the efficiency with which Customs has 
collected revenues has increased significantly. Revenues collected per customs staff has 
nearly doubled, as have trade volumes and the number o f  declarations processed. Even 
with these significant achievements, the efficiency o f  Moldova Customs lags behind 
other countries in the SEE region. (See Table 7.1). In 2003, the average number o f  
declarations processed per Customs officer in the other countries o f  the SEE region was 
more than twice as large as Moldova. These other countries also managed to clear 
nearly three times the volume o f  trade and gathered over four times the amount o f  
revenue per Customs officer as Moldova. The better performance o f  these other 
countries reflects, in part, the reform efforts made under the Trade and Transport 
Facilitation in Southeast Europe Program (TTFSE) project. These countries have been 
undertaking efforts to modernize their Customs services and aligning their performance 
standards with the European Union. Moldova joined the TTFSE project in 2003 and 
there i s  the expectation that by the end o f  the project implementation period (2006-2007) 
Moldova will have achieved performance levels similar to other countries in the region. 
Among the changes needed are reforms to current administrative and operational 
procedures, including the overwhelming focus on revenue mobilization. 

Table 7.1. Productivity of Selected Regional Customs Administrations, 2003 
Moldova Bulgaria Macedonia Romania Serbia Average SEE 

Revenue/Staff (US$l,OOOs) 157 507 586 787 288 649 
Trade Vol./Staff (US$l,OOOs) 1,577 5,156 3,101 10,251 3,945 4,370 
Declarations/Staff 174 492 383 513 341 389 
a Excluding Moldova. 2002 data for Albania, Bosnia, Croatia and Montenegro. 
Source: Trade and Transportation Facilitation in Southeast Europe Project 
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REVENUE MOBILIZATION AND TRADE FACILITATION 

Revenue goals 
can prove to be 
rigid and 
unrealistic, and 
ofen fail to take 
into account a 
range of 
relevant 
economic and 
trade factors. 

The marginal 
cost to society 
of Customs 
control 
mechanisms is 
very high. 

Customs tends 
to rely 
excessively on 
frequently 
changing 
documentary 
requirements 
with the results 
being 
inconsistent 
with the needs 
of a modern and 
competitive 
trade 
environment. 

7.8 Wh i le  Customs has demonstrated i t s  capacity to boost revenues, the strategy it 
has pursued includes the setting o f  ambitious revenue goals.41 The Customs Department, 
in turn, has assigned specific revenue goals to each Customs office, thereby increasing 
pressure on local managers to increase revenues, sometimes without adequate analysis o f  
the implications on the local economic and trade environment. 

7.9 The experience o f  other countries suggests that such revenue goals can prove to 
be too rigid and unrealistic, and often fail to take into account a range o f  relevant 
economic and trade factors. As management in the field office comes under pressure to 
meet these goals, there i s  a tendency to set objectives for individual staff. As a result, 
there i s  a danger that the decision to control an import operation may be based not so 
much on the r isk o f  fraud but on the potential for revenue collection that the importer 
represents. In addition, once monthly goals have been met, Customs officials are often 
under less pressure and therefore tend to relax their level o f  controls. Again, experience 
throughout the world suggests that the desire to meet revenue goals encourages s ta f f  to 
uplift values which, in turn, creates an incentive for importers to under-declare, thereby 
creating a se l f  perpetuating cycle o f  non-compliance. Moreover, such an approach 
provides an incentive for importers to channel their imports through border stations 
known to have low revenue goals, thereby avoiding more stringent controls. 

7.10 
existing transactions. As discussed below, the application o f  risk management i s  s t i l l  
very limited and insufficient attention i s  paid to trade facilitation. The marginal cost o f  
these control mechanisms to society, in terms o f  the additional l e i  collected, i s  very high 
(i.e,, a high marginal cost o f  compliance). This higher cost i s  borne both by the business 
community and staff at the Customs Administration as they both struggle to deal with 
bureaucratic Customs procedures and regulations. Among the benefits o f  simplified 
Customs procedures would be the improved competitiveness o f  local f i r m s  and the 
increased efficiency o f  Customs. 

AN OVERVIEW OF MOLDOVA’S CUSTOMS PROCEDURES 

Customs control mechanisms in Moldova are designed to increase collections on 

7.1 1 
goods operating under a streamlined, EU compatible, Customs code that is, on paper, in 
compliance with the Kyoto convention on the harmonization o f  Customs procedures. 
Numerous surveys discussions with a wide range o f  businesses suggest, however, that 
these standards are often interpreted in a restrictive manner. As this overview reveals, 
Customs tends to rely excessively on frequently changing documentary requirements with 
the results being inconsistent with the needs o f  a modern and competitive trade 
environment. In many cases, costs are incurred by the importer or exporter even before 
the goods reach the border crossing 

Registration 

7.12 All “Economic Agents” (Le., intermediaries that are allowed to lodge 
declarations on the behalf o f  importer or exporters) must register with a Customs 
terminal. One o f  the major purposes o f  this registration process i s  to ensure that the 
importing/exporting companies are legitimate. The registration process consists in 
lodging with the appointed regional terminal at the time o f  the f i rst  impodexport 

Moldova applies international standards for the movement and clearance o f  

4’  Customs management indicated these goals are essentially based on the previous year’s performance. They do not 
appear to adequately take into account the changes in workload or commercial activity at the various Customs offices. 
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transaction up to 12 different documents. Although Economic Agents may change the 
terminal where they clear goods, such a change requires a special application, following 
which the initial terminal will issue the Economic Agent with a diskette with the 
registration information, together with a direct notification to the new Customs office. 
Changing the place o f  clearance for the importation o f  excise goods i s  not possible. 

Confirmation 

7.13 
Economic Agent (importer) has lodged a “Confumation” form with the approved terminal, 
along with some 15 other additional documents. At this point, the Economic Agent must 
also calculate and make a pre-payment the amount o f  duty payable. The “Confirmation” 
i s  then accepted by Customs, and verified against the account o f  the Economic Agent. 
When the funds have been deposited into the Customs account, i t  i s  registered, and an 
electronic message i s  sent to the corresponding border crossing.42 If an importer decides 
to change the border point o f  entry into Moldova, he must lodge a new “Confirmation” or 
make a written application to the originally planned border crossing. In cases when the 
importation does not take place, or i f  the quantity o f  goods shipped i s  below the quantity 
entered on the confirmation, i t i s  difficult for the importer to claim an actual refund. 
Instead, the amout due to be refunded i s  usually used as pre-payment for a future 
operation. The processing o f  a “Confirmation”, which has to go through the same steps 
as an import declaration less the actual physical examination o f  the imported goods, can 
take up to 45 minutes. 

Border procedures 

7.14 Although, as in many countries, final clearance o f  imported goods i s  expected to 
take place at the inland point o f  destination, there are several cases when goods must be 
cleared at the border. Physical persons, who import goods in excess o f  the E m 0 0  duty- 
free allowance, but under a maximum value o f  EUR500, can declare the goods 
themselves with a simplified declaration. Above that amount, a declaration must be 
lodged according to the commercial importation procedure. Cars and excise goods must 
also be declared at the border, and duty paid immediately. In addition to Customs and 
immigration control, entering trucks can be subject to road administration, ecological, 
veterinary, phyto-sanitary, and epidemiology procedures. In some instances, such as at 
the Leuseni border post, these operations have been conveniently consolidated under a 
single, Customs managed payment system, and all the agencies are located in the same 
hall, inside the cargo section o f  the border station. After payment has been made, 
vehicles are allowed to proceed. 

Transit 

In addition to the registration process, importation can only take place if the 

7.15 Physical “Transport Intemational Routier” (TIR) camet, or a specific Moldovan transit inspection of 
goods ranges declaration, based on the Single Administrative Document ( S A D )  form.43 When trucks 
bemeen 90 and arrive, local declarants prepare the transit documents (for which they charge a fee 
100 of all between MDL5O and 60 - approximately US$4.5). The entire transit declaration and 
income trucks. 

Trucks under a border-to-border transit regime can be accompanied either by a 

42 When the border station does not have computef or fax equipment, the ‘‘Confirmation” i s  notified by telephone to the 
nearest office. 

As explained in Chapter 8, TIR Camets are issued by the Intemational Road Transport Union (IRU) o f  Geneva to 
national trucking associations in participating countries. Each association issues TIR Camet to national carriers provided 
they meet the conditions and standards set forth by the IRU. The national associations also notify the IRU with the names 
o f  approved TIR carriers and provide the “TIR plate” which i s  placed on each authorized vehicle. 

43 
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accompanying documents (invoice, Contract for the International Carriage o f  Goods by 
Road (CMR) consignment note) are then checked.44 Although the authorities claim that 
the physical checks o f  the goods i s  minimal, surveys and discussions with a wide range o f  
importers/truckers suggest between 90 and 100 percent o f  all incoming trucks are 
checkeda4’ These checks can range from the simple verification o f  the seal to the full 
unloading o f  the trucks. 

Inland clearance 

7.16 Trucks must report to the inland clearance terminal within a period o f  72 hours.46 
Import declarations are usually prepared by declarants (essentially clerical intermediaries), 
who charge a fee o f  US$4.5 for a simple declaration (completing a limited number o f  
fields on the S A D  form), plus US$1.8 for additional items on the S A D  form. Inland 
clearance i s  based on a five-step process: 

1. The declaration i s  submitted to Customs at the economic and financial control section, together wi th 
accompanying documents. Importers must submit up to nine documents, some o f  which have to be in 
original form. Customs officials check if the “Confirmation” was properly lodged, and the duty pre-paid. 
A preliminary control takes place in the statistical section, where Customs ensure that al l  documents are 
attached, and in order. If there i s  a document missing, the declaration is retumed. 
The financial and economic control section checks al l  commercial documents, verifies the duty 
calculations, and ensures that the funds have been transferred to the Customs account. The value 
declared i s  then verified. 

4. I t  is only after this stage that the declaration is registered, numbered, and becomes a legally binding 
document. 

5.  ’ The cargo unit is  in charge o f  the physical examination o f  the goods. In spite o f  claims to the contrary, 
it is l ikely that a l l  shipments are subject to one form or another o f  physical examination. The importers 
report a rate o f  checking o f  at least 90 percent o f  a l l  declarations lodged. 

2. 

3. 

Box 7.1 Documentary requirements as specified by Order 384 
Order 384 o f  October 24,2003, was introduced to “increase the level o f  documentary control and 

preclude falsification o f  documents”. It lists a l l  the documents that must be attached to  an import 
declaration, either in original form, or as a notarized copy (this latter requirement was later dropped in a 
trade facilitation effort). Three categories o f  documents can be identified: 

- Documents that should always be produced in original to Customs: transport documents, invoices, 
licenses, and certificates o f  conformity and/or origin when applicable. 

- Documents that in principle only need to be produced the first time an importer registers with 
Customs: statutes o f  the entity, specimen signatures, stamps, power o f  attorney. I t  is necessary to 
produce new specimens every time the situation o f  the entity changes. 

about the authenticity o f  a transaction, but which are apparently systematically required in Moldova: 
commercial contract, identity documents, technical specifications o f  the vehicle, banking certificates, 
certificate o f  expertise (issued by the Chamber o f  Commerce, this document certifies that the goods meet 
required conditions), proof o f  repatriation or transfer o f  funds. 

All these documents must be registered by Customs, and entered in the paper fi le o f  the Economic 
Agent. 

- Documents that, in most other countries, would only be required if Customs had a reasonable doubt 

7.17 
premises o f  importers, for a fee o f  Euro 20. T h i s  i s  a significant and positive trade 
facilitation measure, although the declarants s t i l l  have to report to Customs, and proceed 
through all the documentary checks. 

Goods can also be declared outside working hours, and can be inspected on the 

! 

44 A CMR Consignment Note (“Convention relative au contrat de transport intemational de Marchandises par Route”.) i s  a 
transport document relating to carriage by road. 
45 See, for example, surveys undertaken for the TTFSE project. 
46 Most inland clearance locations operate between 8 AM and 5 PM, with a one-hour lunch break. 
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THE BURDEN OF CUSTOMS PROCEDURES 

Delays in Clearing Customs 

7.18 
delays in clearing the border. Throughout Europe, the cost o f  a waiting truck i s  estimated 
at approximately US$15 per hour. Applying a simple ru le  o f  thumb, waiting one day to 
cross the border corresponds, on average, to an increase o f  one point in the customs tariff. 
A study carried out for the TTFSE in 2002 established a number o f  benchmark estimates 
o f  the average border entry waiting times (1 80 minutes at Leuseni and Cahul and 240 
minutes at Palanka). 47 Import clearance times at the Inland terminal o f  Chisinau was 500 
minutes. In 2003, a small survey carried out at the Leuseni border crossing showed that 
for most trucks (60 percent o f  the sample) the average clearance time was approximately 
100 minutes. About 40 percent o f  the trucks waiting at the border, however, had arrived 
in the previous one to four days. Declines in border entry times have also been registered 
in other countries participating the TTFSE program. Border waiting times in these 
countries have declined significantly, from an average o f  4 hours in 200 1 to under 1 hour 
in 2003.48 At a number o f  these border crossings, entry times have already fallen under 
30 minutes. 

7.19 In Moldova, border delays also have direct cost implications. All goods entering 
the country must be reported to an inland location within 72 hours. Failure to do so has 
an associated penalty ranging between 40 and 100 percent o f  the value o f  the goods.49 
Most o f  the offenses documented by Customs refer to this overtime reporting o f  goods. 

The Effectiveness of Customs Procedures in Combating Fraud 

7.20 
i s  not being effectively achieved in Moldova. Instead, complex procedures impose an 
unnecessary and costly burden on legitimate businesses. For example, the registration 
procedure, which must be regularly renewed, i s  unnecessarily bureaucratic, and the 
documentary requirements are burdensome. Most documents could be obtained directly 
by Customs, with less risk o f  forgery (e.g., bank certificate, or statistical registration 
numbers), so the procedure in place does not provide a guarantee o f  the genuineness o f  
the Economic Agent, Similarly, the “Confirmation” procedure corresponds to a 
systematic advance clearance o f  the goods, although Customs have l i t t le  means o f  
verifying i ts   element^.^' As it i s  not a declaration, there are no grounds for prosecuting 
incorrect data it may contain. In effect, the “Confirmation” (i) provides dishonest 
importers with the possibility to test fraudulent data which they will enter subsequently 
on the declaration, (ii) delays clearance with no real benefit, and (iii) supports an 
unreasonable advance payment o f  duties which i s  not trade facilitating. Furthermore, the 
Economic Agents do not receive a copy o f  the Confirmations when they are accepted at 
the inland terminal, and although they are expected to be forwarded immediately to the 
border point, truck drivers report that these Confirmations often get “mislaid”. Drivers 
must then contact the importers, who in turn have to v i s i t  the Customs house to ensure 
that the “Confirmation” i s  sent to the right destination. Since the timeliness o f  the 

Among the important indirect border-related costs are those associated with 

While the intention o f  the Customs procedures i s  to control fraud, this objective 

Among the 
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indirect border- 
related costs 
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associated with 
delays in 
clearing the 
border. 

While the 
intention of the 
Customs 
procedures is to 
control fraud, 
this objective is 
not being 
effectively 
achieved in 
Moldova 

47Under the agreed TTFSE program benchmarks, the average exit time at border crossing b y  the end o f  2006 will be 20 
minutes and the percentage o f  trucks examined will be reduced to 30 percent. 
48 Data i s  for the pilot sites under the TTFSE program. 
49 Under Article 23 1 o f  the Customs code. 
”Advance payment systems can be offered to importers when they correspond to an accelerated release process. They 
should not be systematic. 
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confirmation i s  important, th is  situation may encourage “facilitation” payments by 
unscrupulous officials. 

7.21 Despite the perception that fraud i s  widespread, detection o f  irregularities i s  rare. 
In 2002, for example, 2,3 12 offense procedures were initiated throughout Moldova, 
which represents 2.3 percent o f  all import declarations, a figure usually encountered only 
in highly compliant countries. A review o f  these cases in a few Customs offices shows 
that: (i) most cases were due to reporting o f  goods after the 72 hour period, and (ii) a 
majority o f  cases are either abandoned or dismissed by headquarters, or (iii) annulled by 
Court decisions. Often, cases consist o f  a detection o f  minor smuggling (e.g., sugar 
hidden in a railway carriage), while the owner o f  the goods i s  never detected. Customs 
does make occasional detections o f  drugs, and are aware o f  their necessary involvement 
in fighting serious smuggling. 

7.22 There i s  also a discrepancy between detections and reported cases. Wh i le  local 
offices report a large number o f  irregularities, a majority o f  them do not seem to be 
followed up, because the cases are minor or formal, and prosecution i s  waived by 
headquarters. Of those that are taken to Court, an overwhelming majority are dismissed. 
Although it does not necessarily imply that Customs were not right, it provides an 
indication that judges may not have the necessary background knowledge o f  Customs 
issues to make informed decisions. 

7.23 Wh i le  improved performance, resulting from increased professionalism, can only 
start showing results after a period o f  time, immediate measures could be taken to (i) 
sensitize judges and other officials to Customs issues, (ii) improve the offense procedures 
to provide better guarantees to bona fide importers, and (iii) accelerate feedback 
mechanisms so that headquarters can make rapid rulings on abusive staff decisions. 

Excessive Documentation and Repetitive Verifications 

7.24 As already noted, documentary requirements in Moldova appear excessive and 
verifications are needlessly repetitive. The government recently issued an order (Order 
384) that has institutionalized the requirement for documents that, in many EU countries, 
Customs might ask only under specific circumstances. Many o f  the documents that have 
to be submitted for each operation, such as the articles o f  association o f  the entity, have 
already been submitted by the Economic Agents when they first registered with Customs. 

7.25 A single operation i s  subject to three consecutive checks: (i) the “Confirmation”, 
(ii) the transit declaration, and (iii) the import declaration. The f i rst  two steps refer to the 
same information as i s  entered on the import declaration, but they are not supported by 
the appropriate data (for example, the Confirmation describes the goods and their value, 
but it i s  not accompanied by an invoice, and does not show the tariff commodity code). 
However, they are checked and processed in the same way as the declaration. The trarisit 
declarations go through all the same steps as a declaration lodged for the clearance o f  the 
goods, and the requirement for accompanying documents i s  practically the same (in 
addition to the other documents, a photocopy o f  the passport and identity card o f  the 
driver, and the registration certificate o f  the vehicle, are required). This has no real 
effect, because the same data i s  verified three times using the same methods, and, 
sometimes, the same staff (in particular the “Confirmation” and the final declaration are 
usually checked by the same officials, removing the possibility o f  a double check on staff 
activities). Also, if a fraud i s  suspected, or even detected, on a “Confirmation” or a 
transit declaration, Customs cannot take action, because (i) the goods are not present 
when the “Confirmation” i s  lodged, (ii) there i s  no financial guarantee on the transit 
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declaration, and (ii) legally, there cannot be a false declaration unless an import 
declaration has been lodged. 

Risk Analysis 

7.26 
Moldova. Customs has compiled a number o f  negative and positive l is ts  that focus on, 
for example, high-risk goods and economic agents whose transactions need more careful 
examination, as well as Economic Agents whose high degree o f  credibility allows them to 
be subject to only documentary inspection. Despite this positive development, numerous 
routine examinations s t i l l  take place with l i t t le results in detecting large-scale fraud to 
justify the burden and cost imposed on importers. 

7.27 Both the TTFSE project and the Customs modemization strategy, endorsed by 
the Prime Minister, recognize the need for more sophisticated r isk  profiling. W h i l e  the 
TTFSE project and i ts  computerization dimension are gradually delivered, a number o f  
short-term measures could be undertaken to improve trade facilitation. First, Customs 
should review all documentary requirements with a view to (i) obtaining the data directly 
from the source rather than impose this on Economic Agents, (ii) carry out regular checks 
on the validity o f  the information provided, and (iii) exempt companies that are 
considered as reliable from those documentary obligations. Customs should also 
consider abolishing the confirmation procedure, which does not seem to serve any 
purpose other than imposing advance payment o f  duties (which themselves contravene 
Moldova’s obligations under the Kyoto Convention). Finally, Customs should begin to 
maintain a log o f  irregularities to identify suspicious Economic Agents, and introduce a 
basic form o f  selectivity essentially based largely on random selection o f  declarations; 
based on preliminary results, start preparing a more sophisticated data base. (The 
immediate result should be a reduction o f  50 percent o f  the number o f  physical 
examinations). 

Risk analysis, which allows for some selectivity in checks, i s  s t i l l  in i t s  infancy in 

Box 7.2 Best Practices in Risk Management 

of controls: 
Risk management in Customs administrations resulted from two, quantitative and qualitative, aspects 

Traffic was increasing so much that i t  was no longer possible to inspect everything; 
Even if i t  had been possible to inspect everything, routine verifications would always be much 
less productive than those where there was a chance of making a detection. 

Th is  concept of risk management was first used for selecting declarations for further physical 
examination. Th is  became known as selectivity. In a different approach, Customs started identifying 
individuals and vehicles which they wanted to have a closer look at. T h i s  became known as targeting. 
Both systems were backed by post release checks and investigations. Over time, the system evolved into 
a comprehensive strategy, destined to deploy resources where they were most needed. Th is  i s  based on 
the assumptions that (i) Customs would never detect or prevent all frauds, (ii) a large number of 
importers would be compliant, therefore should not be submitted to the same level of controls as 
suspicious operators, and (iii) there i s  a cost for controls, both for the importers and the administration, 
so Customs should mainly (but not only) focus on more significant fraud. 

cooperation, and an effective penal system. I T  support i s  necessary, but the logic o f  computerized risk 
management i s  not artificial intelligence, and risk management i s  only as good as the human inputs i t  
requires. 

Selectivity i s  based on the analysis of the elements of a declaration and accompanying documents, 
together with inputs from different data bases (record o f  offenders, list o f  goods that could be declared 
under different tariff headings canying different levels o f  taxation, or implying different types of 
regulations, origins). Intelligence i s  also another source o f  information that completes the selectivity 
module. Elements of the declaration are compared against one another, and against the different data 
bases mentioned above. If there i s  an inconsistency, or a doubt as to the authenticity of what i s  declared, 

Al l  these points must be supported by an adequate organization, sufficient legal powers, inter-agency 
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I or a risk that a fraud could be committed by the importer, the Customs officer who i s  reviewing the 
declaration may want to inspect the consignment. (Typically, the physical inspection would take place if 
there was a doubt as to the real nature of the goods, or their quantity. Physical inspections are not 
usually necessary to check values, except in a few cases.) 

Targeting relies more on the profile of the importer/driver/vehicle. I t  i s  essentially based on extemal 
intelligence, and does not depend as much as selectivity on a written import declaration (although transit 
documents, which include less data, can be used), but more on a pattem of behavior. 

As a very broad rule, targeting would be used at a border post, and selectivity at a goods clearance 
location. Another rule i s  that operations (i.e., crossing the border, or declaring goods) that are not picked 
up for scrutiny will not be checked at all at this stage. Both selectivity and targeting also require a 
certain amount of purely random checks, to verify the validity of the current risk profiles and pick up 
declarations 

Post clearance checks take place after the release of the goods. These take the form o f  desk reviews 
of declarations, with the possibility to ask the importers to provide further information and 
documentation. They may be supplemented by visits to the importers. These checks are not part of any 
criminal investigation process. 

Investigations, which would normally take place on the premises of the importer, or any other agent 
involved with the imported goods, are destined to uncover criminal activities. They are usually triggered 
by the suspicion of fraud. 

Valuation 
frauds are 
considered the 
major problem 
facing 
Moldovan 
Customs. 

Invoice 
checking is 
repetitive and 
bureaucratic. 

VALUATION OF I M P O R T S  

7.28 
As in many other transition countries, the Customs Administration had no culture o f  
checking declared values in an environment o f  state-run foreign trade. The rapid 
emergence o f  small scale importers, combined with cross border “suitcase trade” thus 
generated an enormous workload for Customs, and created immediately opportunities for 
fraud and rent-seeking. The administration was viewed as incapable o f  controlling the 
large scale o f  revenue erosion that was taking place. At the urging o f  the IMF, a Pre- 
Shipment Inspection system (PSI) was introduced. The PSI contract, however, was 
suspended after being ruled unconstitutional by the Courts. With the expiration o f  the 
IMF program at the end o f  2003, efforts to restore PSI operations in Moldova have 
ended. 

Invoice checking 

7.29 
essentially consists o f  adjusting the declared value to “minimum” price l ist,  which i s  
simply a quarterly computer generated average price l is t  o f  previous imports (see Box 
5.4). As with other documentary inspections, the invoice checking i s  repetitive and 
bureaucratic. The valuation unit in headquarters has neither the staffing, the sk i l l s  nor 
training to provide proper advise to field staff. This prevents the valuation unit from 
concentrating on i t s  core role, which i s  to seriously investigate major valuation cases, and 
handle the subsequent procedure in accordance with the principles of the WTO. 

7.30 
experts has been established to make initial valuation rulings in cases o f  disputes between 
the importer and the administration, most valuation disputes result in freezing the process 
o f  clearing the imports in question. Economic Agents can then ask for conditional 
release, granted if they deposit the assessed difference in duty. This deposit i s  eventually 
released if the local valuation decision i s  overruled by Customs headquarters or a court 
decision. 

7.3 1 
Customs Values (ACV) o f  the Uruguay round, which explicitly prohibits the use o f  

Valuation frauds are considered the major problem facing Moldovan Customs. 

When the declarations are cleared at the inland terminal, the invoice verification 

With the notable exception o f  the Balt i  terminal, where an ad hoc committee o f  

Although Moldova, as a member o f  the WTO, has adhered to the Agreement on 
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minimum price l is ts  or the application o f  domestic market sale values, these two elements 
are the major sources o f  valuation rulings made in the country. Valuation cases that are 
appealed are often rejected either by Customs headquarters, or by Court decisions. The 
fact that only a few cases are actually taken to Court i s  probably an indication that, in 
most instances, importers come to an “informal agreement” with dishonest local officials, 
thus further discrediting the current valuation system. 

7.32 Reforms to improve valuation methods will take some time to fully implement. 
The TTFSE project incorporates a large capacity building component designed to improve 
the organization o f  valuation checks. Customs officials have already received extensive 
training in valuation issues, and the critical aspect i s  now the introduction o f  well-staffed 
structures and adequate mechanisms to carry out serious valuation control. While these 
reforms are being implemented, the following actions should be taken: reinforce 
substantially the valuation unit in headquarters and focus valuation training on i t s  
members. Establish communications with the industry and importers to assess realistic 
values for major commodities, as part o f  an initial valuation investigation process. 

Box 7.3 Minimum price list 

from previous imports, and consists of a quarterly average price. I t  i s  arranged according to the 
Harmonized System nomenclature. The major setbacks of this method are: 

for example, watches can be cheap or very expensive - therefore an average price i s  often 
meaningless. 

downwards the minimum prices. 

the manufacturing process. 

The minimum price list, also known as an “orientation price list”, i s  compiled from statistical data 

- The nomenclature cannot distinguish between brands that often have very different unit prices - 

- The averaging of past values inevitably incorporates under valued imports, thus dragging 

- The use of a minimum price list does not consider technological innovation, and its impact on 
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CHAPTER 8. TRANSPORTATION AND LOGISTICS: HIGH 
COST IMPEDES ACCESS TO KEY MARKETS 

INTRODUCTION 

8.1 
competitiveness. As cross-country evidence suggests, even if tariff and non-tariff barriers 
to trade are substantially liberalized, the penalty o f  high transportation costs has a 
negative impact on growth rates and income o f  countries with poor intemational transport 
links. Confronted with high freight and logistic costs, Moldovan exporters must either 
pay lower wages to i ts workers, accept lower profits or increase productivity. The 
pressure on factor prices and productivity i s  even greater for f i r m s  with a high share o f  
imported inputs. A small difference in transport costs can easily determine whether 
export ventures are at all profitable. Countries with higher transport are less l ikely to 
attract FDI and, since FDI i s  often a key channel o f  international knowledge and 
technology diffusion, these higher costs may lead an economy to be further removed 
from the world technology frontier and impede i t s  rate o f  productivity growth.s1 

8.2 
If export markets largely consist o f  poor, slow-growing economies and there are 
significant costs (including transportation) o f  switching to richer, and faster growing 
markets, countries may be constrained in their export growth potential. For Moldova, the 
difficulty in redirect exports towards the richer and large EU market reflects, in part, 
these high switching costs. 

8.3 
services are unreliable and infrequent, or if a country lacks logistics providers who can 
operate efficiently, f i r m s  are l ikely to maintain higher inventory holdings at every stage 
o f  the production chain. Firms may also want to hold high inventories if they need to 
limit the risk for frequent changes in customs regulations, exchange rates or product 
prices. 

The cost and quality o f  transport and logistic services matter for trade 

Transport costs also have an impact on a country’s selection o f  trading partners. 

The cost structure o f  f i r m s  i s  also affected by the quality o f  transport services. If 

AN OVERVIEW OF MOLDOVA’S TRANSPORT INFRASTRUCTURE 

8.4 Road. The total length o f  roads in Moldova amounts to 10,35 1 km (excluding 
farm tracks and minor roads), o f  which 64 km are four-lane roads. Most local transport 
and approximately 80 percent o f  passenger travel i s  by road. The major part o f  the road 
network (7,361 km) i s  under local responsibility, with the remainder (3,170 km) under 
national supervision. As shown in Table 8.1, Moldova’s road network density -- 3 1 km 
per 100 km2 - compares favorably with other countries in the region. The density o f  
paved roads and motor vehicle ownership in relation to population is, however, much 
lower. 

5’ Controlling for a large number of socioeconomic, geographic, and institutional factors, Radelet, Steve, and Sachs, J. 
Shipping Costs, Manufactured Exports, and Economic Growth, Presented at the American Economics Association annual 
meeting, January 1998, found that developing countries with lower shipping costs experienced more rapid growth of 
manufacturing exports relative to GDP in the period from 1965 to 1990. In addition, when exploring the relationship 
between shipping costs and overall economic growth across economies, the study concludes that a doubling of the cost of 
transportation i s  associated with slower annual growth of slightly more than one-half of a percentage point. 
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8.5 Rail. Moldova’s rail 
network i s  1,153 km long and i s  
the principal means o f  transport by 
volume. Railway roll ing stock i s  
antiquated, the railway tracks are 
wide (Russian) gauge and i s  not 
electrified. The main 222 km line 
i s  double-tracked. The major 
destinations for eastbound rai l  
transport are the Ukrainian and 
Russian markets. Rail  network 
density i s  3.4 h per 100 km2, 
which i s  on par with a number o f  
neighboring and EU Accession 
countries. 

8.6 Air and Sea. Moldova has 
four airfields, but only Chisinau 
serves international connections. It 
has about 250,000 passengers and 
less than 2,000 tons o f  cargo per 
year and, as such, i s  considered a 

Table 8.1. Rail, Road and Motor  Vehicle Densities in 
Selected Countries. 

Motor 
Road Paved road vehicle Rail 

density density density density 
km per vehicles km per 

100 kmpermillion per 1000 100 
km2 population people km2 

Moldova 31.5 2,412 49 3.4 

Germany 64.7 7,895 529 11.4 
Estonia 91.8 5,291 350 2.3 
Latvia 88.3 8,994 214 3.7 
Lithuania 104.4 14,348 265 3.1 
Poland 74.2 6,336 262 7.8 
Hungary 32.5 6,698 262 8.3 

Romania 30.7 3,421 135 4.8 
Russia 3.3 5,087 153 0.5 
Belarus 24.2 5,012 109 2.7 
Source: World Bank, World Development Indicators 

Bulgaria 30.6 3,854 239 3.9 

small volume airport. The airport uses less than 20 percent o f  i t s  capacity, which i s  a low 
figure, but not uncommon among major Eastern European airports. Moldova’s shoreline 
consists o f  a 900-meter wide frontage on the Danube River. A project to develop a port at 
Giurgiulesti was started in 1995 with EBRD funding. The project stalled, however, when 
the EBRD withdrew from the project. Wh i le  the port i s  currently operational, i t s  quays 
require major reconstruction and re-equipping. The port’s terminals also need to be 
finished and access roads need to be built. The major rivers, N is t ru  and Prut, are used 
for domestic and local transport - mainly barges and small ships. Inland waterways 
account for less than 1 percent o f  goods and passenger transport. 

THE IMPACT OF POOR QUALITY TRANSPORT INFRASTRUCTURE 

8.7 Moldova’s existing transport infrastructure, albeit extensive, has been poorly 
maintained and no infrastructure has been added to address the needs associated with 
changing trade pattems. In rapidly developing countries in transition, transport and 
telecommunications infrastructure investment may be 8-10 percent o f  GDP. In Moldova, 
this share i s  less than 3 percent, most o f  which i s  in the telecommunications sector. 
Systematic road maintenance has a high positive impact on road users. Technical 
publications often cite the statistic that for every US$1 a developing country spends on 
road maintenance, road users save US$3 .52 Heavy trucks and buses benefit most from 
proper maintenance, but private car users also benefit from reduced accidents and 
damages, as well  as reduced travel times. 

8.8 
insufficient to upgrade the road network to adequate levels. There i s  a considerable 
backlog o f  transport infrastructure finance. Between 1995-2002, a n  average o f  US$5.5 million, 

53 

Ongoing road maintenance, rehabilitation and construction efforts have been 

52 In road projects in developing countries, Vehicle Operating Cost (VOC) savings usually bring the major economic 
benefit (60 to 80 percent), followed by travel time savings (10 to 20 percent), accident cost savings (5 to I O  percent), and 
other savings, such as local road component (2 to 5 percent). 
53 Vehicle Operating Cost (VOC) of heavy trucks and buses on poor roads i s  often double that on good roads, when the 
quality of road i s  measured by Intemational Road Roughness Indicator (IRI). 
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or around 0.3 percent o f  GDP, was spent each year on road construction, repair and 
maintenance. s4 Funds suggested in National Road Program for 2005-20 10 cover only 
small sections o f  the road network and the availability o f  funds i s  uncertain. Moldova’s 
road funds should be at or above 1 percent o f  GDP, or US$16 mill ion for the coming 
years. This would enable road rehabilitation o f  the main arteries, and gradually the 
rehabilitation o f  secondary roads. 

satisfactory capacity for long-distance road transport. As a result o f  l im i ted  funding for 
road maintenance, the condition o f  the road infrastructure on these roads i s  poor to 
modest while the majority o f  the secondary roads are in poor conditions. The generally 
poor condition o f  Moldovan roads imposes a substantial cost on the economy. Table 8.2 
gives a rough estimate o f  the impact o f  reduced vehicle operating costs in Moldova, 
assuming that all traffic moved on good roads instead o f  poor ones. The benefits o f  
upgrading road quality are estimated roughly at US$lOO mill ion for all vehicle types per 
year. O f  course, not all traffic in Moldova travels exclusively on poor quality roads, 
hence the expected savings o f  improving road quality in Moldova i s  l ikely to be more 
modest -- closer to US$20 to 25 million. These savings can be contrasted to the 
US$Smillion that Moldova has used in road construction and maintenance. To  achieve 
these savings, there i s  a need for better road management and financing systems with a 
particular emphasis on road maintenance. This requires: (i) the State Road 
Administration to strengthen i t s  procedures for planning and budgeting road expenditures 
and assessing priorities for road maintenance; (ii) a transparent road fund, for both 
national and local networks, be established to provide a stable source o f  funds for road 
maintenance; and, (iii) development o f  a multi-annual performance-based maintenance 
contracts. 

rmproving road 8.9 
quality can 
yield substantial 
beneJits to road 
users by 
reducing vehicle 
Operating 

The major roads leading from Chisinau and Balti eastwards and westwards have 

Average 
VOC, Road VOC, Road Estimated mileage per Estimated Difference in 

Vehicle in Good in Poor Number o f  vehicle total mileage VOC between 
Type Condition Condition vehicles (estimate) o f  vehicles poor and good 

roads 
US$Nehicle Km Vehicles Km per year Mi l l ion  km US$ mil l ion 

cars 0.06 0.08 150,000 7,000 1,050 21 

Light 
Trucks 0.10 0.18 20,000 20,000 400 32 

Heavy 
Trucks 0.22 0.33 4,000 70,000 280 31 

Buses 0.28 0.40 3,000 45,000 135 16 

The classification of “Good” and “poor” roads refersto the Intemational Road Roughness Indicator (IN) values. The 
estimate i s  based on average cost per vehicle kilometers adjusted to Moldovan fleet and cost structure in poor vs. good 
roads and on estimated data on vehicle kilometers in Moldova. “The Role of H D M - 4  in Highway Management”. Fourth 
Intemational Conference on Managing Pavements. Durbin. South Africa. 

Total ,100 

8.10 
diesel fuel which hampers winter operation. Wagons are often o f  poor quality and 
complaints about theft during transit are common. Nevertheless, measured in ton- 

Moldova’s railway roll ing stock i s  antiquated. Most engines are old and run on 

54 By comparison, in Estonia, Latvia and Romania, road funding i s  approximately 1 .O percent of GDP, while in Lithuania, 
the funding of roads was on average 1.4 percent of GDP in 1995-2002. 
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kilometers, rai l  transport i s  the principal means o f  transport in domestic traffic and in 
trade with CIS-countries. As shown in Table 8.3, transit transport constitutes the bulk o f  
volume and transport work performed by Moldovan railways (CFM). Because o f  the 
different rai l  gauge and complicated connections, rai l  transport i s  not used in western 
traffic. Moldovan railways are operated integrally with Transnistria which affect CFM’s 
possibility to maintain i t s  schedules, and involves additional transit costs. The authorities 
in Transnistria have been known to temporarily blocked the border for export and import 
freight. 

8.1 1 
reshture the national railways Domestic Export Import Transit 

shippers complain about high Percent o f  ton-km 5 10 17 68 
export freights. Wh i le  the 

Revenues (US$ million) 1.0 14.8 12.3 28.1 average freight revenue i s  
Costs (US$ million) 8.5 10.6 2.1 21.1 US0.0275 per tonkm and the 

average us$o*021 per Source: NEA Synthesis Report, 2002 
tonkm, the four market segments 
have large variations from these averages. ” Revenue on domestic cargoes i s  about half  
o f  CFM’s average cost. Import freight rate i s  1.5 times the average cost, whereas transit 
freights equate the average cost. Export freights are over 3.4 times higher than this 
average cost. Thus while domestic freights are heavily subsidized, CFM i s  extensively 
utilizing i t s  monopoly status to raise the cost o f  rai l  shipments for exporters. In import, 
or, in particular, transit traffic, C F M  has less influence on total costs because much o f  the 
total transport takes place outside Moldova. The high cost o f  rai l  freight rate impedes 
trade as Moldovan export commodities that utilize rai l  transport have few alternative 
means o f  transport. Wh i le  i t i s  difficult to quantify this transport inelasticity, simple cost 
comparisons show that road freight to, for example, Moscow i s  cheaper. Nevertheless, 
more than 1 mil l ion tons i s  transported annually to Moscow by rail. 

Wh i le  initial efforts to Table 8.3 Distribution of Cargo Traffic by Rail 

have been positive, many Percent o f  tonnage 7 20 28 45 

us$ per tonkm 0.010 0.072 0.035 0.020 

MOLDOVA’S UNDERDEVELOPED TRANSPORTATION AND 
LOGISTICS SECTOR 

8.12 
forwarding, warehousing and other logistics-related services have been privatized almost 
entirely in Moldova. Compared to international standards, however, the range o f  services 
offered i s  narrow and the quality o f  these services (such as reliability, on time deliveries 
and timely information) i s  often low. The supply i s  generally l imited to basic transport 
services, and there are no third party logistics providers offering extensive logistics 
services. Most domestic f i r m s  offer transport services in only one transport mode. There 
are no domestic logistics operators capable o f  offering a wide variety o f  transport, cargo 
handling and related information services that are commonplace in more developed 
markets. None o f  the major European freight forwarding f i r m s  have established their 
own operations in Moldova, citing the small size o f  the market, and that reliable and cost- 
efficient logistics solutions are difficult to arrange due to unpredictable public 
administration procedures and often corrupt practices. 

8.13 The institutional or legal barriers for road transport operators to enter the 
domestic market are very low. Operators from Hungary, Romania and EU have a strong 
position in the Western market, and operators from Ukraine and Russia have a very 

The Moldovan logistics market i s  s t i l l  in an early stage o f  development. Freight 

55  Th is  figure i s  derived using total freight revenue (US$56.3 million) divided by the paid freight traffic (2,049 million 
tonkm). 
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The high share 
of “own 
account” 
transport in 
Moldova 
reflects the low 
quality of 
services 
available in that 
market. 

~ 

Box 8.1 Logistics considerations in Apparel and textile industry 

Exports of textiles and apparel reached over US$ll8 million in 2002, almost exclusively with EU 
countries. Up to 80 percent of the industry’s input materials are imported from EU countries, as 
Moldovan producers sel l  only production capacity. The only means o f  competition i s  the price and, in 
more fashionable apparel, time to customers. Thus, the industry relies heavily on dependable and 
affordable transport. 

Transport services are either bought by customers, or the Moldovan producers have their own trucks. 
A number o f  firms feel that the delivery reliability of own transport i s  much higher and transport costs 
are 20-30 percent lower than if transport was bought from Moldovan carriers. Because of the relatively 
wide range o f  value for apparel and textile, the share of transport cost also varies a lot from item to item. 
Free on Board (FOB) value of a truckload of lingerie can exceed US$300,000, whereas a truckload of 
carpets may well be under US$30,000. As a consequence, direct transport costs can be below 1 percent 

strong position in the Eastern market. Entering the market for international haulage i s  
difficult due to strong positions o f  incumbents. The shortage o f  road permits (discussed 
below) and the capital requirements - particularly for operations in the western market - 
also poses a problem. 

8.14 The Moldovan trucking industry comprises three types o f  operator: (1) operators 
with multilateral permits to operate in European trade; (ii) operators with aging 
equipment engaged in CIS and non-EU trade using bilateral permits; and, (iii) operators 
with old equipment operating solely in the local domestic market. Overcapacity i s  
persistent especially in the two latter groups and, despite the low operational costs, 
profitability i s  poor. The lack o f  trucks that maximize the number o f  available permits 
effectively hinders Moldova’s trucking industry from benefiting from this cost advantage. 

8.15 Nearly 40 percent o f  Moldovan f i r m s  use “own account” transport. In the more 
developed transport and logistics markets, this percentage o f  own account transport i s  
substantially lower. For example, in the UK the percentage o f  own account transport i s  
under 10 percent while in the Nordic countries it i s  under 15 percent and in Latvia it i s  
around 25 percent. Moldova’s high share reflects the low quality o f  services available in 
the market and the low initial investment in own equipment and transport staff. Own 
trucks and drivers are frequently cited as giving much more flexibility in transport 
operations than bought services. I t  also compensates the need for transport insurance - 
which i s  reportedly relatively costly and unreliable in Moldova -- when using commercial 
carriers. In domestic transport or distribution, it i s  even more common to have own 
transport equipment, since the availability o f  domestic distribution services i s  very low, 
and the reliability i s  also low. Moldova i s  also a relatively small country by area, which 
facilitates having own equipment for domestic operations. However, the demand for 
domestic distribution i s  low, because there are no country-wide retail operations - mainly 
due to the very low purchasing power and consumption. 
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Moldovan 
trucking firms 
have the lowest 
operational 
costs in 
international 
transport in 
Europe. 

The shift to 
higher standard 
vehicles has 
hindered the 
ability of 
Moldovan 
carriers to enter 
the EU market. 

8-16 Moldovantrucfing Table 8.4 Annual cost of operating a 20 ton truck in 
f i r m s  have the lowest 

international transport in Baltic CEE EU 

Europe (Table 8.4). The 
Personnel 6.4 12.2 16.0 56.6 impact o f  wage levels i s  

substantial to trucking 
f i rms ’  cost competitiveness. 
Cost and expenses o f  the 
driver from a EU country i s  
30-35 percent o f  operating 
costs o f  a 20-ton rig, and for 
a driver from Eastern 
Europe 14 -16 percent o f  
costs. A Moldovan driver, 
on the other hand, costs 
around 10 percent o f  
operating costs. Interest costs as well as the cost o f  insurance taxes, tolls and licenses 
are, on the other hand, more expensive in Moldova than in CEE and EU countries. 

international traffic for 200,000 km per year 
operational costs in (€1,000) 

Moldova average average average 

Depreciation 14.0 14.9 16.2 11.5 
Taxltollllicenses 10.6 7.0 4.1 2.4 

3.6 2.2 2.4 3.0 insurance 
7.0 2.6 3.2 3.6 Interest 
18.0 21.9 18.6 21.7 
3.0 2.4 1.2 1.8 Tires 

RepairlMaintenance 3.0 1.8 2.1 4.8 
3.4 15.6 16.2 15.6 Other 

69.0 80.6 80.0 121.0 
Sources: IRU and staff interviews. 
Note: Figures do not include overhead costs as they vary significantly from one 
firm to the next. 

VEHICLE QUALITY AND PERMITS 

8.17 The shift to higher standard vehicles in other countries reduces the absolute cost 
benefit o f  Moldova, and will effectively hinder Moldovan carriers to enter the EU or EU 
Accession countries’ markets unless they upgrade their fleets. The rapid fleet renewal in 
neighboring countries to meet higher EURO-standards has mostly been financed with 
leasing arrangements. Leasing is, however, seldom used in Moldova. Moldovan trucking 
firms have been reluctant to have fixed monthly leasing hires based on the currently high 
interest rate. Instead, they prefer to buy new equipment with equity. As a result, the 
Moldovan carriers tend to treat capital costs as “sunk cost” which leads to the selling o f  
road transport services under production costs, thereby further decapitalizing these f i rms.  

8.18 The ability o f  Moldovan road transport f i r m s  to operate international depends on 
active participation in European Conference o f  Ministers o f  Transport (ECMT)56 T h i s  
organization issues multilateral transport permits covering the region in which Moldovan 
trucks operate. The actual number o f  ECMT permits issued i s  a function o f  the vehicles’ 
environmental class, known as EURO-0, 1,2 or 3, where EURO 0 i s  the least 
environmentally friendly category, and EURO-3 i s  the “best” ~ategory.~’ The higher the 
vehicle standard, the larger the actual number o f  multilateral and bilateral permits 
available. Together with bilateral agreements, these permits effectively limit the scope o f  
Moldovan road carriers’ cost advantage. These increasing technical requirements - 
mainly advocated by EU countries - effectively regulate the number o f  permits for al l  
European carriers - including those in Moldova. The root problem o f  the small number o f  
permits available to Moldova i s  i t s  aging truck fleet. T h i s  understandably causes a lo t  o f  
complaints by carriers towards the permit issuing national control authority, the 
Moldovan Agency for International Road Transportation or AMTAI -- a separate 
authority under the Ministry o f  Transportation and Communications. The issuance o f  the 
scarce permits nationally has created a grey market for the permits and may have initiated 
certain corrupt practices. 

CEMTIECMT (European Conference o f  Ministers o f  Transport; organized under the Organization for Economic 56 

Cooperation and Development) comprises practically al l  European, and almost all CIS countries (Armenia i s  an observer). ’’ EURO-4 class will be effective on June 1.2005. 
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More 
competitive 
ways of 
financing, such 
as leasing, wi l l  
be needed if 
Moldova is to 
rapidly upgrade 
its truckingJIeet 
to Euro 
standards. 

8.19 
EURO 3 trucks registered in 
Moldova and the number o f  EURO- 
2 vehicles remains small. On the 
other hand, the shift to EURO-3 
standard trucks has been rapid in all 
EU Accession countries. In Table 
8.5, the evolution o f  the Moldovan 
and Latvian truck fleet i s  compared. 
Latvia has experienced a substantial 

As o f  2003, there were no Table 8.5 A Comparison of the Compliance of the 
Moldovan and Latvian Truck Fleets 
(in oercent) 
Truck class Latvia Moldova 

EURO-0 73 47 95 89 
EURO- 1 7 8 3 3 
EURO-2 20 23 2 8 
EURO-3 0 22 0 0 

2000 2002 2000 2002 

Total no. o f  trucks 5,366 5,543 4,500 4,300 
Source: Latvija Auto and AITA 

increase in the percent o f  i t s  trucking fleet that complies with the EURO-3 standards. 
The Moldovan trucking fleet st i l l  remains mostly comprised o f  vehicles compliant with 
the older EURO-0 standard. The number o f  permits issued to national road haulage f i r m s  
i s  a function o f  the truck class. In 2003, Moldova received 128 multilateral basic permits, 
and additional permits for “Greener” (Le. EURO-1) and “Greener and safer” (i.e. EURO- 
2) trucks. Because it has fewer higher-standard trucks, the total number o f  available 
permits i s  lower than in countries with more modern fleets. 

8.20 The only way for Moldovan carriers to get a larger share o f  the highly 
competitive European road haulage market i s  to upgrade the trucking fleet so that it 
complies with higher technical standards. This means removing obstacles to investment 
in new equipment. Wh i le  declining real interest rates wil l help, more competitive ways o f  
finance, such as leasing and foreign loans, need to complement the excessive use o f  
equity finance. The financial market needs to develop i t s  financing instruments and the 
taxation law needs to be revised so as to not discriminate against the use o f  leasing. 

8.2 1 Unlike the ECMT, bilateral permits are negotiated so that the two countries get 
an equal number o f  permits. They come in five types: universal, bilateral, transit only, 
bilateral and transit, and permits between third countries. Since Moldovan carriers have 
the lowest operations costs in Europe, their permits are likely to be used first. If the 
issuing country i s  a high cost country, some permits for carriers in this country may also 
be left unused. This has been the case, for example, with Finland and Russia, where all 
Russian permits are used well before the year-ends, while part o f  the Finnish quota may 
be le f t  unused. Ninety percent o f  all universal permits to Moldova have been given by EU 
countries. Road carrier associations in EU countries watch their Governments very 
closely so that low-cost countries, such as Moldova, do not get permits too easily. 

8.22 In addition to the permit to enter the country, countries may charge user fees. In 
Ukraine, this i s  US$0.2 c e n t s h ,  and in Belarus it i s  US$80 for a vehicle o f  15-24 tons, 
and US$80 for vehicles over 24 tons. In Ulu-aine, most bilateral permits (8,000 out o f  the 
total o f  10,000) are exempted from this road user fee. I t  i s  also possible to enter Ukraine 
without a permit, but such trucks will be charged US$380 just for entering or transiting 
the country. This fee comes on top o f  all other fees and payments, and it i s  very high 
compared to regular freights in that trade. 

8.23 In general, road haulage f i r m s  want to avoid crossing Ukraine because o f  severe 
problems with unofficial payments. These tend to be problematic in the Czech Republic, 
Slovakia and Hungary too, but no unofficial fees were reported inside EU countries. 
Based on interviews in March 2003, unofficial fees on a roundtrip from Moldova to 
Germany, Austria or Italy amount to approx. 150 euros, and approx. 200-300 euros while 
transiting Ukraine. The indications on unofficial payments are in l ine with the data 
obtained in the larger survey on border crossing problems conducted by The World Bank 
in 2001 and 2002. With 42 respondents in 2002, the average for all nine border-crossing 
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points was 72.8 euros per crossing. The 19 transport firm respondents’ average was 77.5 
euros per crossing. These payments are high when compared to information on unofficial 
payments in neighboring SEE countries, but payments may be higher in e.g. Ukraine and 
Belarus. Border crossing times in Moldova are also considerably higher than those in the 
SEE countries. 58 

Box 8.2 Logistics and Moldova’s Future in Electronics Assembly 

Electronics subcontracting or contract manufacturing (CM) i s  not yet an established industry in 
Moldova, unlike, for example, in Hungary, Romania and Estonia, which have witnessed a rapid growth in 
electronics FDI. Given the closeness to EU and low labor costs, Moldova has substantial potential to host 
such operations. Some of the main impediments that Moldova faces in attracting th is  type of activity are 
addressed below. 

About 70 percent of electronics CM i s  in China, with a large concentration of component manufacturers 
in that region. The products range from home electronics and telecommunications equipments to industrial 
equipment. Unit labor costs are low in China, but they are even lower in, for example, Brazil and Moldova. 

In electronics most components are sourced from East Asia. Reliable deliveries are essential, because o f  
rapid changes in demand. A typical supply chain from components to finished products involves several 
parties, which further amplify the changes, and escalate the inventory problem. Furthermore, most 
components and finished products have substantial price erosion, i.e. their market value decreases quickly. 

the value of the finished product. The cost of production lines and testing equipment are often 20 to 30 
percent o f  the total cost. Costs are directly related to capacity utilization, which seldom exceeds 90 percent. 
The share of labor costs in electronics CM i s  typically 5 to 10 percent o f  total costs. It means that cheap 
labor in itself i s  not sufficient to attract this type o f  production. Labor productivity i s  a key issue, and here 
Moldova has a clear advantage with i s  fairly skilled workforce. 

Currently, global electronics industry i s  facing low demand, and f i rms  are struggling to keep their 
capacity utilization on a bearable level. Despite - or perhaps because of - this, the industry i s  constantly 
looking for new sites and regions to combine access to market with low costs and high productivity. 
Moldova could provide some of these benefits. There are, however, severe trade and customs impediments 
on import affecting timely sourcing and on export affecting reliable distribution. The currently low quality 
of transport and logistics services, poor transport infrastructure and a high country risk rating make i t  
difficult to promote Moldova as a location for FDI. Reducing the time for border crossing time and trade 
formalities, as has been done in EU Accession countries, could quickly change the situation. 

In electronics CM, the value of direct material (Le. components or sub-assemblies) i s  60 to 70 percent of 

8.24 The availability o f  transport permits i s  a key issue determining the operational 
range o f  Moldovan trucking f i rms .  According to AMTAI statistics collected at the border 
stations, 90,800 trucks in intemational traffic either entered or exited Moldova in 2002. 
Ninety-four percent o f  that traffic involves nine countries: Russia, Romania, Italy, 
Ukraine, Germany, Belarus, Greece, Bulgaria and Turkey. Roughly 2/3, or 13,750 out o f  
the total 22,700 Moldovan truck movements in intemational traffic are either import to or 
export from Moldova. The single most important trades are from Russia to Moldova 
(1,607 movements), and from Moldova to Romania (1,247). The remaining 1/3 o f  truck 
movements take place in transport between third countries, typically serving CIS 
countries’ foreign trade. 

8.25 This illustrates clearly the competitive region for Moldovan trucking f i rms:  Italy 
and Germany are the only substantial EU markets served. The number o f  trucks operating 
there i s  effectively limited by the ECMT or bilateral permits. Import and export traffic to 
EU countries i s  almost in balance, which means that all available permits are used. 
Romania, Bulgaria and Ukraine are large markets, especially for incoming goods. 1,600 
Moldovan truck movements took place in export to Russia but only 450 movements took 
cargo form Russia to Moldova. For Moldovan exporters this increases transport costs, 

58 See, for example, Planconsult’s Interim Report I for the TTFSE program 
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since trucks come back empty, but importers buying goods from Russia that can be 
transported by road can bargain l o w  freights. 

8.26 
trucking f i r m s  in international traffic was US$26.8 mi l l ion in 2002. Fifty-seven percent 
o f  i t  came from trade to or f rom Moldova and 43 percent came from traffic between third 
countries, typically between Russia, Turkey, Greece and Romania. Tellingly, only 28 
percent o f  total revenue came f rom traffic involv ing a EU country as the country o f  origin 
or destination. This i s  fairly close to Moldova’s trade pattern with the EU. 

ESTIMATING TRANSPORT AND LOGISTICS COSTS IN MOLDOVA 
TRADE 

8.27 Transport cost i s  usually not the most important logistics consideration for 
perishable items, goods with high unit value, or for intermediate goods used in industrial 
processes. Transport reliability rather than cost i s  increasingly more important for buyers. 
With increasing cargo value, transport speed i s  an important issue, especially when 
distances grow. In this context, delays in border crossing become important. Whi le  total 
border crossing waiting time i s  usually around 5 to 15 percent o f  total transport time in 
import and export o f  Romania, Bulgaria, Bosnia & Herzegovina, and between 20 to  40 
percent in Albania, it tends to be between 30 to  50 percent in Moldova in comparable 
cases.” 

8.28 Just-in-time producers require reliable deliveries o f  input materials -- be i t  apple 
juice concentrate or components. Electronic and mechanical assembly relies o n  accurate 
inbound shipments o f  components, careful inventory management practices and 
dependable deliveries o f  finished goods. Garments and apparel are highly time-sensitive 
products. Most packaged food i s  distributed by retail chains using efficient customer 
response requiring reliable deliveries too. High transport and handling costs are a key 
impediment to trade for most raw  materials and commodities such as chemicals, 
fertilizers, grain and petroleum products. 

Data o n  freight revenue shows a similar pattern. Freight revenue o f  Moldovan 

8.29 Over four-fifths o f  
Moldova’s exports and two- 
thirds o f  i t s  imports comprise 

8.6). The share o f  time- CIS 25 33 28 31 34 30 

Table 8.6 Sensitivity of Trade to Transport Cost and Time 
1995 1997 1999 2000 2001 2002 

time sensitive goods (Table Exports (percent Of total exports) 
Cost Sensitive 

sensitive trade has risen Non-CIS 5 3 3 2 1 1 
since 1995. Time-sensitive Time Sensitive’ 
trade especially with non- 
CIS countries, which i s  

CIS 38 36 27 27 27 25 
33 27 43 39 38 42 Non-CIS 

mainly trade with EU and 
EU Accession countries, has 
risen dramatically and this CIS 47 35 32 24 25 25 

Non-CIS 8 11 16 20 13 12 trend i s  l ikely to continue. 
Similar phenomenon has also CIS 20 15 9 9 13 14 
taken place in other South Non-CIS 24 39 42 47 49 50 
European countries. I t  also 

Imports (percent o f  total imports) 
Cost Sensitive 

Time Sensitive ‘ 
Alcoholic beverages 

b/ Apparel, manufactures, food, other 
c/ Energy, chemicals, fertilizers 
d/ Food, manufactures, machinery, other 
Source: UN Comtrade database. 

that the problems in 
western trade are different 

59 Planconsult (2002) TTFSE Interim report analyzed border crossing times o f  road-based import and export between the 
capitals o f  SEE countries and cities such as Rome, Berlin, Istanbul, Belgrade, Ljubljana. 
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from those in CIS trade. Border delays or time-consuming documentary practices 
severely affect the trade o f  such items. It makes imported items unnecessarily costly, 
forces f i r m s  to run inventories at a much higher level than in competitor countries, and 
hampers the competitiveness o f  Moldovan exporters selling goods that face intense 
competition from other low-cost 

Table 8.7 Estimated Freight Revenue in Foreign Trade countries. 
8.30 Based on AITA (Millions o f  US$) 

Import Export Total statistics on the movements o f  
i t s  member f irms' vehicles in Road freight (AITA) 8.5 6.7 15.2 
international transport, the Rail freight CFM (excl. transit) 12.3 14.8 27.1 

done using indicative freights Domestic distribution of trade 10 5 13 
for each trade. AITA members' carriers 31.3 27 58.3 

combined revenue i s  estimated 
at million. Fifty-seven Estimated foreign road carriers 15 15 30 

Estimated foreign rail carriers 30 6 36 percent or US$15.2 mil l ion o f  
this was generated in Moldovan 

45.5 21.5 67 imports and exports, while the 

Transport costs total (2002) 76.8 48.5 125.3 remainder was generated in 
traffic between third countries. 
According to the estimate in Value of trade in (2002, est.) 1100 710 1810 
Table 8.7, the total transport 
cost for Moldovan imports and 
exports was around US$125 percent 7.0 6.8 6.9 

million in 2002, or 6.9 percent 
o f  the estimated trade volume in 2002. This comprises freight costs only. The comparable 
figure for EU Accession countries i s  between 4 to 5 percent. 

8.3 1 Idle time spent while crossing the Moldovan border i s  a considerable burden that 
raises the total transport costs o f  trade. Reducing border-crossing time to 3 hours per truck 
- the average in neighboring countries according to recent TTFSE data - could reduce the 
total freight cost by approximately US$20 mil l ion per year. T h i s  value i s  arrived at using 
the data on trucks that crossed Moldova's borders in 2002 and the estimated average 
waiting times reported in a number o f  surveys. 

following calculation can be Estimated Air Moldova 0.5 0.5 1 

Estimated foreign airlines 0.5 0.5 1 
foreign carriers 

Transport cost of trade in 

Source: AITA, CFM, AirMoldova and UN Comtrade database. 

8.32 Apart from pure 
transport costs (freight), 
logistics costs comprise a 
large group o f  direct and 
indirect costs (see Table 
8.8)." Logistics management 
i s  a trade-off between a 
number o f  purchasing, 
production, distribution and 
marketing considerations. 
Integration o f  logistics 
activities between suppliers 

Table 8.8 A Typology o f  Total Direct and Indirect 
Logistics Costs 

Direct Logistics Costs Indirect Logistics Costs 
Overhead or Inventorv carrvinr! costs Cost of lost sales 

- I  

Altemative Value oftime 
costs Operational I T  costs 

Function- Transport cost (freight) 
related Cargo handling 

Warehouse/storage 
Fairway fees 
Documentation 
Telecommunications 

Customer Service level 
costs 
Obsolescence costs 
I T  maintenance 
Packaging 
I T  costs (personnel) 
Cost of Capital in 
logistics 

equipment 
Administration 

6o In EU countries, measurable logistics costs in manufacturing are usually less than 10 percent o f  sales. Freight i s  usually 
only 1/3 o f  these costs. For high-valued merchandise, such as electronic equipment, freight costs may be one percent o f  
sales or less, whereas other logistics costs are more significant. For low-valued commodities transported over long 
distances, freight alone can make 50 percent or more o f  the sales price. 
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and buyers, and shortening the response time from customer orders to deliveries along the 
chain i s  often called Supply Chain Management. 

8.33 
o f  direct and indirect costs (see Table 8.8).61 Logistics management i s  a trade-off between 
a number o f  purchasing, production, distribution and marketing considerations. 
Integration o f  logistics activities between suppliers and buyers, and shortening the 
response time from customer orders to deliveries along the chain i s  often called Supply 
Chain Management. 

8.34 In Moldova, costs for documentation with trade and transport officials could add 
up to 2 to 3 percentage units o f  the trade value. In EU countries, this figure i s  on average 
less than one percent, albeit counted from trade with higher value and volume. 

8.35 
caused by telecommunications, IT and administrative processes in makmg trade work. In 
EU countries, these account usually one to two percent o f  trade value. They are mostly 
indirect costs, which may be counted in various ways. Based on survey evidence from 
Moldovan firms, administrative logistics costs - such as working time o f  paperwork 
needed to organize for trade and transport -- correspond to 2 percent in imports and at 
least 3 percent in exports. 

8.36 
o f  goods value, and for manufactured packed items it i s  usually 2 to 3 percent. These 
values used for Moldova are slightly higher than in more developed countries. 

8.37 Inventory carrying costs in traded items depend on the level o f  inventory and the 
inventory turn-around cycle. These are both affected by the interest rate. In Moldova, the 
real lending rate has averaged around 17.4 percent. Precise data on inventory levels or 
inventory turn-around times were not available but other studies suggest that these are 
two to five times higher than in the US6* A conservative estimate assumes that 
inventory i s  at least two month's worth o f  trade or work-in-process. This would mean 
that the tied-up capital i s  around US$150 mil l ion in imports and US$lOO mil l ion in 
exports. Using the average real lending rate, this would relate to US$26 mill ion in 
imports and US$17 mill ion in exports. 

Apart from pure transport costs (freight), logistics costs comprise a large group 

Administrative logistics costs by shippers, that i s  by exporters or importers, are 

Inventory handling costs in low-valued commodities i s  usually at 3 to 5 percent 

63 

" In EU countries, measurable logistics costs in manufacturing are usually less than 10 percent of sales. Freight i s  usually 
only 113 o f  these costs. For high-valued merchandise, such as electronic equipment, freight costs may be one percent of 
sales or less, whereas other logistics costs are more significant. For low-valued commodities transported over long 
distances, freight alone can make 50 percent or more of the sales price. 

for Competitiveness and Growth'. WPS No. 2552. Washington, DC: World Bank, 2001. 
63 There are many reasons for f i r m s  to keep high inventories, including speculation on product prices or exchange rates, 
high minimum or economical order sizes for a small market, and preparation for sudden changes in customs regulations. In 
this calculation, it i s  estimated that 30 percent o f  excessive inventory carrying cost could be reduced through more reliable 
trade practices and transport arrangements. As an order of magnitude, this gives for imports 0.3 x US$26 million = US$8 
million, and for exports 0.3 x U S 1 7  million = US$5 million. 

See, for example, J.L. Gausch and J. Kogan, 'Inventories in Developing Countries: Levels and Determinants-A Red Flag 
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8.38 Finally, 
unoficial payments in 
trade need to be 
counted in. Survey 
evidence on unofficial 
payments related to 
transport tends to vary a 
great deal. These can be 
around 5 to 20 percent 
o f  freights, which 
would put the absolute 
figure at approximately 
US$5 to US$20 mill ion 
per annum using the 
estimate in Table 8.9. 
This figure seems low, 
and when put in relation 
to trade volume, would 
represent one percent o f  
the value o f  total trade. 
However, even this 
f igure i s  significant, 
when compared to 
average tariffs in EU 
countries. 

8.39 Logistics costs 
o f  Moldovan trade, 
estimated at US$276 
million, or 15.2 percent 

Table 8.9 
T r a d e  
(US$ millions) 

Estimated Logistics Costs in M o l d o v a n  Foreign 

Import Export Total 
Estimated value o f  trade in 2002 
Transport costs total (2002) 
Transport cost of trade in percent 

Other logistics costs 
Documentation a 

Administration by shippers 
Inventory handling costs 
Inventory carrying costs 
Unofficial payments (estimate) 
Other logistics costs total 
Other logistics costs of trade in percent 

Freight and other logistics costs total 
Total logistics costs of trade in 
percent 

Total logistics cost o f  trade, percent o f  
GDP 
Total domestic logistics cost, 5 percent 
o f  GDP 
Moldova’s total logistics costs 
Moldova’s total logistics costs, YO of 

1,100 
77 
7.0 

18 
18 
36 
8 
5 

85 
9.4 

162 

14.7 

71 0 
48 
6.8 

17 
17 
17 
5 

10 
66 

11.0 

114 

16.1 

1,810 
125 
6.9 

35 
35 
53 
43 
15 

181 
10.0 

276 

15.2 

17.2 

80 
356 

- 
GDP 22.2 
a 2 percent of imports and 3 percent o f  exports. 

2 percent of  imports and 3 percent of  exports. 
4 percent of  imports and 3 percent of exports. 

Source: Author’s estimates. 

o f  trade in 2002, constitute a substantial barrier to trade (Table 8.9). These costs should 
be 5 percentage points lower to meet the level o f  EU Accession countries, and to make 
Moldova more competitive. 

8.40 In 2000, the transport sector accounted for 8 percent o f  Moldovan GDP. 
Domestic, non-trade related logistics costs account for 4 to 6 percent o f  GDP in 
developed countries, but they can be substantially higher in developing countries. Own 
account transport i s  widely used due to the small land area o f  the country, low- 
performing transport markets, small transport volumes and the overall poor condition o f  
the transport infrastructure. Thus, the value o f  domestic goods transport i s  not readily 
available in statistics. A conservative estimate o f  domestic logistics costs in Moldova i s  
US$80 mil l ion in 2002, or 5 percent o f  GDP (Table 8.8). 

8.41 With costs for domestic logistics, the total logistics cost in Moldova amounts to 
US$356 million, or 22.2 percent o f  GDP in 2002, which i s  the highest figure in Europe. 
Total logistics costs in EU and EU accession countries are in the range o f  10 to 16 
percent, and in Mexico, Brazil and China between 15 to 17 percent o f  GDP.64 In 
Moldova’s neighboring countries, the corresponding figure i s  between 15 and 20 percent. 

64 See Donald Bowersox et al., 2lst Centurv Logistics: Making Suuolv Chain Intemation Reality, Council o f  Logistics 
Management, Oak Brooks: IL., 1999, and European Logistics Association, Insight to Imuact, Brussels 2001. 
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Moldova’s high logistics costs are matched by those in most Central Asian and South 
Caucasus countries, where the share i s  generally between 20 and 25 percent o f  GDP. 

8.42 Logistics costs cannot be brought down to zero, but over US$70 mil l ion could be 
saved through more business friendly government policies and more efficient logistics. If, 
for example, the Government brings trade documentation and administration to the level 
found in most EU accession countries, logistics costs o f  f i rms could be reduced by about 
US$35 million. The more predictable trade environment would lower inventory-carrying 
costs by over US$lO million, even when unofficial payments or inventory handling costs 
remain unchanged. Bringing the average border crossing time to 3 hours - as i s  the case 
in many neighboring countries -- would save at least US$20 mil l ion in waiting time costs 
alone. More efficient operations and increased competition in rai l  and road transport 
could lower the total transport costs by 20 percent, equivalent to US$25 million. 

8.43 These actions would bring the total logistics costs o f  trade down to 12.4 percent 
o f  trade value, and the country’s total logistics costs (including domestic logistics) down 
to 18.7 percent o f  GDP. This would dramatically improve the competitiveness o f  
Moldovan f i rms,  enabling them to create jobs and wealth through the skilled but low cost 
labor and Moldova’s excellent location. I t  would also make Moldova a tempting location 
for foreign f i r m s  to establish mechanical or electronics assembly units, which are now 
practically absent. 

8.44 
times that in benefits for road users. In Moldova, given i t s  poor infrastructure and its high 
potential for trade and traffic, these savings are likely to be higher than that. To fully 
capitalize on i t s  trade potential, and to improve mobility o f  people and goods inside the 
country, Moldova needs substantial improvement in road and rai l  infrastructure. 
Development o f  warehouse and cold storage facilities i s  also needed to facilitate market 
access o f  agricultural producers. Bringing trade and border crossing practices at par with 
EU accession countries, improving the efficiency o f  the transport sector, and rapidly 
reducing the severe backlog o f  infrastructure investment, Moldova could assume i t s  
proper trade location on the edge o f  EU. 

In most developing countries, investing US$1 in road infrastructure brings three 
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CHAPTER 9. FINANCIAL SERVICES: LIMITED ACCESS 
AND HIGH COSTS 

The limited 
availability and 
high cost of 
financial 
services is an 
important 
constraint to the 
development of 
international 
trade. 

The banking 
sector dominates 
Moldova’s small 
financial sector. 

Access to 
finance is a 
considerable 
impediment to 
business 
development. 

Lending and 
deposit interest 
rates have been 
falling steadily, 
but still remain 
much higher 
than in other 
Central and 
Eastern 
European 
countries. 

INTRODUCTION 

9.1 
services are especially important for the facilitation o f  international trade, where there i s  a 
need for various services and instruments to increase speed and certainty in payments 
across international borders and in different currencies. Insofar as these financial 
services have limited availability and are costly, as i s  the case in Moldova, they become 
important constraints for the development o f  international trade. This chapter will briefly 
describe and analyze the performance o f  Moldova’s financial sector, with special 
emphasis on how structural and regulatory impediments in this sector affect the provision 
o f  financial services required for international trade. 

9.2 
financial sector. Capital markets, contractual savings and specialized financial institutions 
are non-existent, inactive or very small. The overall depth o f  bank intermediation 
activity, as measured by the ratio o f  total banking sector assets to GDP i s  st i l l  quite low. 
At end-2003, the total assets o f  the whole banlung sector in Moldova were less than 
US$778 mil l ion (about 38 percent o f  GDP). The success o f  the banking system in 
providing financial services to households and business -- in the form o f  payment 
services and savings vehicles - as measured by their capacity to attract deposits, i s  also 
low. Total banking sector deposits in Moldova were about US$436 mil l ion at end-2003 
(about 2 1 percent o f  GDP). While the banking sector has grown considerably since the 
regional financial crisis, it remains small in comparison with Central and Eastern 
European economies. For example, the average size o f  the financial sector in the new EU 
members i s  about twice as large as Moldova’s (assets and deposits o f  around 64 and 39 
percent o f  GDP, respectively). 

9.3 
i s  a considerable impediment to business de~e lopmen t .~~  The capacity o f  banks to 
appraise the creditworthiness o f  clients i s  s t i l l  developing and as a result, banks are 
generally credit risk adverse. The dearth o f  medium to long term credit i s  not only due to 
the high funding risk, but also because such credits effectively reduce the capacity o f  
bank to restructure their balance sheets when circumstances change. A legal framework 
that clearly establishes the rights, responsibilities and liabilities o f  the parties to financial 
transactions and which provides a means to enforce legal obligations and claims 
efficiently i s  a key ingredient o f  a stable and robust financial system. 

9.4 Nominal lending and deposit rates in lei have been falling progressively since 
1998. The lending interest rate for credit in le i  has fallen from 35.3 percent at end-1999 
to 19.4 in December 2003. Rates on l e i  deposit have fallen from 27.8 to14.20 percent 
over the same period.66 With the lending rate falling at a faster rate than the deposit rate, 
the lei spread has fallen progressively since the beginning o f  200 1, declining to 520 basis 
points at the end o f  2003. Except for a brief period in 200 1, the spread in lei has 
consistently remained below the spread in foreign currency. The significant reduction in 
inflation and macroeconomic volatility has reduced spreads in all transition countries. 

Financial services are essential for the functioning o f  a modem economy. Such 

As in most transition countries, the banking sector in Moldova dominates the 

Almost al l  business surveys carried out for Moldova show that access to finance 

65 The BEEPS I1 survey showed that 69 percent of interviewed enterprises use their own funds to finance their investment 
and working capital needs. 
66 Expost real interest have followed a similar pattem. Rates tumed positive at the beginning of 2001 and remained around 
10 percent until the end of 2003 when they declined to the 5 percent level. 
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Reducing the 
number of small 
banks w i l l  
create a 
healthier 
banking system 
capable of 
providing 
efficient, better 
and cheaper 
financial 
services. 

Foreign banks, 
particularly 
western banks, 
have been vely 
hesitant to invest 
in Moldova. 
Increasing the 
number of 
foreign banks 
operating in 
Moldova would 
be desirable. 

Banks are 
authorized to 
lend foreign 
currency only to 
importers. This 
restriction 
increases 
banking sector 
risks and 
reduces the 
competitiveness 
of Moldovan 
exporters. 

The average spread in Central and Eastern Europe, including the Baltics, has fallen to less 
than 3.5 percent. While average spreads in the other CIS countries have also fallen, they 
s t i l l  remain high - close to 10 percent at end 2003. 

9.5 There has been considerable consolidation in Moldova’s banking sector over the 
last few years with the total number o f  banks falling from 23 at the end o f  1998 to 16 at 
end 2003. The banking sector i s  fairly concentrated with the 5 largest banks having 7 1 
percent o f  the sector total assets, leaving 11 banks to share the remaining 29 percent. As 
the concept o f  economies o f  scale also applies to banks, the sizable number o f  small and 
very small banks suggests large inefficiencies and high costs. To attract and keep 
household deposits, small banks must keep depositors well compensated and this affects 
the average cost o f  funding in the banking system. These small banks also have neither a 
diversified business base nor sufficient capital, making them more vulnerable to 
unexpected shocks or market changes. The NBM i s  aware o f  the need to increase the 
capital o f  these smaller banks and has periodically increased the minimum capital 
requirement. Reducing the number o f  small banks further will be an important part o f  
creating a banking sector that i s  healthier and more capable o f  providing efficient, better 
and cheaper financial services to the economy. 

9.6 
most o f  which are private investors or investment companies. Only in two cases are the 
majority shareholder a foreign bank (from Russia and Romania). Several reasons may 
explain the hesitance o f  foreign banks, particularly western banks, from any involvement 
with Moldova: i t s  main international trade relations are with the CIS countries, and the 
interface with the western economies i s  very limited; it i s  a small economy with a low 
degree o f  financial depth and sophistication; very few international companies have 
economic activities in Moldova; several government and NBM restrictions and 
regulations affect the performance o f  the banking sector; and, no means are available to 
protect investments by owners in the capital o f  banks made in foreign currency from 
losing their value in the event o f  exchange rate volatility. 

9.7 The introduction o f  foreign banks into the Moldovan bankmg sector i s  highly 
desirable. A recent survey o f  case studies and a cross-sectional econometric analysis 
finds that the presence o f  foreign banks exerts competitive pressure on local banks and 
that there i s  a significant decline in their overhead costs following the entry o f  foreign 
banks. In addition, foreign banks can offer importers and exporters the services o f  their 
international networks and often bring new financial products to the market. A 
methodology for enabling foreign banks to operate with protection for the value o f  their 
foreign exchange investment in capital may be a f irst step towards facilitating the activity 
o f  foreign banks in Moldova (as subsidiaries, branches or partners in local banks). 

REGULATORY IMPEDIMENTS 

9.8 
currency. At present, Banks are authorized to lend foreign currency only to  importer^.^^ 
They are forbidden from lending in foreign currency to exporters to finance local 
expenditures. This restriction runs contrary to the reality o f  lending risks. From the r isk  
aspect, exporters with expected foreign exchange revenue are the safest foreign exchange 
borrowers. With limited resources for local currency lending and excess resources for 
foreign exchange lending, the restrictions on foreign exchange loans to exporters increase 

Ten o f  the 16 banks in Moldova are majority-owned by foreign shareholders, 

The fear o f  dollarization has led the regulations limiting lending in foreign 

‘’ Banks are also authorized to lend in foreign currency to other banks and, for a number narrow range o f  activities, to 
individuals and legal entities (Le., education, medical treatment, etc.). 
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Fiscal agent 
responsibilities 
imposed on 
banks are 
incompatible 
with banking 
business and 
impose 
signifcant costs 
on banks and 
their clients. 

The cost of 
financial 
sewices to 
exporters can 
be halved from 
current levels. 

the banks’ risks. They also make credit much more expensive to the exporters. They are 
required to pay for local currency loans above 20 percent annual interest, against an 
interest rate below 10 percent for Dollar loans, with inflation estimated at 4-5 percent 
annually. 

9.9 Banks are required to process all transactions in local currencies. Dollar 
transactions between Moldovan entities (such as an exporter and his suppliers) require the 
payer to f i rst  exchange h i s  dollars into local currency, then the local currency i s  
transferred to the other party who then has to exchange it back into dollars. Such 
transactions are a burden to f i rms,  but more important, costs substantial charges, and 
carry exchange rate risk to the exporters. 

9.10 
not with the scope o f  banking, if not incompatible with banking business. Among the 
fiscal agent responsibilities imposed on banks are the control over repatriation o f  export 
proceeds.68 As noted in Chapter 3, exporters are required to receive their export earnings 
within a limit period, set differently for different types o f  exports. Delays are fined at 0.3 
percent for each day, or a rate o f  more than 100 percent ann~ally.~’ It seems that, at the 
rate o f  interest on loans, it i s  in the exporters’ interest to repatriate their export revenue as 
early as possible. On the other hand, all o f  these requirement cannot and will not prevent 
those that have interest in sending funds abroad from doing it (there are many ways to 
send funds abroad; declaring export values and failing to repatriate export revenue i s  not 
one o f  them). Wh i le  double punishing exporters, these regulations are also a costly 
burden for the banks that are required to monitor all transactions and report in detail to 
the authorities. Eliminating these regulations will save exporters a lot o f  administrative 
hassle and double punishment, while also saving the commercial banks and NBM the 
significant costs o f  monitoring, recording and reporting the related data. 

9.1 1 
halved from the current level. Allowing foreign exchange loans to exporters will 
immediately cut real interest rates for exporters by half. The elimination o f  back and forth 
conversion between currencies for transactions with Moldovan suppliers will 
substantially cut non-interest costs. While such reduction in financial services costs will 
provide significant benefits to exporters, they can be achieved, without causing major 
problems to the health o f  the banking sector, only if the proper adjustments are made in 
the financial sector. These include streamlining the sector by substantially reducing the 
number o f  banks; and eliminating all restrictions on lending, transferring and holding o f  
foreign currency. 

BANKING SERVICES FOR INTERNATIONAL TRADE AND EXPORT 
PRODUCTION 

Commercial banks in Moldova are charged with various functions that are clearly 

A rough estimate suggests that the costs o f  financial services to exporters can be 

Letters of Credit 

9.12 
credits (LCs), Confirmation o f  LCs, quick and low cost facilities for international 
transfers o f  funds, exchanging from one currency to another, and a variety o f  guaranties. 
Moldova banks provide limited services due to their small size and lack o f  international 
reputation. For example, Western European banks will confirm LCs opened by Moldovan 
banks only against 100 percent deposit by the Moldovan bank. This problem was solved 

Exports and imports require specialized banking services, such as letters o f  

The Law on Controls on the Repatriation o f  Funds, Goods and Services (No. 1466-XIII, January 29,1998). 
69 There are certain exemptions to this law and the maximum amount of the fine can not exceed the value o f  the non- 
repatriated funds. 
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The small size 
and lack of 
international 
reputation 
reduces the use 
of specialized 
banking 
services, such 
as letters of 
credit. 

Leasing is at a 
disadvantage 
due to several 
laws and 
regulations that 
prevent its 
development. 

Insurance 
activity in 
Moldova is 
miniscule and is 
incapable of 
providing 
insurance to 
foreign trade 
activities. 

for 3 banks by a guaranty facility provided by European Bank for Reconstruction and 
Development (EBRD). The EBRD scheme, operating in many CIS countries, will 
guaranty LCs issued by one o f  the 3 participating local banks to a foreign bank, with 
exposure limits o f  U S  $2-2.5 mi l l ion per participating bank. Whi le this facility solves the 
problem for 3 banks and for l imited amounts, the problem remains unsolved for the other 
13 banks. With time, and increased demand, the exposure limits per bank may also limit 
the systems abil ity to support imports f rom Westem Europe, where LCs and 
confirmations are the way international trade i s  done. 

9.13 However, i t seems that importers f rom CIS countries are unable to use LCs as 
means o f  guaranteeing import orders until the goods are received. In many cases, CIS 
exporters demand full payment in advance for equipment and industrial products whereas 
Moldovan exporters are required to send their products and then wait for payments. In 
general, Moldovans face these problems in their trade with CIS countries. They are 
required to pay for imports in advance while receiving the revenue for their exports after 
shipments arrive at their destination, a l l  without the benefit o f  quick settlement and 
guarantied payments provided by LCs. 

Leasing 

9.14 In many developing countries, leasing i s  a popular financing method for 
emerging businesses. In leasing, the lessee i s  paying a small percentage o f  the cost o f  the 
equipment, whereas the lessor i s  financing most o f  the cost (usually 75 -90 percent) 
whi le holding the title to the leased equipment. In Moldova, leasing i s  at a disadvantage 
due to several laws and regulations that prevent i t s  development. 

9.15 Whi le interest paid o n  loans from banks carries n o  tax, the interest component in 
leasing installment payments carry VAT taxation. Further more, lessee i s  required to 
deduct 5 percent o f  each payment to the leasing company as tax advance and pay that 
amount to  the tax authorities. Such tax procedure does not  exist for payment o f  interest 
to banks and puts leasing at a disadvantage. 

9.16 
It relates to motor vehicles. The Moldovan authorities register motor vehicle owners. 
There i s  n o  abil ity to register a l ien in favor o f  a financial institution, as common in al l  
developed countries. Such a l ien allows the authorities to ho ld  legal owners responsible 
for  any i l legal conduct and traffic violation by the vehicle whi le demanding consent or 
waiver by the l ien holder before registering a transfer o f  title. In Moldova, to protect 
their rights, leasing companies and/or banks, financing the vehicle have to register them 
in their name, exposing themselves to owners’ legal responsibilities. 

9.17 T o  facilitate leasing, VAT status o f  lessors should be adjusted to be the same as 
for banks. The motor vehicle registration system should be adjusted to allow registration 
o f  liens for the benefit o f  leasing companies and other providers o f  funds for the 
procurement o f  motor vehicles. 

Insurance 

Another important facilitating mechanism for leasing i s  also missing in Moldova. 

9.18 The Insurance industry in Moldova suffers f rom too many companies with too 
small capital and/or expertise to offer effective services. The industry has 55 licensed 
insurance companies, o f  which 49 are actually active. At present, the minimum capital 
for  the registration and obtaining a license for an insurance company i s  MDL 300,000, or 
about U S  $20,000. The total insurance activity i s  miniscule - total premium revenue for 
the whole year 2002 was U S  $17.1 mill ion. The industry structure calls for immediate 
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change - one company, QBE, with foreign partial ownership (foreign ownership in 
insurance companies i s  limited to 49 percent by law), has 30 percent market share. The 4 
largest companies have a market share o f  64 percent. The other 45 companies share 36 
percent o f  the market, or annual total premium revenue o f  U S  $6.1 million. While there 
i s  a new insurance law in preparation, i t i s  not clear if it will be drastic enough to enable 
the emergence o f  a healthy insurance industry, that will be able to provide professional 
and reasonably priced insurance services to the private sector in general and to export and 
other foreign trade activities in particular. 

9.19 Exporters to the CIS countries almost never insure their shipments. Instead, as 
indicated by a number o f  exporters, they send a group o f  guards with every shipment. 
Their main claim i s  that total loss i s  rare; on the other hand, most shipments suffer from 
some o f  the merchandise being stolen on the way. Such losses are caused by border 
officials at the different borders and by others, and are very difficult to prove and claim 
from insurance. I t  is, however, clear that this solution i s  short-term, as long as low wages 
and high unemployment makes the guards available at low cost. A better performing 
insurance industry may be useful in the move from physical protection to the insurance o f  
shipments. 

Foreign Trade Receivables Insurance 

9.20 
exporters the benefit o f  insuring export receipts. Such insurance i s  offered against 
commercial and political risks, partly by privately owned insurance companies and partly 
by parastatals. In Moldova, such insurance i s  not available. In many developed 
economies, the export insurance facilities are intended to support exports by local 
companies to developing countries. This support, when provided beyond what would be 
economically rational, i s  considered assistance to both the local exporters and the 
developing countries. Other countries, less developed and unable to support such hidden 
subsidies, offer export insurance on a rational basis. In the case o f  Moldova, due to the 
reluctance o f  CIS importers to provide LCs and other guaranties, the service o f  export 
insurance facility may be beneficial. However, the feasibility o f  such service, and how to 
create it, should be carefully evaluated before reaching any decision. 

Many countries, both developed economies and developing economies, offer 

CONCLUSIONS 

9.21 
the private sector, in general, and the foreign-trade related business activities with 
efficient and reasonably priced services. This i s  due to the limited financial activity and 
large number o f  small institutions, as well as to the large number o f  regulations, 
prohibitions and limitations placed by the authorities. While there are limitations to the 
variety and quality o f  financial services in small economies such as Moldova, substantial 
improvement can be accomplished in a few years by following some o f  the 
recommendations discussed above. 

The banking sector and other financial services in Moldova are unable to provide 
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1. Introduction 

The fresh and canned fruit and vegetable industry contributes to about 15 percent o f  agricultural 
exports in Moldova, and provides a significant contribution to employment in rural areas, with an 
estimated 70,000 individuals employed directly or indirectly in fruit production whilst over 150,000 
are employed in vegetable production, representing 13 and 30 percent o f  the total agricultural 
workforce respectively. Since independence in 1991 , Moldova's fruit and vegetable sector has 
performed poorly with declines in production, productivity and exports, despite favourable climatic 
conditions. The production o f  f ru i ts  and berries in 2001 amounted to about 3 17 thousand tons, 
whilst an average o f  700-800 thousand tons o f  vegetables are annually produced in the Republic. 
During the past decade the total area under vegetables in Moldova has seen a decrease o f  over 30 
percent', whilst output levels have seen an even more dramatic decline from over 1.2 mil l ion tons in 
199 1 to about 690 thousand tons in 20002. This decline was due in part to the farm restructuring 
process, withdrawal o f  Government subsidies to the sector, and the relative price changes to inputs 
following independence which saw a dramatic reduction o f  agricultural inputs, and an associated 
fall in productivity. Figure 1 highlights overall production in the fruit and vegetable sectors over the 
past 4 years. 

1 Figure 1: Production of Fruit and Vegetables in Moldova 
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Although vegetables are grown throughout Moldova, the main production areas are located around 
the two major r ivers o f  the Prut -which r u n s  along the country's Western border with Romania, and 
the Nistru, which flows in the East. The major vegetables grown include potatoes, onions, 
cabbages, cucumbers and carrots. I t  i s  estimated that about 30 percent o f  vegetables grown are 
produced on larger privately held agricultural enterprises whilst the remaining 70 percent i s  
scattered among small private farms and horticultural growers. Most o f  the vegetables produced in 
Moldova are for the local market, with only a small trade in fresh and frozen vegetables for export 
markets, accounting for less than 5 percent o f  total output in 200 1. The key export markets are the 
CIS and Romania. 

The fruit sector i s  dominated by apples, plums and peaches, with over 60 percent o f  the production 
found in the north o f  the country. However, the situation in the fruit sector i s  equally depressed. 
Output for fruit and berries in 2002 represents about 45 percent o f  1991 output o f  690 thousand tons 
(excluding grapes). The farm restructuring process has led to the fragmentation o f  the land holding 

' Based on official figures from the Ministry o f  Agriculture. 
Figures include potato production 
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o f  orchards, often with many producers owning a few trees within large orchards. Coupled with 
increased costs o f  inputs, and limited marketing opportunities for fresh produce (due to the limited 
ability o f  processing companies to provide prompt payment for purchased fruit), the sector has seen 
a significant decline in the area planted to orchards. The area planted to orchards has declined by a 
third from 1991 and now accounts for just over 6 percent o f  total agricultural land. 

There are a variety o f  fruits currently being grown in the country, the most important o f  which are: 
apples, prunes, apricots, and sour cherry. These h i t  produce serve as raw material for production 
o f  juice concentrate, canned products and in limited quantities for the fresh h i t  export markets in 
the CIS and Romania. Currently fresh h i t  exports account for about 8-9 percent o f  total 
production. 

2. Key Fruit and Vegetables Export Markets 

The fruit and vegetable export market can be disaggregated into the processed and fresh h i t  and 
vegetable market. The most significant export products remain canned vegetable and fruit products 
in terms o f  volume as highlighted in figure 2. For all export market segments, the CIS market, and 
in particular the Russian and Belarus markets, as well as the Romanian market continues to be the 
most important in terms o f  volume and value terms for Moldovan producers. 

1999 2000 2001 2002 

Figure 2: Comparison of  Export Volumes 

Source: External Trade Yearbooks 

Fresh h i t  production had seen a significant decline between 1998-1999, in part reflecting the 
devaluation o f  rouble during the Russian financial crisis, application o f  new EC standards by 
Romania as part o f  the accession process, as well as the continued supply side problems faced by 
producers. However, during the past 3 years, there has been a steady improvement in the quantities 
exported as supply side problems ease, and producers driven by the “agrifirma” have funds to 
rehabilitate the orchards, and export trade resuming with Russia. 

During the same period exports o f  fresh vegetable increased, albeit from an extremely depressed 
situation, spurred by politically driven trade with Belarus, often in the form o f  bartering for other 
products. The key export crops were onions, cucumbers and peppers, whilst export volumes o f  
cabbages and carrots saw a decline in volume (CAMIB, 2002). 
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2.1 CIS / Russia Markets 

The key CIS market for vegetable and particularly the h i t  sector remains the Russian market. 
Russia remains a net importer o f  fruit, and since 2000 the level o f  fruit imports have seen rapid 
recovery and are currently estimated to be at pre-1998 levels. Recent reports suggest that Russians 
consumers spend about 5 percent o f  their food budget on fruit, with average consumption o f  h i t  
per person per year estimated at 32 kg, although this figure rises in the major cities such as Moscow 
where it i s  estimated in the region o f  60 kg per person per year3. In 2002, a series o f  sample 
surveys were undertaken in the St. Petersburg and Moscow markets that indicated consumers spent 
on average between 210-250 roubles per month on h i t  and berries. 

The structure o f  market i s  likely to change in the coming years, with h i t  consumption set to 
increase in line with rises in disposal incomes, whilst demand for niche and organic products i s  also 
likely to develop. Presently the market i s  dominated by oranges, bananas and most importantly for 
Moldova, apples, as indicated in figure 3. 

Figure 3: Structure of  Imports of  Fruit into Russian 
Market 
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Source: CNFA, 2002 
The Russian market i s  prone to significant seasonal price variation for temperate h i t s  and 
vegetables, with increase in supply and subsequent decrease in prices being most pronounced 
during the months from August to October, with wholesale prices falling by upto 50 percent for 
fruits such as apples and plums during this period. Much o f  the fresh fruit and vegetable product 
exported fi-om Moldova enters the market during this peak period, and hence prices that exporters 
receive are depressed. The following figure highlights the volume o f  fresh h i t  and vegetables 
exports from Moldova into the Russian market. 

The Russian retail food sector i s  beginning to see significant change, particularly in the retailing o f  
fresh f ru i ts  and vegetables, where there i s  an increasing movement away from kiosks and traditional 
outdoor wholesale markets to well equipped modern food stores. This i s  particularly the case in the 
larger cities o f  Moscow, St. Petersburg, Nizhniy Novgorod, and Yekateringburg, where consumers 
are spending more on better quality food products. 

These figures are considerably less than the average per capita consumption in middle income countries 
estimated to be in the region o f  161 kg per capita per year, and significantly less than the 216 kg per capita per year consumed in high 
income counties. 
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Moldovan fresh fruits and vegetables are not currently sold through retail chains due to their poor 
quality, and bad packaging. Frozen products are often sold unbranded in the market, and frequently 
in bulk form for subsequent re-packaging by wholesalers into retail packs. Their reputation earned 
during the time o f  the USSR has seen a significant erosion, as Moldovan produce’s appearance, 
calibration, and packaging are well below the standards o f  competing product from other countries 
such Georgia, and Poland. In addition, many o f  the fresh fmit and vegetable varieties offered in the 
market, remain essentially unchanged from product produced in the mid to late 198Os, with few 
early or late varieties being developed. Thus Moldovan fresh h i t  and vegetable produce are often 
brought to the main Moscow wholesale market where they are purchased by re-sellers that retail the 
products in hosks. With significant competition in the sector, as highlighted in the apple sector, 
where Moldova currently comprises 3 percent o f  the market, advance payment i s  not provided by 
buyers, and often payments are delayed until wholesalers are able to se l l  their product to the 
retailers. 

Figure 4: Fresh Fruit and Vegetable Exports to Russia 
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Source: Customs Department of Moldova, 2003 

With problems o f  supply, poor quality, and increased competition from suppliers outside the region 
being able to provide low cost and more uniform quality products, Moldovan exporters have seen 
significant decreases in market share in the Russian market. Thus the results have been a 4.5 
percent decrease in quantity supplied to the apple market during 200 1, as competition from 
Georgia, Belgium and Germany has increased, whilst there has been over a 40 percent decrease in 
peach and nectarine exports during the period 2000 - 2002. 

2.2 European Market 

The European fruit and vegetable markets have seen a process o f  retail concentration over the past 
ten years driven by supermarkets. Whereas imported fruit and vegetables were previously 
channelled primarily through wholesale markets, the largest retailers now control over 60 percent o f  
fresh produce imports in some EU markets. These supermarkets often do not compete directly with 
low price outlets but compete with each other on attributes such as quality, year-round availability, 
presentation, product range, and packaging4. They often make stringent demands on security o f  
delivery, which Moldovan producers have up to now been unable to meet. However, changes in 
dietary habits stemming from increased health awareness, together with demand for convenience 
foods, have accelerated the consumption o f  fresh fruit and vegetables and the market i s  set to 

T h i s  does not mean that price i s  unimportant. Consumers are sensitive to pricing points, and the margins o f  suppliers are constantly 
under pressure. 
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increase in value and volume terms for the foreseeable future. With stringent demands on quality 
and security o f  supply, Moldovan producers have made only limited progress in penetrating these 
European markets, as indicated in figure 5 for the case o f  fresh h i t  exports. 

Prospects for Moldova to penetrate the European market for fruit and vegetables needs to be 
assessed in the light o f  two key on-going processes: (i) the accession process to the EU both in the 
present round and beyond, and (ii) the rapidly escalating technical barriers to trade in food products 
arising from the progressive tightening in areas such as phyto-sanitary controls (notably minimum 
residue levels - MRLs’), requirements on environmentally-friendly packaging and demands for 
good agricultural practice (EUREPGAP). 

I Figure 5: European Fresh Fruit Exports by Value (US$) 
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Source: Department of Customs, Moldova, 2003 

With the accession process proceeding, the European market i s  dividing from the extemal 
suppliers’ point o f  view into three zones: 

The larger countries o f  Western Europe (notably UK, France and Germany) which are setting 
the pace in the application o f  the new quality and food safety standards. An overwhelming part 
o f  the fruit and vegetables market (up to 80 per cent) i s  in the hands o f  a small number o f  
supermarket chains which are progressively reducing the number o f  their favoured suppliers. 
Accessing these chains i s  already very difficult and likely to prove impossible for Moldovan 
suppliers in the absence o f  FDI, to improve quality, invest in cold chains and have access to 
buyers in these markets. 

The remaining countries o f  the current EU, which are dragging their feet on application o f  the 
technical standards and are at present more accessible for new suppliers, but are l ikely to start 
progressively applying the new standards in the coming years; and 

The accession countries which are themselves unlikely to apply the new standards in the 
foreseeable future but which may well impose these standards on external competitors as a non- 

Although this i s  presently not a significant issue as many smallholer producers can not afford pesticides, i t  is increasingly likely to 
become problematic as larger commercial operations develop. 
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tariff barrier to trade. This factor i s  likely to prove a problem for Moldovan suppliers who may 
be excluded on the basis o f  technical standards theoretically applied in the EU but not in fact 
adopted in accession and other neighbouring countries. 

To enter the fresh vegetable and fruit markets in Europe producers, retailers often demand that 
exports meet EUREPGAP requirements. GAP stands for ‘Good Agricultural Practice‘, a minimum 
production standard for a good agricultural practice for horticultural products and i s  based on the 
principals o f  risk prevention, risk analysis (among others by using principles o f  HACCP), 
sustainable agriculture by means o f  Integrated Pest Management (IPM) and Integrated Crop 
Management (ICM). To obtain the certificate enterprises have to meet the requirements o f  the 
EUREPGAP Control Points and Compliance Criteria, and need to obtain certification from an 
accredited firm. These requirements have further hampered the development o f  the fresh fruit and 
vegetable imports into the EU6 

2.3 Accession countries to the European Union 

The key accession country for Moldovan fruit and vegetable exports continues to be Romania. 
However, Romania i s  i t se l f  a significant producer o f  fresh fruit and vegetables - it i s  ranked as the 
1 lth largest European fruit producer. Therefore export opportunities remain limited - for instance 
imports account for only 12 percent o f  the fresh fruit market. Within this sector, the apple market 
holds considerable opportunity for importers, with apples contributing to more than half o f  total 
fruit consumption person. Despite i t s  location, and favourable access to the market, Moldova 
exports account for only 3 percent o f  apple imports. 

Much o f  the product exported from Moldova finds i t s  way to the Burcharest Wholesale Market, 
which i s  the second largest wholesale market in Central and Eastern Europe. With much o f  the 
fresh product competing during the peak harvesting season, during June to October, Moldovan 
products often compete with higher quality similar priced products from Hungary and other CEE 
countries. In addition, produce from local growers are progressively increasing in quality, supported 
by incentives’ provided by the EU as part o f  the accession process. 

Much o f  the fresh h i t  and vegetable exports to the market from Moldova are in the form o f  bulk 
product, often uncalibrated and o f  poor quality. With poor political relations with Romania, 
Moldovan exporters are increasing facing higher standards requirements (as the process o f  EC 
accession gains momentum) on many products. For instance in late 2002, Romania introduced 
higher quality standards for onions, in addition to changes in requirements for packaging and 
labelling. Those fruit and vegetable exporters interviewed as part o f  the study suspected that 
Romanian producers were not liable for the same high standards. Thus there i s  a suggestion that 
they are protecting this market, and using higher EC standards, which on the whole are not 
applicable to their own producers, as a form o f  a non-tariff barrier to trade. 

3. Supply Side Issues 

Prior to the land reform process (which took place in 1999 to 2001) Moldovan agriculture consisted 
of typical soviet state (sovkhoz) and cooperative (kholkoz) farm structures. Agro-industrial 

For a more detailed discussion, see section 6.3 ’ Commercial farms are eligible for domestic support while fami ly farms can on ly  receive free consultancy services and incentives to 
practise organic farming 

6 



enterprises, o f  which there were many, were supplied by the adjacent farm entities, and there was a 
match between the supplies o f  raw products produced from the farm and the capacities o f  the 
processing enterprises. Quality control at the production level, appropriate to the requirements o f  
the overwhelmingly soviet market were applied on the state farms, which each had their technical 
cadres o f  agronomists, supported by technical staff at the Raion and Oblast level institutions. 

The land reform broke this system. Based on the fragmentation o f  land into parcels for all the 
eligible households (basically the full present and past farm employee cadre at the time o f  the 
reform). Land was divided into three categories: arable, vineyards and orchards, with the majority 
o f  farms undergoing privatisation holding all three categories o f  land. Under the land distribution 
process each eligible household received their share o f  each o f  the three categories o f  land type. 
This led to an extreme fragmentation o f  land, especially in the case o f  the vineyards and orchards 
where it was common for a family to receive a few fruit trees and part o f  a l ine o f  vines. 

The architects o f  the land reform relied on the emergence o f  a thriving smallholder rural economy 
based on small household farms, combined with rapid development o f  land markets to allow exit 
from farming o f  those individuals and households who did not see their future in farming. In the 
event neither development has occurred. The resulting fragmented smallholdings have proved 
unviable in al l  except the most favourable areas (e.g. peri-urban areas) and the households who own 
the land have neither the means (financial, technical and mechanical) to farm their land, for the 
most part with the young people opting rather to migrate, either intemally to greater Chisinau or to 
seek work (mostly illegally, in the EU). I t  i s  estimated that over 300,000 Moldovan adults have 
taken the option o f  intemational migration, including a substantial part o f  the rural labour force, 

The land reform process also led to an abrupt collapse o f  the majority o f  the former irrigation 
schemes. Many o f  these became uneconomic with the advent o f  world market-based energy prices, 
and others succumbed to the management problems which arose from the fragmentation o f  land, as 
institutional arrangements for the management o f  the schemes did not keep pace with the 
distribution o f  land. To the extent that the fruit and vegetables supply depended on irrigated water 
supply, this was a major factor in depressing production levels in the late 1990s and since. 

In the three years since the land reform there have been developments which have tended to correct 
these problems from the point o f  view o f  agricultural supply, even though the land markets remain 
non-transparent and ineffective, substantial concentration o f  control over land has in fact occurred, 
typically based on extended lease-holdings taken on relatively large tracts o f  land by the “leaders” 
who emerged from the land reform process, and their more formal counterparts, “agrofirma”, 
typically joint stock companies established by one or more leaders or commercial investors into the 
agricultural sector. While this development has been effective in ensuring that the larger part o f  the 
arable area i s  cultivated, i t has been less effective in restoring competent management and 
investment to the orchards and vineyards which require a longer term investment based process for 
which the present lease-holding-based arrangements are not well suited. 

These developments have had a detrimental effect on the ago-processing sector. Sourcing o f  
reliable and standard quality supply has become a major problem, with resulting almost universal 
under-utilisation o f  capacity (often by a factor o f  80-90 per cent). As a result, although the 
privatisation o f  the ago-processing sector in the fruit and vegetables area i s  complete, the majority 
o f  the former enterprises have either gone bankrupt or are operating at very low and uneconomic 
capacity-utilisations, which compound the problems o f  poor quality derived from the presence o f  
obsolete equipment. Some ago-processors are attempting to resolve their raw material supply 
problems by buying leaseholds on nearby land to take closer control o f  the production process, but 

7 



for the most part they lack the financial resources to acquire land and undertake the necessary 
replanting o f  orchards which i s  now long-overdue. 

The lack o f  access to finance at the farm level has also led to degradation o f  the cold chain 
developed in the Soviet era, with an estimated 70,000 tons current capacity in cold storage 
throughout the country. The lack o f  suitable cooling and storage facilities throughout the country 
severely limits the market l i f e  o f  most products, coupled with the lack o f  irrigation infrastructure, 
and the high costs associated with developing greenhouse production, leads to severe seasonal price 
fluctuations. The winter seasons are characterised with the import o f  fresh items, and high prices, 
particularly for tomatoes and cucumbers. Summer months are characterised by glut situation with 
prices significantly depressed. Figure 6 highlights this price variability in the Moldovan market. 

Figure 6: Average Wholesale Price Data 2002 - Moldova 
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The rehabilitation or more likely, the development o f  new cold storage facilities i s  likely to have an 
impact on imports and the ability o f  Moldovan producers to penetrate nearby markets. The revenues 
that exporters can receive for their product if, for instance, Moldova was able to export stored 
apples in December to the Russian market, are estimated to at least 45 percent higher (depending on 
variety and quality) than the export o f  the same product in the summer months. Figure 7 highlights 
the recent trends .in imports o f  fresh h i t  and vegetables into Moldova predominantly from Belarus 
and Romania in the fresh and frozen vegetable sector. 

There are currently 5 large greenhouses operating in Moldova, with the three most significant 
producing vegetables, based in the central region o f  the country, and covering about 45 hectares 
(CAMIB, 2002). These recently privatised companies contribute to significant proportion o f  the 6 
percent o f  vegetable production currently under greenhouse production. Besides these larger 
players, whose technology i s  often based on more energy inefficient systems inherited from the 
Soviet era, there are a number o f  smaller players entering the market, based on more modem 
technologies. However, many o f  these smaller greenhouse production facilities, such as those 
developed by the AGT Tiglan Farmer Association in Edinet Region in northern Moldova, have 
been established with significant support from donor funded programmes. The main vegetables 
produced in greenhouses are: tomatoes, cucumbers, cabbage and peppers. 
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Figure 7: Total Imports of  Fruit and Vegetables by Volume 
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4. Prospects for Sector Recovery 

I t  will be clear from the previous section that the collapse o f  the Moldovan fruit and vegetable 
sector relates to fundamental problems on the supply side, coupled with increased competition and 
market access in traditional markets. Given the fragmentation o f  the sector and the unsuitability o f  
the former ago-enterprises as a platform for rapid investment it i s  unlikely that the sector will 
recover rapidly, by contrast, for example to the wine industry, which his experiencing a rapid 
recovery based on inward investment from Russia for production and export into the traditional 
Russian market. 

Nevertheless, there are some indications o f  the beginnings o f  a recovery in the fruit and vegetable 
sector, though the pace i s  much more gradual and dependent on specific opportunities for particular 
products. T h i s  section provides a brief description o f  some specific markets where some positive 
signs o f  recovery can already be seen. 

4.1 Walnuts: 

Moldova has ideal climatic and soil conditions for the production o f  walnuts. However, under the 
soviet system the product lacked official recognition as a crop, and production was haphazard 
around settlements and road verges. The walnut sector has seen rapid growth, from a very low  base, 
in recent years, founded on three factors: the comparative advantage in production, the presence o f  
a low cost labour force which i s  able to extract manually for the confectionary market with a much 
higher extraction rate o f  unbroken kernels than mechanised methods, and preferential access to the 
EU market with no  tariff duties. The result has been a proliferation o f  marketing and processing 
operators. 

Marketing o f  the crop i s  undertaken by regionally based merchants who buy on local markets from 
producers (from domestic production). Processing units mostly based in Chisinau, do hand-shelling 
and export to destination markets, predominantly France. In addition to the processing o f  domestic 
production the industry has attracted significant flows of imported unshelled walnuts from Western 
Europe to exploit the low cost hand shelling for re-export to France and Germany, benefiting from 
the privileged access Moldova enjoys in the EU market. 
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I t  i s  alleged that substantial raw material supplies are also imported from Ukraine to feed into this 
processing and export market. As a result exports o f  walnuts, which had not occurred previously, 
started in 1993, the number o f  walnut processing and exporting enterprises rose from 27 in 1998 to 
58 in 2000. The industry hit a crisis in 2000 when India and China entered the market severely 
depressing prices. The number o f  processors has since fallen to around 15, but are operating on a 
more stable basis. However, the apparent large number o f  operators in the market i s  misleading, as 
there are in reality 2 or 3 larger exporters, with the other companies acting as regional suppliers to 
these exporters. Moldova i s  able to compete on the basis o f  the quality (size and protein content) o f  
i t s  domestic supplies and continuing low cost o f  processing labour. 

There would appear to be scope for development o f  the domestic walnut sector, with the 
establishment o f  formal plantations, which could substantially increase the yield per tree and the 
quality o f  the nut. In addition there i s  the potential for development o f  pharmaceutical products 
derived from the shells, o f  which there are currently large stocks. A group o f  investors from France 
are said to be interested in investment into this activity. There i s  also a potential for the 
development o f  higher value added products through processing o f  shelled walnuts, and an investor 
in the north o f  the country i s  currently establishing a facility for glazed walnuts for export. 

The walnut sector has been subjected to changing policies, with a 5 per cent tax, levied at the point 
o f  initial purchase by the trader, but not recouped by the exporter, and to an export ban imposed in 
2000, but which applied only to individual exporters, retaining the market for the small number o f  
corporate exporters. However, during the past year both these policies have been annulled. 

4.2 Apples 

Historically fresh apples were a major Moldovan exports, with 99,000 MT exported to the CIS in 
1994. For the supply-side reasons set out above relating to the fragmentation and decline o f  the 
orchards, coupled with the impact o f  the Russia financial crisis o f  1998-1999, have seen export 
volumes fall to a mere 18,000MT in 2002. The difficulties in accessing the Russian market in the 
early 1990s, combined with the collapse o f  purchasing power in Russia, during the financial crisis 
o f  1998-99 led to glut conditions on the domestic market, with prices falling to very low levels. In 
this situation a large part o f  the crop went unpicked and l i t t le  care or attention was paid on orchard 
maintenance. In the meantime significant changes were occurring in the CIS market as low cost 
apples available on a round-the-year basis, became available from countries outside the region 
providing a more uniform quality than the Moldovan supplies. 

The Institute o f  Fruit in Chisinau believes that only a reversal o f  the land privatisation process can 
lead to recovery o f  the fresh fruit export market, on the grounds that only larger suppliers, with 
control o f  large orchards will have the capacity to establish standards and compete. The Institute 
has a monopoly position in the market as the supplier o f  domestic seedlings and exercises control 
over the permitted types o f  importation o f  planting materials, summarised in the annual Register, 
which specifies the types which can, in principle be imported. I t  i s  estimated that o f  the 130,000 
hectares o f  apples and other fruit only 75,000 are in reasonable condition. The remainder requires 
substantial investment for replanting. In contrast to the vineyards, where an active process o f  
replanting i s  now gathering momentum, led by the recovery o f  the wineries, there are no prospects 
for a widespread and rapid investment process in the fruit sector. 

Amidst this gloom there are only small rays o f  hope o f  a brighter future. One cold store dedicated to 
the export marketing o f  improved quality apples has recently opened, and the initial indications are 
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that, with adequate attention to the characteristics increasingly demanded by the Russian market, 
including regularity, size, appearance and packaging, i t  i s  possible to begin to recapture, at least in 
part, lost markets in the CIS. 

4.3 Fruit and Vegetable Processing 

Of the total volume o f  processed h i t  and vegetable products, over 50% comprise o f  tinned fruit, 
30% tomatoes, and 20% tinned vegetables. Surveys undertaken in 1999 indicated that 112 
enterprises were involved in the processing o f  h i t s  and vegetables, the majority o f  which (about 
100) comprised o f  small enterprises, focusing primarily on apple and tomato processing, that 
accounted for 80% o f  total output for this industry. 

After independence, the 10 ago-processing companies engaged in fruit juice and concentrate 
production flourished, due in part to continued government support and subsidies on electricity. 
However, with companies now facing hard budget constraints after privatisation, a movement o f  
energy prices to reflect the intemational market costs, as well as a flooding on the intemational 
market by lower cost producers (particularly China) had seen the number o f  companies engaged in 
this activity declining to just six (of these only two were operating at any scale). Capacity utilisation 
remained extremely low - estimated to be in the region o f  20 - 25 percent utilisation. Weak exit 
mechanisms for bankrupt enterprises and poor entry incentives both prevented necessary enterprise 
liquidation and restructuring and inhibited the entry o f  new enterprises. These weak exit 
mechanisms and poor entry incentives continued to perpetuate inefficiency, suppressed producer 
prices (with producers often not being paid for product delivered) and maintained a narrow 
marketing channel. 

However, in the past few years, the favourable intemational market prices for juice concentrate, and 
particularly apple juice concentrate, as well as movement away from barter trade, and modest 
improvements to corporate governance o f  these enterprises has seen improvements to this situation. 
Some o f  the larger players, most notably “Alfa Nistru”, and to a lesser extent, Orhei Vit, and Natur 
Vit, have been able to make significant investment in improving processing l ine technology, and 
moving away from very old, inefficient and poorly performing processing equipment o f  Russian, 
Bulgarian, or Yugoslavian origin. There are also early signs o f  processing firms, led by Al fa  Nistru, 
moving into the financing o f  inputs, although on a very small scale in a few selected areas. 

The main processed export product remains apple juice concentrate at 65 and 70 Brix. Between 70 
to 80 percent o f  apple juice concentrate produced i s  exported, primarily to Westem European 
countries. A small proportion o f  apple production i s  processed into “natural juice”, which i s  a light 
coloured, non-clarified juice for CIS export markets, and in limited supplies for the local market. 

The six largest processors, namely Orhei Vit, A l fa  Nistru, Natur Vit, Fabrica de Conserve din 
Consnita, Rozmiar, and Fabrica de Conserve din Floresti, have over the past two years been 
involved in developing the quality as well as a brand name for their products in the key Russian 
market. However, quality remains low and there i s  a growing realisation amongst these larger 
players and the smaller new entrants into the sector, for the need to increase this to remain 
competitive and to stem the tide o f  declining market shares in Moldova’s traditional export markets 
within the CIS. 

In the past two years, the sector has seen the appearance o f  a small number o f  foreign financed 
ago-processors entering the market. These include the emergence o f  a joint Moldovan-Australian 
enterprise (Aprocon-Group), as well as enterprises funded through local investment, such as 
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BasaVit JSC, and Limaghes Ltd. These players have focused on niche markets within the EU 
market, exploiting the system o f  preferences that are available to Moldovan exporters, as well as the 
traditional markets o f  Russia and the other CIS markets. 

4.4 Sour Cherries 

Sour cherries are a traditional Moldovan product, which can be grown under a wide range o f  
climate conditions and for which the quality and flavour o f  the product i s  widely recognised. Most 
commercially grown sour varieties - such as Montmorency, the best known - are canned or frozen 
for use as pie fillings or sauces, although there i s  also a trend toward fresh sour cherries. For fruit 
processing three different quality categories predominate in Moldova, which include: Juicier 
varieties, which are r ich in colour, sold predominantly as fresh produce; varieties o f  large h i t  size, 
with firm flesh, and higher sugar and acid content, which are used for preservation; and varieties 
used in the pastry-making. Although internationally sour cherries are picked mechanically, much o f  
the crop in Moldova i s  hand picked through numerous smallholder farmers. The total area under 
production has seen increase, with area planted to the crop increasing to 5,400 hectares during 2001 
from 2,900 hectares in 1997, whilst production increasing by five fold during the same period to 
over 14,000 tons, due to a large part through increases in yield. 

While the bulk o f  the exports are destined for the CIS market a small number o f  operators have 
started to find openings in Westem Europe. Key constraints faced by these operators are the lack o f  
cold chain facilities (the product has a very limited shelf l i f e  o f  a few days) and the unavailability o f  
suitable packing materials on the local market. A few operators export to Italy, but all packing 
materials (specialised barrels) are sent from Italy by road. However, this modest niche market 
product i s  set to see increases in export volumes driven by flavour preferences and price 
competitiveness in comparison to key rivals in the Italian market. 

5. Estimated Industry Cost Structure 

Due to the highly fragmentary nature o f  the fruit and vegetable industry, the number o f  products 
produced and variations in quality, it i s  extremely difficult to arrive at a set o f  representative 
products to demonstrate the effects o f  trade constraints upon the industry. However, for the 
purposes o f  the study, the authors have attempted to identify two key products that can provide the 
basis for some order o f  magnitude assessments. 

In terms o f  fresh produce exports, mid season apples have been selected. This product best 
represents the current state o f  the fresh h i t  and vegetable market, namely it has seen significant 
declines in export volumes, a concentration on the Russian and CIS markets, although there are 
some signs o f  a revival in i ts fortunes. The figures indicated in Table 1 based on consultations with 
exporters and producers during the course o f  the study, and the authors own observations, represent 
estimated costs. I t  i s  interesting to note from the table that producer price comprises a small 
proportion o f  the final price (35 percent) whilst transport costs are high, due in part to the small 
quantities exported, the lack o f  refrigerated cargo vehicles and the additional unofficial payments 
that are frequently required to cross the Ukrainian border. Thus even relatively modest savings on 
transport costs are likely to have a significant impact on price competitiveness in the Moscow 
market. 
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Table 1: Direct Cost Structure in Moldova to Produce Mid-Season 
Apples (Prices in US Dollars) 

Inputs per ki lo Percentage of 
total 
FOB Price 

Producer Price (farm 0.3 35 % 
gate) 

Estimated Exporter 0.10 12 % 

Transport to Moscow 0.3 35 % 

Packaging and transport 0.15 18 % 

Margin 

(refrigerated cargo) 
C+F Moscow 0.85 

The main processed export product remains apple juice concentrate at 65 and 70 Brix. The 
commodity provides an interesting comparison to the fresh product, as apple juice concentrate 
produced i s  exported primarily to Western European countries, and an area which has seen modest 
investment in processing equipment, by some o f  the larger ago-processing companies. Table 2 
provides cost estimates based on discussions with key players in the industry. However, it should be 
noted that this can fluctuate widely depending on the use o f  equipment and techniques in 
production, and the accuracy in recording and monitoring o f  production variables. The cost 
structure s t i l l  reflects relatively high energy costs in part due to poor efficiency in refrigeration and 
low throughput, whilst labour costs are low reflecting efficiency gains made over the past few years 
in updating processing and packaging lines. 

Table 2: Direct Cost Structure in Moldova to Produce 70 B r i x  
Apple Juice Concentrate (Prices in U S  Dollars) 

Inputs per ton Percentage of  total 
Price 

Raw Material Purchase 408 60 % 
Labour 41 6 %  

Maintenance Costs 47 7 %  
Other Operational Expenditure 102 15 % 
Total Cost ex-Factory 680 

Energy Costs 82 12 % 

6. Constraints to Trade 

The following sections will highlight the key constraints indicated in discussions with producers, 
and ago-processors within the fruit and vegetable industry in Moldova. Table 3 attempts to 
summarise some o f  the costs o f  these constraints, where it has been possible to ascertain from 
stakeholders, o f  the main constraints to trade. However, given the fragmentary and diverse nature o f  
the sector, i t was not possible to develop a comprehensive estimation o f  constraints. It i s  important 
to note that the figures provide an order o f  magnitude assessment o f  these costs. 
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Table 3: Summary of  Estimated Costs to Fruit and Vegetable 
Producers / Processors of  some of the Constraints to Trade 

Constraint Cost to Producers I Cost to Processors 
as % of FOB price 

1 - 2 percent 
1 - 2 percent 

Exporter as % of 
C+F price 
2 percent 

2 percent 
5 percent 

Delay in the payment of VAT 
Import duties for spare parts 
Complying with documentary requirements for export 
Delays in customs procedures at border crossings 

6.1 Taxation 

Historically, agriculture’s tax contribution share i s  considerably lower than agriculture’s share o f  
GDP, which has led to a general skepticism from Government towards exporters. This suspicion 
remains, and hence there i s  a perceived need for tighter administrative controls to ensure that both 
sectors provide a representative proportion o f  the total tax take. 

I t  i s  within this background that the Government has placed various taxes on key inputs into the 
production process, which should in theory be refunded if the produce i s  exported, given the fact 
that the Government uses the destination principle for indirect taxation. The Government currently 
places 5 percent VAT on domestically produced h i t  and vegetable products. The main issue 
causing concern to exporters relates to the difficulties, time and effort required to obtain VAT 
refunds in relation to export consignments. I t  i s  reported that the VAT authorities apply very 
laborious and time-consuming procedures which typically involve the cross-chechng o f  all VAT 
invoices attached to VAT refund claims against the original supplier’s VAT account. The procedure 
often takes months, and only occurs if there i s  constant follow-up from the exporter. The smaller 
exporters do not have either the staff nor the resources to undertake this follow-up and simply 
accept that they wil l not obtain their refimds. It i s  estimated that this can cost up to 2 percent o f  
FOB price for smaller fresh h i t  exporters, whilst i t can be between 1-2 percent for agro- 
processors. 

With the few viable ago-processors and smaller learner enterprises in the process o f  updating 
equipment, primarily from Western Europe, many have cited the imposition o f  import duties (often 
in the region o f  20 percent) on spare parts* for these equipment as a major constraint to the 
necessary process o f  technology improvements. Typically ago-processors are not eligible for even 
partial remission o f  duty on the export component o f  their production. The cost o f  this constraint to 
ago-processors will naturally depend on the type o f  equipment purchased, the country o f  origin o f  
the equipment, and the production capacity o f  the plant. However, taking into account low capacity 
utilisation, even amongst the more efficient processors, i t i s  likely that this constraint can add in the 
region o f  1 - 2 percent o f  the total value o f  the product. 

6.2 Transport 

Moldova i s  a landlocked country, surrounded by i t s  borders with Ukraine and Romania. Access to 
and through these countries i s  therefore particularly important, as with very few exceptions, 
Moldova’s fresh h i t  and vegetables must, for cost reasons, go by land. Unfortunately exporters 

The most common parts o f  equipment that need replacement are seals, gaskets, switches, and on rare occasions plate exchangers 
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face formidable constraints in both countries, constraints which appear to be as closely linked to 
political relations between the Moldova and i t s  neighbours as the formalities o f  trade represented in 
international agreements. 

A glance at the recorded trade statistics for fresh produce into Ukraine shows that in some recent 
years there has been no export o f  fresh fruit and vegetables, reflecting periods when the border has 
been effectively closed to such traffic. There are likely to have been informal exports in these years 
achieved by evading or bribing customs officials, but these are not recorded in the trade statistics. 
Key problems identified by traders who do in fact export to Ukraine are (i) the imposition o f  high 
minimum values in determining tariffs to be applied at the border, (ii) frequent delays in clearing 
the border which lead to product quality deterioration, and (iii) the multiplicity o f  ru les and 
effective taxes applied within Ukraine at the oblast level. As a result o f  these difficulties the actual 
volume o f  exports to Ukraine i s  small and it i s  not regarded as an attractive market for new entry by 
the trade. 

Rather similar considerations apply to the Romanian border, with traders facing a large number o f  
practical constraints to trade. Traders interviewed indicated that it was generally necessary to 
engage in two way trade (ie importing and exporting simultaneously) to obtain the cooperation o f  
the market officials in Romania, and to reduce the unit transport costs, as freight options were 
limited and there i s  not a competitive market for one-way freight consignments. 

By contrast the small number o f  companies exporting in transit through Ukraine and Romania, 
especially to Western Europe, reported no specific problems in obtaining the necessary transit 
documentation, much o f  which was organised by the transporter. 

6.3 Bureaucratic Requirements 

Exporters o f  fresh fruit and vegetables face numerous bureaucratic obstacles, and these are 
particularly burdensome in this sector as the trade i s  largely in the hand o f  small operators and the 
average consignment size and value i s  small. The documentation requirements to obtain an export 
license are formidable: 

W 

W 

W 

W 

W 

W 

W 

W 

W 

W 

W 

Purchase sales contract 
Quality certificate issued by the producer (specific crop, harvest date etc) 
State Registration certificate 
Foreign Exchange Registration declaration 
Transit and Destination Permit (from motor transport agency) 
Compliance Carnet (Cargo and Passenger Transport Authority) 
Manager’s Certificate (CIPTI) 
Customs Declaration (Chamber o f  Commerce and Industry) 
Goods o f  Origin certificate 
Compliance certificate (Standardisation Centre, Moldovan Standards Department) 
Hygiene Certificate 
Phyto-sanitary certificate 
License to Practise.(eg h i t ,  berry crops, grapevine, orchard) 
Organic certificate (where applicable) 

In practice there i s  substantial variation in the number o f  these documents which are required, 
depending on the product and the destination market, but there can be no doubt that the burden in 
terms o f  time and the risk o f  loss o f  quality o f  produce during the obtaining o f  necessary 

15 



documentation constitute very real obstacles for Moldova's fresh produce exporters. Fresh fruit and 
vegetable exporters interviewed for this study estimate the cost o f  these requirements to be in the 
region o f  2 percent o f  the total value o f  the consignment. In addition to the volume o f  documentary 
requirements, the trade also complain o f  the frequent changes in the requirements, often introduced 
by the Moldovan authorities without any prior notice and the failure o f  Government to provide 
proper publication o f  changes in documentary requirements. I t  i s  interesting to note some other CIS 
countries, such as Azerbaijan require far fewer documents to export horticultural productsg. 

At the point o f  custom clearance there i s  a further element o f  arbitrariness in the application o f  the 
ru les and most consignments require illegal payments in order to pass through the frontiers. Clearly 
the complexity o f  the ru les and the documentation requirements create a framework in which 
corrupt officials at the border can hold up consignments for profit. Several cases were cited o f  the 
imposition o f  bans on de facto export o f  goods applied by Customs for which no legal provision 
appeared to exist (eg sunflower seeds). 

Given the perishable nature o f  most fresh fruit and vegetable products the r i sks  o f  loss o f  complete 
consignments through quality deterioration during clearance and documentation are very substantial 
and this constitutes a major barrier to entry to trade, especially for the smaller operators. Delays at 
the border are likely to reduce shelf l i f e  for fresh products by between 1-2 days" depending on the 
product and the length o f  delay. T h i s  reduction in quality will lead to a loss in the final price o f  the 
product received by exporters, however, it i s  dependent on the method o f  transport (i.e. through 
refrigerated truck), the product itself, the original quality requirements, and the time in the season 
when the product i s  exported. In the case o f  mid-season apples this i s  likely to result in at least a 5 
percent reduction in price. Established operators who are exporting consignments on a more regular 
basis have typically established working relationships with the customs department to obviate these 
difficulties, though the actual cost o f  these arrangements i s  not known or standard. 

6.4 Quality and Standards 

Moldovan fruit and vegetable exporters are faced with a number o f  requirements in terms o f  
standards when exporting to the key CIS and EU markets. The following table below highlights the 
key standards, both regulatory and industry standards and issues that producers face in order to 
meet the requirements in various markets. 

Table 4: Summary of  Quality Standards Regimes and Issues 
CIS / Russian Market 

Standards for all fruit and vegetable 

EU Market 
Quality Standards Regime to Export Variety o f  GOST and GOST R Directive 2000/42/EC - 
into Markets 

Industry Standards / Consumer 
Preferences 

I 

products including: 
R5 1809 Fresh Cabbage 8 

R5 18 10 Fresh tomato specifications 
specifications 

Labeling Requirements 8 Frequently changes to labeling 
requirements for the Russian 
market (2 changes occurred 
during 2002) 

The documents required include a certificate of origin, certificate o f  quality, a contract, bank guarantee and the company's articles o f  
association. 
lo Highlighted through discussion with small scale fresh fruit exporters. 

harmonisation o f  Minimum 
Residue Levels (MRLs) 
Directives 91/414 and 90/642 
on the maximum use o f  
pesticides 

EUREPGAP requirements 
BRC Food Technical 

Standards 
Council Directive 79/112/EEC a 
single legislative framework for 
labeling foodstuffs 
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Quality Standards Regime 

In principle the EU market i s  imposing rapidly increasing standards for food safety and quality 
control, in particular the requirements on MRLs. Currently Moldovan exporters in the sector do not 
complain o f  difficulty in meeting export formal export market quality standards. However, the main 
reason for this i s  the very limited penetration o f  the markets where MRL standards would pose a 
problem, the limited use o f  pesticides by domestic smallholder producers, and the fact that the few 
operators exporting into these markets have been operating for some years and are able to comply. 

Since the majority o f  h i t  and vegetable exports in the fresh and processed form are destined for 
the Russian and CIS markets, most Moldovan exporters are familiar with the various product 
specific Standards issued by the Russian State Committee on Standards (GOST) which are 
mandatory and govern the export o f  h i t  and vegetable products to these markets. With Rus 
Standard recently opening an office in Chisinau, most exporters have reported that there was no 
significant difficulty in obtaining the necessary GOST standard quality certificates. 

The main area where exporters face a real issue relates to the phyto-sanitary certificate on fresh 
export produce, as delays in the issue o f  the certificate, which it i s  understood i s  due partly to a lack 
o f  staff at the inspectorate offices in the regional centres. I t  was also reported by some exporters 
that there i s  often need to pay unofficial fees to obtain this certificate. Thus the delays caused in 
obtaining this certificate raise real r i sks  for exportation o f  these perishable products. 

Industry Standards 

EUREGAP requirements are increasingly being requested by importers and retailers in the 
European Union for fresh h i t  and vegetable imports. EUREGAP i s  based on the principals o f  risk 
prevention, risk analysis (among others by using principles o f  HACCP), sustainable agriculture by 
means o f  Integrated Pest Management (PM) and Integrated Crop Management (ICM), using 
existing technologies for the continuous improvement o f  farming systems. To  obtain the certificate 
enterprises have to meet the requirements o f  the EUREPGAP Control Points and Compliance 
Criteria, and need to obtain certification from an accredited firm. Producers are also required to 
undertake analysis o f  their main crop at the moment o f  harvest, soil analysis, and possibly analysis 
o f  irrigation andor washing water. The accreditation process requires internationally recognised 
inspectors to visit producers, which i s  extremely expensive, given the limited amount o f  produce 
destined for the export market. It i s  estimated that this process would cost about US$2,500 to 
undertake for each producer, coupled with the current low production levels, would make 
accreditation beyond the reach o f  most producers. 

In addition to EUREGAP, there has been recognition, particularly amongst UK supermarkets, and 
driven by growing consumer concerns, for the need to develop a common set o f  food safety 
standards to govern inspections systems, and products at the retail level. Thus the British Retail 
Consortium has developed Food Technical Standards, to which the majority o f  British supermarkets 
are being required to comply to and which are subsequently being applied to overseas suppliers. 
These standards are now being adopted by selected supermarkets within the EC, particularly in 
Switzerland, as well as companies involved in the Global Food Safety Initiative (Jaffee, May 2003). 
This new industry standard will place an additional burden for Moldovan exporters to overcome if 
they are to make any significant penetration into the EC market. 
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Labelling Requirements 

The EC labell ing requirements have remained relatively stable over the past three years with 
Council Directive 79/112/EEC on the label l ing presentation and advertising o f  foodstuffs explicitly 
designed to  constitute a single legislative framework 
for the compulsory rules o n  the labelling o f  
foodstuffs. None o f  the processors or fresh fruit and 
vegetable exporters interviewed as part o f  the study 
identified this as an issue. 

Despite formal standards in the Russian / CIS 
markets, there i s  frequently need to pay attention 
specific packaging requirements demanded by 
retailers and wholesalers in the key markets, in 
particular the Russian market. Labelling and 
packaging requirements have seen rapid 
improvement over the past three years, and it has 
been reuorted that some retailers and wholesalers 

Labelling Requirements For Fresh 
Fruit Requested by Moscow Retailers 

Name o f  product, variety and type 
Weight 
Quality Category 
Year o f  Production 
Number o f  h i t s  per row or layer 
Gauge 
GOST Standard 
Producer Name and Address 
f ' m l n t r x r  nf nl;nin 

have rejected Moldovan produce, due to poor quality packaging, despite the produce meeting 
general GOST quality standards. The adjacent text box  highlights some o f  the new requirements 
required by retailers in the Moscow fruit market. There i s  often diff iculty in obtaining the good 
quality packaging material within Moldova, and several exporters interviewed as part o f  the study, 
highlighted the need to  import packaging material f rom countries within the region, that are liable 
for import duties. 

6.5 Market Access 

In the h i t  and vegetable sectors, Moldovan producers are able to enter the European Un ion  market 
o n  preferential access for a l imited number o f  products. The fol lowing table highlights the current 
preferential access agreements that Moldova has been able to negotiate with the EU. 

Table 5: Preferential Access for Moldovan Fruit and Vegetable Products into the EU Market 
Product Tariff GSP GSP with Labour 

2002 2005 2002 2005 2002 2005 
Walnuts 4 4 0 0 0 0 
Walnuts - shelled 5.1 5.1 1.6 1.6 0 0 
Fruits - other 9 9 3.1 3.1 0 0 
Apricots 5.6 5.6 2.1 2.1 0 0 
Processed Prunes 9.6 9.6 6.1 6.1 1.1 1.1 
Apples 3.2 3.2 0 0 0 0 
Dr ied Pears 6.4 6.4 2.9 2.9 0 0 
Dr ied Fruit / Nut 2.4 2.4 0 0 0 0 
mixtures 
Source: TARTC Database, 2003 

Moldovan producers have been able to obtain some access to the European Un ion  under the GSP 
(Generalised System o f  Preference). As can be seen in the table this can lead to a significant 
reduction in existing tari f fs. In addition to  this, under the EC directive 2501 dated lo* December 
2001, Moldova i s  the only country in the CIS that has been able to receive additional benefits due to 
i t s  adherence to E O  labour conventions. The convention requires a country to effectively 
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demonstrate i t s  adherence and protection o f  basic labour rights such as the freedom o f  association, 
the abolition o f  child labour as well as the use o f  enforced labour, etc. With the introduction o f  this 
benefit, most products that are eligible for preferential access, and in particular significant export 
products such as walnut, apples, and dried f ru i ts  are able to enter the EU without tariffs. 

In terms o f  producers’ ability to access these tariffs and enter the market on duty free status for 
these limited number o f  products, the following table indicates the value o f  goods that were able to 
enter the market on concessional terms and what in practice has been claimed by Moldovan 
exporters. 

Table 6: Preferential Access Claimed for Selected Products (in Thousands of Euro) 
Product Value of Moldovan Preferential Access Preferential Access 

Imports in EU Claimed as YO of Total 
Market 

Unshelled Walnuts 144.991 83.694 58 % 
Shelled Walnuts 6,673.360 14,040.775 84 % 

Processed Prunes 33.729 24.045 71 % 
Apples 27.076 17.787 66 % 
Dried Fruit / Nut 140.111 138.367 98 % 
Mixtures 
Source: TARE Database, 2003 

Apricots 4.739 4.739 100 % 

It i s  clear that the trade in shelled walnuts, that has developed over the past five years, has in part 
been driven by the preferential access that Moldovan products have in the European market. The 
difference between the actual value o f  product imported and preferences claimed, particularly for 
unshelled walnuts can be attributed to the issues relating to ru les o f  origin, since significant flows o f  
imported unshelled walnuts from Western Europe enter the Moldovan market to exploit the low 
cost hand shelling, and are then subsequently re-exported to France and Germany. 

In terms o f  other products that have been able to tap into EU preferential agreements, dried fruit 
remains the only other significant crop. This low level o f  penetration, despite favourable access, in 
part reflects supply-side reasons set out above relating to the fragmentation and decline o f  the 
orchards and the unsuitability o f  the former agro-enterprises as a platform for rapid investment. 

Conversely Moldovan producers on the domestic market have protection through customs tariffs 
for fresh vegetable imports, which i s  set by the State Budget Law. Currently a 15 percent custom 
duty i s  applied on imported fresh vegetables, with the exception o f  imported pea seeds where a 5 
percent customs duty i s  applied. However, vegetable and fresh fruit imports from the CIS and 
Romania are not subject to customs tariffs, due to bilateral free trade agreements with member 
governments. 

Moldovan producers continue to benefit in theory through preferential access to the CIS and 
Romanian markets, however, the inconsistent application o f  some o f  these regimes, have increased 
the cost o f  exporting and have impacted negatively on exports, particularly to the Romanian 
market. 
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6.6 Finance and Credit 

Access to finance remains one o f  the largest constraints to the development o f  the sector, both for 
the larger players in the sector, as well as smallholder producers. For the larger players, in the 
absence o f  any significant external finance, working capital requirements and expansion o f  the 
f i r m s  operations often need to be obtained through local capital markets. Where companies have 
been able to obtain Foreign Direct Investment these have been relatively scarce and been on a 
modest scale. 

Wi th  the absence o f  foreign banks operating in Moldova, most operators can only access the local 
banking network, which i s  governed by a significant number o f  Central Bank restrictions on 
transactions. A few canneries that have embarked on pre-financing growers, but face considerable 
cash f low implications since exporters often receive the revenue for their exports after shipments 
arrive at their destination, without the benefit o f  quick settlement. In addition, these canneries need 
to frequently re-finance operations because o f  the short-term availability o f  funds. Usually credit i s  
available on a six monthly basis, which needs to be rolled over through the drawing o f  loans from 
other institutions, to ensure funds are available for working capital throughout the year. 

For many producers however, accessing bank loans remains a distant opportunity, with banks often 
reluctant to provide credit to producers, despite donor support to encourage this process, and when 
they are able to obtain loans, these are often at high nominal rates o f  interest which are frequently 
over 20 percent. Thus increasing access to finance on more favourable terms i s  l ikely to lead to a 
significant impact on output and improvements in quality, which are needed for Moldova protect 
market share in traditional export markets and enable them to penetrate new markets. 

6.7 Market Infrastructure 

The lack o f  market infrastructure constitutes a major impediment to the recovery o f  Moldova’s 
domestic and export markets for fresh produce. There are two main aspects to this. First the absence 
of any developed wholesale marketing chain and terminal market in Chisinau, hampers regularity 
and flexibility o f  supply for export markets. Normally the export market would at least in part, feed 
off the organised channels for produce to enter the main domestic market. Operators in the 
Moldova market contrast the lack o f  investment in wholesale marketing in their country compared 
to what has been undertaken in the countries o f  Eastern Europe such as Poland and Slovakia, and 
see this as an impediment to entry to the export trade by operators in the domestic market. The 
absence can in part be attributed to the low  volumes o f  h i t  and vegetable crops available for 
export, and the fragmented and ad hoc approach adopted by many o f  the smaller exporters in these 
fresh produce. Secondly, there i s  a general lack o f  cold store chains and facilities, and given the 
small scale o f  most of the existing operators it i s  likely that autonomous development o f  such 
facilities by the private sector will only occur slowly and in response to specific opportunities. 

6.8 Institutional Organisation of the Trade 

In contrast to other sectors o f  the Moldovan economy, there i s  a marked dearth o f  representative 
institutions for exporters o f  fresh fruit and vegetables. The contrast with the wine industry is, for 
example, quite sharp. Reasons cited include the small scale and number o f  operators in the trade, 
their meagre financial means, and the tendency to regard each other as competitors. As a result 
there i s  no association o f  fresh produce exporters, and this i s  reflected in a fragmentation and 
inability to undertake advocacy on behalf o f  the sector in getting remedial actions from government 
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on the important bureaucratic obstacles to trade. There are, however a number o f  marketing 
cooperative bodies, typically consisting o f  groups o f  farmers, often from one region, who are 
cooperating to some degree to gain access to export markets. 

From the point o f  view o f  the Government, it would appear that the fresh produce export sector i s  
not regarded as a priority and there are few or no official programmes o f  support. The sector i s  
regarded by MEPO as having poor prospects in the short to medium term and this i s  reflected in 
resource allocation for promotion activities. 

6.9 Sovereign Risk and Inward Investment 

I t  i s  a notable feature o f  the current Moldovan fruit and vegetable export market that a majority o f  
the enterprises which are managing to make some progress in penetrating export markets with 
higher quality products have benefited from an inward investment process, or at the very least, from 
strong specific and personal contacts with companies based in Western Europe. This i s  true in nuts, 
fi-uit juice and sour cherries. Much o f  the investment and know how to effectively access these 
markets can only realistically be achieved in the short term with inflows o f  FDI. The problem i s  
that there have been very few o f  these initiatives and they have led to investment only on a modest 
scale. I t  i s  important that Moldova makes a correct assessment o f  the reasons for this disappointing 
flow o f  investment into a sector in which the country should by most accounts, have comparative 
advantage in certain sub-sectors. A part o f  the explanation lies, no doubt, in the fact that Moldova i s  
not a potential EU accession country, therefore ranks poorly with neighbouring Romania as a 
potential destination for inward investment. However, i t i s  clear that other aspects o f  the investment 
environment, which are within the control o f  the Moldovan government also play a very important 
role, and these can be summarised as issues o f  sovereign risk. The poor governance framework in 
the economy, the frequent changes in the regulatory environment and the lack o f  a properly 
functioning court system to provide commercial guarantees o f  contract enforcement have all be 
cited by the respondents in the private sector during this study as factors explaining the low levels 
o f  interest and investment. In the nut and vegetable sector this i s  particularly unfortunate, as the 
sector clearly needs a greatly increased inflow o f  external private sector expertise i f i t  i s  to upgrade 
i t s  products to the point where i t  can enter western markets. 

6.10 Export Market Information and FDI Promotion 

Whi le  Moldovan fresh fruit and vegetable traders have a reasonable level o f  knowledge about the 
Russian and CIS markets, the same cannot be said for European markets. Potential exporters have 
poor knowledge o f  westem markets and the potential for profitable investment for export, or even 
o f  how to set about becoming better informed. I t  i s  striking how many o f  the few existing 
enterprises which are currently exporting on a small scale to western Europe started from chance 
contacts stemming from visits by European investors seeking potential partners, as opposed to 
resulting from active search by Moldovan investors. In other words the process in this sector has 
been passive rather than pro-active, waiting for chance encounters with visiting investors. There 
would appear to be some scope for increasing investment through projects aimed at facilitating 
Moldovan enterprises to undertake partner-search activities in Europe (and elsewhere), but this 
would only make sense in the context o f  a marked improvement in the overall environment for 
inward investment which remains strongly hostile as outlined above. 
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6.11 Market Information - Regional Markets 

By contrast with the poor information available to traders and exporters on markets outside the 
region, there i s  relatively good information availability on fresh produce markets in adjacent and 
nearby regional markets. The organisation CAMIB, based in Chisinau forms part o f  a network o f  
organisations which are providing marketing information on a commercial basis through a web-site. 
This provides reasonably up to date information on produce prices and availability in a selection o f  
capital and regional markets in Moldova and other countries on the region, The fact that CAMIB, 
which originated as a donor-funded project established by TACIS, has managed to survive on a 
commercial basis for several years, suggests that there i s  a market for market information and that 
Moldovan exporters are using this mechanism to keep informed on developments in adjacent 
markets. 

6.12 The Need for New Investment in Plant and Equipment 

The agro-industrial operations which were privatised in the latter 1990s all suffered from having 
antiquated and energy-inefficient processing equipment, incapable o f  production o f  products to the 
standards required by even the CIS market, le t  alone the Western European market. The majority o f  
these enterprises have now ceased operations under bankruptcy. Of  the small number which have 
survived, new investment in machinery i s  seen as a prerequisite for progress. However, a general 
observation i s  that, given the problems which the former state enterprises face, most investors are 
now tending towards new green-field investment rather than the renovation o f  older facilities. The 
implication i s  that measures to ensure access to building land, stability in the policy arena and 
simplification o f  the bureaucratic requirements for undertaking new investments may play an 
important role in recovery o f  the sector. 

7. Conclusion 

I t  i s  be clear from the preceding sections that the h i t  and vegetable export sector, which used to 
make a significant contribution to Moldova’s economy has undergone a profound collapse which 
resulted from major structural exchanges, including the fragmentation o f  land, the collapse o f  most 
irrigation schemes, and the rapid change in the demand o f  i t s  traditional destination markets. These 
sectors have to date attracted very l i t t le  foreign investment interest, both because o f  the difficulties 
faced at a sectoral level and because o f  the wider hostile environment for inward investment. The 
existing enterprises are poorly equipped to develop new non-traditional markets and have l i t t le 
experience o f  the EU. 

Faced with this situation it would be unrealistic to expect a rapid recovery o f  the sector, even 
though a number o f  small existing private sector initiative demonstrate the potential for profitable 
investment in a wide range o f  fresh and partly processed products. 

This study has been undertaken in tandem with a study o f  the wine sector. A comparison between 
the fruit and vegetable sector and the wine sector in terms o f  export recovery throws up some 
interesting and important differences: 

The wine sector, having finally largely completed the privatisation o f  wineries, has been able to 
attract significant investment for modernisation, mostly from Russian investors. This i s  due to 
the fact that the industry has a product which, with appropriate investment can be readily 
marketed into the Russian market on a profitable basis, using the existing production locations, 
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by contrast the fruit and vegetable sector offers no comparable attractive areas for investment 
arising directly out o f  the privatisation process. Most investment i s  in green-field locations and 
based on substantial product innovation compared to former export products; 

The fruit and vegetable sector i s  proving much more vulnerable to the adverse effects o f  the 
demanding bureaucratic requirements for export. This i s  largely a function o f  size. For the 
wineries the bureaucratic obstacles to export trade are a nuisance, but given the larger sizes o f  
both the companies and o f  their average consignments, the wineries are able to overcome the 
bureaucratic obstacles; 

Similarly in issues relating to taxation, while the wineries are able to recover VAT and import 
duties on imports through hiring dedicated staff to pursue refunds, this i s  not worthwhile for the 
smaller fruit and vegetable exporters, who for the most part do not even attempt to recover the 
tax and duty content o f  their exports; 

Wh i le  the collapse o f  the soviet system in Moldova’s agriculture left the marketing systems and 
chains for wine products largely unaffected, this i s  not true for fruit and vegetables, for which 
wholly new networks need to be created. Wh i le  this has happened to a modest degree through 
pure private sector initiative, there has been no public or donor investment to accelerate the 
process, such as has occurred in other countries o f  Eastem Europe. I t  i s  unlikely that the fruit 
and vegetable export sector will develop rapidly in the absence o f  accelerated development o f  
the domestic market, as regular supplies on the domestic market should provide the launch-pad 
for development o f  export markets. 

The wine industry has managed to overcome the obstacles to trade with Moldova’s immediate 
neighbours, which never constituted important destination markets, though transit through 
Ukraine was and remains important. By contrast the neighbouring states should form an 
important market for export o f  fi-esh fruit and vegetables. However, the sector has been strongly 
adversely affected by the de facto barriers to trade, the frequent changes in the documentary 
requirements by Ukraine and the tendency for oblast and local level authorities in Ukraine to 
impose barriers which are not in line with the internationally agreed protocols. 

Moldova has a strong underlying comparative advantage as a producer o f  fresh and semi-processed 
fruits and vegetables for export. T h i s  potential i s  not being achieved at present and the prospects 
under existing conditions are that sector recovery and export growth will only occur slowly. By 
comparison with the wine sector, which i s  recognised as o f  key national importance by the 
authorities, the fruit and vegetable sector has low status and receives little, i f  any, support. By virtue 
o f  the small size o f  the operators in the sector, fruit and vegetables exports are particularly 
vulnerable to constraints stemming from excessive bureaucracy and an adverse trade facilitation 
environment. 

During the course o f  the study, it i s  apparent that there are several areas where GOM could take a 
more positive role in promoting and supporting the fruit and vegetables export sector. These 
include: 

Reduction of bureaucracy: key aims should be a sharp reduction in the total number o f  
authorities and certificates required, the abolition o f  the need to produce original documents by 
allowing the use o f  photocopies, improved discipline at customs points and the provision o f  
adequate notice for changes in regulations, accompanied by proper publication o f  regulatory and 
documentation changes 
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. Address the underlying obstacles to F D I :  addressing this area requires fundamental changes 
which are beyond the scope o f  this sector paper, which affect the country’s poor current 
reputation as a host to foreign direct investment. 

. Examine the potential for public investment in market network infrastructure: the 
Government should examine the scope for development o f  modem facilities as a public-private 
partnership, with suitable funding support f rom external donor organisations. 

Export Facilitation: In the context o f  a wider change in the investment environment for  the 
sector i t  would become possible for MEPO to place a higher priority o n  attracting investment for 
the sector and to provide enhanced facilities for partner search and business trips to potential 
market. 

. Set target of tax-free export: the key issues which need to be addressed are the adjustments to 
the VAT system to achieve effective zero VAT content o f  exports. This could be achieved either 
through moving towards exemption o f  VAT on agricultural primary outputs or by an overhaul o f  
the VAT refund system to ensure rapid processing with a minimum o f  bureaucratic obstacles 
(such as the checking o f  a l l  original VAT invoices against supplier firm VAT returns). Progress 
could also be made to ensure that spare parts and machinery imports o f  exporters are effectively 
free o f  import duties. . Resolve outstanding political obstacles to trade with neighbouring countries 

Promote organisational development of exporters 
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1. Introduction 

The textile and apparel industry i s  one o f  the major export industries in Moldova. Mostly the 
industry consists o f  garment manufacturers. Practically no textile materials, such as yams or 
fabrics are produced in Moldova proper. There are textile mills in TransNistra, which, however, 
were not included in the study. There are several carpet factories that carry out spinning and 
weaving o f  carpets for their own use. As a result, almost all yams and fabrics for the local 
garment industry are imported. Textile industry i s  generally understood to cover fiber production, 
spinning, weaving, dyeing and fabric finishing. Chemical chips, fibers or yams are the raw 
materials and the companies sel l  products l ike fibers, yams, fabrics, non-wovens or home textiles. 
The apparel industry buys yams, in the case o f  a knitwear manufacturer, or fabrics and sells 
readymade garments. Textiles and apparel are usually separate parts o f  the value chain, with the 
exception o f  knitwear, where often, but not always, the same company k n i t s  the material and 
produces the readymade garments as well. The focus o f  this study i s  on readymade garments as 
no textiles are produced in Moldova. 

According to the Moldova Statistics Yearbook 2002 the share o f  textiles and apparel was 3.7 % 
o f  total industrial output. Most o f  the textile products are exported. The share o f  textile products 
in total exports grew steadily reaching 18.5% in 2001, but dropped in 2002 (10.2%), and the 
export growth in the apparel sector slowed down. I t  should, however, be recognized that the 
value added in apparel exports i s  low as most exports are tolling services. Customers send their 
fabrics for processing and the added value i s  only the workmanship from the Moldovan 
manufacturers. Nevertheless, apparel exports have grown rapidly, while domestic consumption 
o f  apparel products i s  weak consisting mostly o f  very low priced goods. But due to the low GDP 
level o f  the country, consumption o f  apparel products was 7 % o f  total consumption in 2001. 

Table 1.1 Share o f  textile and apparel industry in the Moldovan economy 
1996 1997 1998 1999 2000 2001 2002 

Share in total industrial output 4.4% 3.5% 3.0% 3.3% 4.0% 3.9% 3.7% 
Share in total exports 6.2% 6.7% 9.8% 14.3% 17.7% 18.5% 10.2% 
Share in total industrial employment 7.0% 7.0% 9.2% 8.5% 8.5% 8.7% 9.5% 
Source: Moldova Statistics Yearbook 2001and 2002 

The total industrial employment has gradually decreased in Moldova, from 143 000 in 1996 to 
115 000 in 2001. The textile and apparel sector currently employs more than 8000 people, which 
i s  9.5 % o f  total industrial employment. The apparel sector i s  no  doubt an important part o f  the 
Moldovan economy. I t  provides industrial jobs throughout the country and the number o f  people 
employed i s  growing. Many o f  the apparel factories are located in small towns and even rural 
areas. They may often be the only industrial operation in that particular community. 

Most o f  the textile and apparel companies originate from the Soviet Union era. A t  the moment 
nearly al l  o f  them are privatized. Relatively few new companies have been established since the 
transition to the market economy. Moldova was never a major center for textile and garment 
industry. There were small and medium size garment factories l ike all over the Soviet Union, and 
only a couple o f  weaving mills, which are now in TransNistra. But none o f  the large mills 
employing tens o f  thousands o f  people were set up in Moldova, as the region was regarded an 
agricultural center for the nation. 
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1 Box 1.1 Apparel trade terminology I 
CM 
The manufacturer sells cutting and manufacturing services only and temporary imports al l  materials, 
which are owned by the customer. 

CMT 
The same as C M  except the manufacturer buys some o f  the accessories l i ke  sewing thread, buttons, etc. 

FOB (Full Price, Full Package) 
The manufacturer buys al l  materials according to the customer's specifications and at delivery invoices 
the full value o f  the product. 

Private Label 
The manufacturer designs collections independently or jointly with the customer. The full-value 
products are delivered under customer's trademark. 

OPT 
Outward Processing Traffic i s  a special EU regulation granting preferential customs treatment to EU 
companies, which outsource apparel production on  C W C M T  terms providing that materials o f  EU origin 
are used. ImDort dutv i s  Daid onlv on  the value added at re-entrv to EU. 

Under the centrally planned economy the garment factories had annual production quotas to 
fulfill. Materials, such as yams and fabrics, were assigned to them and they were received 
automatically according to the Plan. Production orders were also given, usually from Moscow, as 
marketing and sales were taken care o f  by other State organizations. The factories did not need 
any material sourcing know-how or marketing sk i l ls .  L i t t le  has changed from those days. Most 
o f  the management originates from the Soviet period. The factories keep to their production 
function as before by being C M  or C M T  producers. The only change i s  that it i s  the foreign 
customers that today provide production orders and materials. 

This, however, i s  normal with all emerging economies. All apparel f i r m s  start their trade at the 
lowest level in the value chain, and it will take decades to reach the higher levels. Anyhow, 
C W C M T  trade (sometimes also referred to as OPT) i s  beneficial as it contributes to the economy 
o f  the country through creating industrial jobs and foreign currency earnings. 

Table 1.2 
1996 1997 1998 1999 2000 2001 2002 

People employed (1000)" 8.7 7.6 9.1 9.7 9.6 9.2 8.2 
Export value ($ US million) 33.6 40.9 50.6 57.2 75.4 92.3 107.0 
Export Growth 21.7% 23.7% 13.0% 31.8% 22.4% 15.9% 
Source: Ministry of Industry and Moldova Statistics Yearbook 2001and 2002 

Employment and exports of  the Moldovan textile and apparel sector 

After privatization the Moldovan apparel f i r m s  had a relatively high capacity in comparison to 
sales, as the former Soviet market had collapsed and there were only a few contacts to the 
Western world. Theoretically the companies employed close to 9 000 people, but most o f  the 
people were laid off. In 1997 a restructuring process was started and the search for export clients 
was intensified. Exports started to grow. Several foreign investments were made at the same 

" The employment statistics are somewhat misleading. In mid and late 90s a major part of people employed by the apparel industry 
were laid off due to lack of sales, although they st i l l  officially were in payroll. Once exports started to grow more people came back 
to work, but there was no change in the official employment statistics. 
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time. The Moldovan apparel sector experienced a remarkable export growth from 1996 to 2002, 
and through increasing capacity utilization the workers became more permanently employed. 
This, however, does not show in the national statistics, as can be seen in Table 1.2. The number 
o f  people employed by the textile and apparel industry fluctuated but not really changed from 
1996 to 2002, although the export value tripled. What happened was that in 1996 a majority o f  
people in many companies was laid o f f  although they s t i l l  officially were included in the payroll. 
When exports started to grow they were called back to work and started to earn permanent 
income. 

The Moldovan economy has greatly benefited from this development. The unemployment in the 
sector has decreased, although it does not appear so in the official statistics. The export value 
from this sector tripled. Several foreign direct investments have been made in the textile and 
apparel sector securing a permanent flow o f  export orders and contributing with know how and 
training. The foreign partners are well-known textile and apparel companies from Turkey, Italy 
and Germany. 

The value added, however, i s  low as practically all apparel exports are CM. The customs statistics 
record exports for full value although materials in C M  production are owned by customers. 
According to Eurostat - Comext Database, the OPT clothing imports from Moldova to EU were 
EUR 69.3 mil l ion in 2002, while material exports from EU to Moldova for this production were 
EUR 43.9 million. The value added was EUR 25.4 million, which i s  only 37 % o f  export value. 

The wages in the textile and apparel industry are fairly equal to the other industrial sectors in 
Moldova. However, there i s  a significant difference between the companies located in major 
towns and those in the rural areas, where the wages may be 30 % lower. 

Table 1.3 

Industry general (excluding food industry) 1049 73.36 

Average industrial monthly wages during the first 5 months of  2003 
Legmonth US$/month 

Machine building 
Furniture 
Light industry (including textiles and apparel) 
Industrv in rural areas 

1182 82.66 
1 069 74.76 
1 024 71.61 

712 49.80 
Source: Ministry o f  Industry 

In international apparel trading terminology C M  means that the producer buys no materials and 
sells production capacity only. Everything including accessories i s  supplied by the customers. In 
C M T  the producer buys only the basic trimmings, but all materials as well as detailed product 
specifications are supplied by the customer. These kinds o f  companies only need manufacturing 
sk i l ls  and production machinery, while product designs, technical specifications as well as 
manufacturing instructions are provided by the customers. 

The garment industry, due to the low investment cost per operator, i s  often among the f i rst  
industries in any emerging nation, and the industry starts with CM or C M T  production since 
management s lu l l s  are not very high and connections to the import and export markets are 
limited. The only means o f  competition i s  the price and, in more fashionable apparel, speed to 
the market if the location i s  near to the market. C M  and C M T  create the lowest level o f  loyalty 
from the customers’ side. I t  i s  relatively easy to move production to another location i f more 
favorable terms appear. 
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Customers that operate with C M  or C M T  are often branded manufacturers or wholesaler type 
marketing firms, in other words middle men in the value chain. They sell their products further to 
retailers. Retail firms also source products directly f rom various factories, but they prefer FOB or 
other sourcing concepts as they do not have material sourcing organizations. This means that a 
CWCMT supplier i s  at the end o f  the value chain, totally cut o f f  f rom the market, and at the 
mercy o f  the ‘middle-man’ customer that i s  looking for the lowest price. 

In FOB or  Full-price subcontracting the supplier purchases al l  materials according to buyer’s 
specifications, but product specifications as wel l  as styling are sti l l  supplied by the customers. 
The FOB producer must have the know-how for sourcing materials. For  this he needs direct 
contacts to the weaving mills and continuous visits to fabric fairs must be made in order to be up- 
to-date with the latest fashion information. FOB producer must also be able to finance material 
purchases. FOB producers offer more value to their customers and the customers become more 
dependent. Furthermore, FOB suppliers can approach the retail customers directly, and can 
achieve higher margins as the wholesalers are by-passed. The retail customers represent the 
growing part o f  the market as the share o f  retailer collections i s  growing in the EU and the USA. 

Figure 1.1 Value-adding stairway of garment trade. 
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With Private Label the producer searches materials, designs collections and presents customers 
product development ideas. The final decision o n  designs and products are made by the 
customers and products are supplied under customers’ labels. This i s  the highest level o f  value 
adding before Own Label  sales, i.e. the producer designs collections and sells them under his own 
labels. 
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In order to become a true FOB producer the company must have the s lu l l s  and financial means 
for sourcing materials domestically and from abroad. Selling s lu l ls  are needed on all levels. 
True marketing sk i l ls  are needed with own collections. 

Figure 1.2 The apparel industries in Portugal and Hong Kong have gradually 
transformed from CM/CMT production to FOBPrivate Label producers. 
The Baltic area i s  becoming a FOB area while the rest o f  the CIS countries 
are CWCMT producers. 

, 70s , 80s I 90s I 00s I 

Own1 =-a Italy 
Label 

The time span for climbing these steps i s  long for any company and especially for the total 
garment sector. I t  took 20 years for garment industries in Hong Kong and Portugal to become 
Private Label producers, and only a few companies have succeeded with Own Label collections. 
Most garment suppliers in Eastern Europe are st i l l ,  after 10 years in market economy, only C M  or 
C M T  producers. 

Moldova i s  a low cost supplier in the global supply chain for apparel. After transition to market 
economy the Moldovan companies carry on as CM/CMT producers, as they have neither the 
know-how nor financing for sourcing materials. Due to the very low labor costs in Moldova, 
production capacity can be sold at a very competitive price. The only other advantage the 
industry offers to its EU customers i s  closeness to the market. This i s  geographically true, but 
due to the numerous trade barriers created by the Moldovan Government, customers cannot enjoy 
the same speed-to-the-market benefits offered by more liberal CIS countries. 

Both Branded Suppliers and Branded Retailers source garments from various suppliers. Branded 
Suppliers, such as Nike, may not have factories o f  their own. They outsource their production 
and sel l  the products further to retailers. Branded retailers, l ike Gap source their products from 
similar suppliers. The trend today i s  to cut down the number o f  suppliers and work rather with 
supply partners. The customers expect to be provided with full service including participation in 
garment and pattern design, material sourcing and manufacturing. The success o f  the supply 
chain i s  measured at retail level. The commonly used success measures are: 
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Sell-Through i s  the proportion o f  goods sold at f i rst  price. Due to forecast error a part o f  
goods purchased have to be cleared at reduced price. Long lead time and lack o f  
replenishment possibility are the main reasons for low Sell-Through percentage. Sell- 
Through varies between 60 % and 70 % in traditional up-front buying. 
Lost Sales i s  caused by stock-outs. When a retailer runs out o f  certain SKUs (stock 
keeping unit) without having replenishment possibility, potential to sell more i s  lost. 
Wi th  up-front sourcing lost sales varies between 10 % and 20 %. 
Service level i s  the proportion o f  SKUs available throughout the selling season. Service 
level goes down when certain sizes and colors run out o f  stock. Service level varies 
between 70 % and 95 %. 
Stockturns measures the turnover rate o f  stocks. In long-lead time and slow moving 
apparel business stockturns can be between 2.0 and 3.0. Slow stockturns, i.e. large 
inventories tie down capital and cause high forecast error as replenishment i s  not 
possible. 

Suppliers that can contribute to the success o f  retailing wil l be the survivors in the global apparel 
business. Basic items with highly sensitive prices will be sourced from the lowest cost regions in 
Asia (China, Indonesia, India), and more fashionable items from nearby regions, i.e. the 
Caribbean for the U S  market and East Europe for the EU market. Retail chains and global brands 
want to outsource merchandising and sourcing operations as much as possible. Full service 
providers will be the winners in the apparel industry in the long run. 

Speed to the market i s  important with fashionable products (long lead time increases forecast 
error), while price i s  the main driver in basic garments. Long lead time lowers Sell-Through 
percent and decreases final Gross Margin, as a larger proportion o f  merchandise has to be sold at 
reduced prices. For example Zara, the leading fashion chain in Europe says that, due to the 
extremely short lead times, they sel l  80% to 85% at full price while traditional retailing reaches 
only 60 % to 70 % (source: www.inditex.com ). 

This can be quantified with the example in Table 1.4. Purchase prices are normally marked up by 
150 % in fashion retailing. Annual purchases o f  US$  100 mill ion would turn into U S $  250 
mil l ion in turnover and US$ 150 mil l ion in profits, except that a major part o f  this i s  lost through 
price mark-downs. Only 65 % o f  merchandise sourced traditionally (from Far East with long lead 
times) i s  sold at full price, and the rest has to be marked down and sold through clearance. In 
demand driven short-lead time business, which means sourcing from near-by suppliers, up to 82 
% i s  sold at full price. As the prices are marked down by 50 % on the average, the clearance 
creates very little Gross Profit dollars. Based on these industry averages, the example in Table 
1.4 shows that by switching totally from traditional sourcing to demand driven buying the retailer 
would earn 20 % higher Gross Profit. 
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Table 1.4 
Annual purchase value US$  million: 100.0 
Retail mark-up: 150 % Sales Gross Profit 
Price mark-down at clearance: 50 % US$ mil l ion U S $  mil l ion 
Traditional 

Example of  Speed-to-Market impact on Retail Profits 

Sales at full price 65 % 162.5 97.5 
Sales at mark-down price 35 % 87.5 8.8 
Total Gross Profit 106.3 

Demand Driven Business 
Sales at full price 
Sales at mark-down price 

82 % 205.0 123.0 
18 % 22.5 4.5 

Total Gross Profit 
Source: EA-Projects Ltd 

127.5 (+ 20 %) 

This, o f  course i s  an opportunity to countries l ike Moldova, which in terms o f  transporting i s  only 
a couple o f  days away from the EU market. The difference in lead-time, which i s  the main cause 
for the above-mentioned retailers’ profit loss, i s  significant compared to the Far East suppliers. 
At the same time the customers in EU are gradually moving their purchases further from the 
immediate neighbors (Poland, Czech Republic, etc.), where costs are quickly rising. 

The cost o f  labor in Moldova i s  internationally very competitive. It i s  much lower than in the 
neighboring countries and even lower than China. Moldova offers a clear cost advantage to 
customers looking for a low cost source for C M  production. 

The factory efficiency i s  calculated by comparing the actual number o f  direct minutes used per 
product to the international standards. Evaluations were made during factory visi ts and the 
average efficiency i s  quite low. Old machinery, inefficient internal transports, lack o f  work place 
engineering and work loading problems are the reasons for this. Change o f  season seems to be a 
particular problem. As the f i r m s  are largely dependent on customers’ order allocation, they have 
no alternatives when the customers are unable to book production between the seasons. In fact, 
during the mission several factories had completely stopped their production, and were scheduled 
to start again with the new season. 
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Figure 1.3 Apparel industry monthly labor costs including social charges 

3100 

0 500 1000 1500 2000 2500 3000 3500 

US$/" t h 

Source: OETH, Wemer International, EA-Projects 

Another way o f  measuring productivity i s  by the so called minute selling price, which i s  
especially used when purchasing or selling sub-contracting services. Th is  figure indicates the 
cost o f  one standard minute that the customer actually pays for. The C M  price o f  a product can 
then be calculated by multiplying the minute selling price by the number o f  standard minutes per 
product. The minute selling price i s  widely used within international garment manufacturing and 
trade basis for determining the C M  price o f  a garment. Intemational buyers normally know 
exactly how many standard minutes their products contain. Furthermore, they know from 
experience what i s  the expected minute selling price from Portuguese companies, what i t i s  in 
Hong Kong , Turkey and in other countries. The minute selling price in Moldova i s  estimated to 
vary between 0.025 and 0.046 US$/min. This i s  very competitive. 

Table 1.5 Price of one standard minute from various sources 

Moldova 0.035 
Chma 0.05 1 
Russia 0.060 
Romania 0.079 
Baltic countries 0.1 14 

Portugal 0.158 

US$/min 

Yugoslavia 0.118 

Source: EA-Projects 

Several o f  the buildings in the apparel sector are old. Some were built 30 years ago. The general 
condition o f  the older buildings i s  poor. Most o f  the factories are multi-floor making internal 
transporting complicated. Modem, ground floor facilities were not seen during the visit. All 
factories had central heating, and one or two were equipped with air conditioning. Social 
facilities, including medical care, changing rooms, canteen and toilets were o f  acceptable 
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standard. Although the factory premises are not the most modem, they are neither the main 
problem for these firms. 

The machinery and equipment on average i s  old. There are only a few computerized product 
design and cutting facilities in the country. In some factories the condition o f  the machinery was 
very poor. It i s  obvious that the f i r m s  need to invest in better quality machinery in order to 
improve quality and productivity. Internal transport systems and work place engineering are very 
basic. Manual transporting of bundles throughout the factory requires additional indirect staff and 
i s  inefficient. Workplaces were not well designed lacking table extensions, pick-up trays and 
disposal units. Hanging transport systems in sewing rooms are generally missing. 

However, product quality was not a major concern to most companies. Customers seemed to be 
happy with the quality. On the other hand, with the aged and basic equipment the Moldovan 
industry produces mostly basic and low value added items. Men’s suits and ladies formal wear, 
which quality wise are most demanding, are produced only in small quantity and hardly at all for 
export. 

Wi th  the exception o f  the Joint Ventures with foreign partners, the f i r m s  are traditionally 
managed. The old socialist economy hierarchy seems to have stayed and the number o f  indirect 
staff i s  surprisingly high. A C M  manufacturer with maximum 15 % in indirect personnel i s  
considered internationally competitive, while many Moldovan companies have more than 30 % 
(Source: EA-Projects Ltd). The reasons for this are inefficient old-fashioned management and 
local bureaucracy. During the company interviews many f i r m s  complained that they need extra 
personnel for handling various formalities regarding imports and exports. 

As discussed in above paragraphs the Moldovan apparel sector i s  more competitive in direct labor 
costs and manufacturing costs than the CIS competitors. In terms o f  material prices, quality and 
lead-time there i s  no competitive advantage. The Moldovan industry i s  less competitive in plant 
efficiency, production facilities and FOB capability. Compared to China Moldova i s  more 
competitive in direct labor costs, minute selling price and in lead-time. The cost advantage 
against both o f  these competitors and the shorter lead times in comparison to China are strong 
competitive factors that the Moldovan industry can benefit o f  now and during the coming years. 

Import quota limitations to the EU and USA for several apparel categories will be removed for 
imports from WTO member countries at the end o f  2004. This has no direct impact on 
Moldova’s exports, but competition in the EU market wil l definitely be harder. According to 
general estimates, China will benefit greatly as most apparel categories are under quota today. In 
addition to having no  further limitations, prices from China will decline. The Chinese Import 
Export Corporations charge a fee for export licenses, which sometimes i s  a major part o f  the 
product price. According to estimates by Euratex, the prices for Chinese made goods will decline 
on the average by 20 %. 
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Table 1.6 The competitive advantage of Moldovan apparel industry compared to CIS 
and Chinese competitors 

Compared to CIS countries Compared to China 
Moldova i s  Moldova i s  

More Less More Less 
competitive Same competitive Competitive Same competitive 

Material prices J J 
Direct labor costs 4 J 
Minute selling price J 4 
Plant effcienc y J J 
Indirect personnel J J 
Quality J J 
FOB capability 4 J 
Lead times J J 
Production facilities J J 
Source: EA-Projects Ltd 

The objective o f  this case study i s  to illustrate the problems that Moldova confronts when dealing 
with market access issues and to identify the formal and informal barriers to trade. The 
economic costs o f  these barriers are estimated and specific policy changes are recommended to 
overcome these barriers. 

A representative random sample o f  textile and apparel f i r m s  (1 5 companies) was interviewed 
during the mission. There are about 30 major textile and apparel f i r m s  in the country. The total 
number o f  manufacturing companies in the whole sector i s  around 50. The f i r m s  interviewed 
were located in Chisinau, Beltsy, Soroca, Calarasi and Riscani. The sample included small and 
large companies. Most  o f  the f i r m s  were private. There were 4 Joint Ventures, 1 fully foreign 
owned firm and 1 company with the State as the majority owner.'* 

2. Trends in Trade in the Textile and Apparel Sector 

Very few apparel companies in Moldova design their own product lines. In most cases designs 
and product specifications are received f rom export customers. The f i r m s  sell toll ing services and 
operate under a temporary import scheme. Materials sent by customers remain the property o f  
the customer throughout processing. As result the value added by Moldovan manufacturers i s  
very low. The apparel companies interviewed during the mission sold o n  average 93 % o f  their 
capacity o n  C M  basis (cutting and manufacturing services), 2 % o n  full price sub-contracting 
basis (FOB) and only 5 % under own label. None sold Private Label services. 

The companies interviewed with the number of people employed in brackets were: Astroline (280), Balteance SA (goo), Can Ind. 
Sport (30), Condeanca SA (560), S.A. Dana (700), Fantazia SA (400), Infinity (2300), Olga Ceban (40), Rada Joint Stock Co. (600), 
Sawa (25), Sor-Elita SARL (425), Staua Reds SA (350), Covoare-Ungheni JSC (400), Grinfor S.R.L. (IOO), Floare-Carpet SA (900). 
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Figure 2.1 Distribution of sales between different business concepts (source: company 
interviews). 
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OPT i s  the main driver for Moldova’s apparel exports. Materials, i.e. yams and fabrics are 
supplied by EU customers for processing. In 2001 more than 80 % o f  textile materials were 
imported from the EU and 75 % o f  apparel exports went back to the EU. Although the value 
added due to selling o f  processing services i s  low, this has been beneficial to Moldova. Exports 
have grown rapidly year after year. More than 8 000 people (mainly women) have permanent 
jobs, some in the rural areas o f  the country. Lay-offs have declined due to the increasing capacity 
utilization. The foreign direct investments have brought in expertise and know how, which like 
in other countries will have spin-offs, new companies that are created by the joint venture 
managers. 

The average annual sales per person in the apparel f i r m s  interviewed during the mission was only 
US$755 (the average turnover per person in the EU apparel industry in 2000 was US$97 000). 
There i s  an amazing variation in tumover per person between different apparel f i rms ranging 
from US$ 327 to US$980. This i s  caused by different capacity utilization levels, and the fact that 
people may be laid o f f  for lengthy periods. Some o f  the f i r m s  have long periods without orders 
through-out the year while others maintain continuous operations. Low capacity utilization 
creates financial problems. On the other hand this indicates that the sector as a whole has s t i l l  a 
lot o f  potential to grow without further investments. 

The low value adding businesses generate very low cash income. The f i r m s  may be profitable 
but the value o f  profits eamed i s  so l ow  that it cannot facilitate normal investment programs for 
modernization o f  technology, such as computerized pattem design and marker making systems, 
which would improve material utilization. On the other hand, due to the low labor cost level, the 
very sophisticated production systems like computerized cutters and computer controlled 
transport systems would not be feasible investments. 

The total value o f  textile material (yams, fabrics) imports was US$ 62.3 mil l ion in 2001. The 
main source was Italy (37 %) followed by Germany (21 %), Romania (5 %), Turkey (5 %) and 
Netherlands (3 %). Other sources were Belgium, Korea, Slovenia, Slovakia and Taiwan. 

Yams imported to Moldova are used mostly by knitwear producers. The second largest importer 
i s  the carpet industry. The main source for yams i s  Italy (40 %). 
various types o f  fabrics as well, except for man-made fabrics, where Germany i s  the main 

Italy i s  the main source for 
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supplier. Most of the yams and fabrics are actually sent to Moldova by EU customers under 
OPT. OPT, however, i s  not always utilized. For reasons o f  price or fashion materials are also 
imported fi-om other sources, such as India, Pakistan, Turkey, China and USA. 

There are textile mills in TransNistra exporting mainly cotton based fabrics. The Moldovan 
apparel industry does not seem to use these fabrics. Politics i s  obviously one reason for this, and 
there are few contacts between TransNistran and Moldovan companies. The second reason i s  the 
OPT exports as the EU customers want to take advantage o f  the preferential duty arrangements 
and send EU made fabrics for processing. 

The total value of clothing exports in 2001 was US$ 91.9 million. The main destination countries 
were Italy (39 %), Germany (32 %), USA (16 %), Netherlands (3 %), Romania (3 %) and 
Belgium (2 %). There i s  hardly any clothing export to Russia or other CIS countries except 
Romania. A major part o f  clothing trade with Romania originates from EU as well. The 
Romanian customers, who use Moldova as a low cost production site ship the goods further to the 
final customers in Europe. 

The reason for the lack o f  trade with Russia i s  that Russian customers cannot provide materials 
for manufacturing. They expect full-package service (design, materials and manufacturing), 
which currently i s  available from only a few Moldovan companies. Russia could be a potential 
market for the Moldovan apparel industry, providing that the f i rms are willing to design products 
jointly with customers and to purchase the materials. Part o f  the materials could be bought from 
the weaving mills in TransNistra, but for more commercial designs the fabrics must be sourced 
from abroad. Most Moldovan companies do not have the know how for this, and financing o f  
material purchases would certainly be a problem. This was in fact discussed with several 
Moldovan garment manufacturers during the mission, and they all fe l t  that they prefer to sel l  
C W C M T  services to European customers as long as they keep receiving orders. Full package 
sales to for example Russia would make their business more difficult in terms o f  trade 
bureaucracy and would require additional financing. 

Only two apparel companies interviewed during the mission sold their own collections. Both o f  
these f i r m s  were newly set up small companies, and they were experiencing great difficulties in 
getting their business started, although they both felt that there was great business opportunity in 
the domestic and export markets. None o f  the other f i rms had plans to up-grade their business 
from selling production capacity on CM basis. 

The Moldovan Export Promotion Organization (MEPO) has carried out several campaigns to 
promote Private Label and Own Label business concepts within the apparel sector. Results have 
been very modest, and it i s  fe l t  both by MEPO and the apparel companies that the current laws 
and regulations, through their complicity, do not encourage the f i r m s  to move up to more 
demanding business concepts. 

The export value o f  garments made o f  woven fabrics was US$55.1 mil l ion in 2001 (men’s and 
boys’ clothing US$24.7 mil l ion and ladies’ and girls’ clothing US$ 30.4 million). The total 
export value for knitwear was US$ 15.4 mill ion (men’s and boys’ knitwear US$7.5 mil l ion and 
ladies’ and girls’ knitwear US$7.9 million). Other clothing products were exported for US$ 21.5 
mill ion in 2001 (baby clothing, T-shirts, underwear, swimwear). The main export markets were 
Italy, Germany and the USA. 

Italy i s  the main export market for most o f  the apparel categories. But in ladies’ and girls’ 
clothing o f  woven fabrics Germany i s  the main destination, and in ladies’ and girls’ clothing o f  
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knitted material USA i s  the main market. The reason for this i s  that in each o f  these categories 
there i s  one large garment joint venture producing only for this single market and this shows in 
the statistics. This also indicates how customer driven the Moldovan apparel exports are. Most 
manufacturers in Moldova do no marketing at all. When customers have problems with sales and 
cannot guarantee continuous workload, the Moldovan f i r m s  have no alternatives to fill the 
capacity and the factories are stopped. Romania i s  the only neighboring country appearing in the 
apparel export statistics (4 % o f  ladies' and girls' clothing exports and 7 % o f  other clothing 
products). 

Very few o f  the Moldovan apparel companies were interested in the domestic market, as most 
f i r m s  produced only for export. Only occasionally something was produced for domestic sales. 
The f i r m s  fe l t  that it i s  difficult to se l l  to the domestic market due to the lack o f  organized 
retailing. I t  would be necessary to establish own retail distribution, l ike some o f  the carpet 
manufacturers have done. The second problem i s  lack o f  financing. As TransNistran sources are 
not used, all fabrics would have to be imported, VAT and import duty paid at entry, and the 
companies would have to finance inventories o f  materials and ready made goods at the stores. 
The very weak financial situation o f  most o f  the apparel manufacturers would not permit this. 
The domestic market i s  l e f t  totally open for the international retail chains, which are now starting 
to enter Moldova. Their products will be sourced centrally from somewhere else and imported to 
Moldova, and, as result, the Moldovan apparel industry wil l have practically no share o f  the 
domestic market.13 

3. Barriers to Trade and the Development of  the Textile and Apparel Sector 

The managers o f  the 15 case study companies were interviewed during the mission. MEPO and 
ARIA representatives were also interviewed. Beside o f  focusing on trade barriers the team 
discussed various problems that the management encounters daily. I t  became quite clear to the 
mission team that the management uses an extensive amount o f  their time in discussing and 
sorting out formalities, filling forms, being involved in inspections and other bureaucracy, which 
al l  prevents them f iom concentrating on the real management issues at their companies. 

The current trade policy o f  Moldova causes various problems to the textile and apparel sector, 
and the procedures seriously increase the costs for the exporters, especially in the lower value 
added segment. Furthermore, the long-term negative effect i s  that the bureaucracy and the 
financial constraints keep the industry f iom developing towards more value adding business 
concepts. The costs o f  some o f  the barriers are difficult to estimate as many o f  them have indirect 
impact on the ~ompanies. '~ 

'' Steilmann o f  Germany, one o f  the largest apparel groups in Europe, has a Joint Venture factory in Moldova producing ladies coats, 
jackets and blazers. Production i s  planned and controlled by central sourcing organization in Germany. For logistic and commercial 
reasons the Steilmann store in Chisinau receives goods from Germany, not directly from the factory. Occasionally they could produce 
more garments than expected out o f  the fabric sent to them. The extra production could be shipped directly to the store, but according 
to the local factory management it i s  nearly impossible to do so due to the complicated customs procedures and regulations controlling 
the temporary imports o f  fabrics. The extra pieces can neither be retumed to Germany as the shipment quantity would not be equal to 
the original order. In fact, when this occurs they prefer to let the extra material go to waist. 
l4 

%, transport costs 1.1 %, telecommunications 1.3 %, customs charges 2.1% and Chamber o f  Commerce charges 1.1 YO. 
Seven apparel f i rms  were willing to present financial data from year 2002. In proportion to tumover the banking charges were 1.1 
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3.1. VAT 

Most garment manufacturers carry out C M  business and do not pay VAT when importing 
materials. Materials are imported temporarily and import and export documents have to be 
cleared at customs against each customer order. This may be difficult if discrepancies happen. 
For example partial shipments o f  the order are difficult to arrange. The manufacturer may also 
manage to produce extra garments from the material sent to him, but due to bureaucracy it would 
be difficult to retum these garments to the customer and earn additional revenue. The time limit 
for manufacturing and repatriating eamings i s  6 months. If this cannot be achieved VAT will be 
imposed together with penalties. Some knitwear companies have difficulties in meeting this time 
limit as the same yam may used over a long period o f  time. 

Cutting waste i s  always produced in garment manufacturing. Between 5 % and 25% o f  fabrics 
and other cut materials end up in the wastebasket. These odd shape pieces are o f  no value and 
usually they are dumped. It was understood during the mission that the companies have been 
made to pay VAT on this waste. This 1s most unusual and not practiced in the competing supplier 
countries. Such a cost significantly reduces the competitiveness o f  Moldovan producers. I t  i s  also 
difficult to define the exact material waste percentage as i t  varies from one style to another. Even 
each cut has a different material utilization percentage. 

VAT payable on cutting waste i s  difficult for the customers to understand and it i s  unlikely the 
customers are willing to compensate for it. Instead, i t  has to be built into the C M  manufacturing 
cost, which makes Moldovan f i r m s  less competitive. The average cutting waste i s  18 % o f  total 
material consumed. For example, the cost o f  fabric for one ladies’ coat could be US$ 33.50. 
VAT on cutting waste o f  18 % would be US$  1.20. If the C M  price for such a coat i s  U S $  8.50, 
the VAT on cutting waste means an additional price increase o f  14.1 %. This i s  a serious increase 
o f  C M  cost and it i s  l ikely to reduce export orders from Moldovan manufacturers. 

Those companies importing raw materials at their own account are liable to pay VAT when 
clearing customs. If products made o f  these materials are later exported, VAT will be 
reimbursed, usually within 3 months. Payments, however, are not made to the companies, but the 
balance i s  kept by customs in favor o f  the said company against future imports. 

Companies are treated differently by the VAT authorities. The smaller companies complain that 
they have to wait for VAT reimbursements longer, sometimes up to 6 months. They don’t know 
when the repayments will be made, and in several cases enquiries have lead to penalties. In many 
cases VAT i s  not repaid fully. For smaller f irms, especially in the apparel sector, delays in VAT 
reimbursement may cause serious financial problems. 

Delayed repayment o f  VAT has financial consequences especially to smaller companies that are 
often paid later than the larger well-known f i rms.  The impact o f  waiting for reimbursements for 
3 months calculated at current foreign currency lending terms o f  10 % annual interest and with 
raw materials being at least 50 % o f  turnover, means 1.3 % additional cost. In case 
reimbursement takes 6 months the additional cost i s  2.6 %. In reality the delay i s  closer to 6 
months than 3 and the average cost impact i s  around 2.0 %. For C M  manufacturers this i s  not a 
problem as VAT does not apply to temporary imports. 
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3.2. Customs 

No duty i s  paid for temporary import o f  material. Customs clearance charges o f  0.2 % o f  the 
shipment value i s  paid for each incoming shipment. Most textile materials are duty free anyway, 
but in certain cases, depending on the composition, 5% duty on fabrics and 10 % duty on 
accessories may apply providing that the apparel companies import the materials at their own 
account. The f i r m s  complain that there are difficulties in getting the duty reimbursed in case the 
products are exported. 

Clearing the customs did not seem to be any bigger problem providing that all documents were in 
order. The preparation o f  documents and the clearing procedures, however, are time consuming 
and indirectly costly to the companies.” 

Counter samples are often produced for each new order. The sample together with price quotation 
i s  sent back to the customer for approval. Speed to the market i s  an important issue, and counter 
samples and quotations are expected back as soon as possible. Customers often send sample 
materials through international courier service, but as the same customs clearance procedures 
apply to sample materials as well, the shipments get stuck at customs for 3 to 4 days, which 
considering the urgency o f  the samples the companies find totally unacceptable. 

Most apparel materials can be imported duty free to Moldova, but some accessories and special 
materials are liable to duty between 5 % and 10 %. If a company imports materials at their own 
account, designs the products and exports them, there are difficulties in getting the import duty 
refunded. For example for a piece o f  lingerie with an export price o f  US$20.00 and material cost 
o f  $ 14.00, this would be an additional cost o f  5.6 %. 

3.3. Terms of Payment and Repatriation of Export Earnings 

Material suppliers may extend their credit to established customers up to 90 days. Likewise, 
payment terms in exports can be 90 days or even consignment. Payments are usually done at 
delivery for C M  exports. If there are delays in collecting export revenue, for example due to 
financial problems o f  the customer or in case there i s  a claim on quality or delivery, the payment 
may be prolonged even over the repatriation deadline. This may result in penalties despite the 
reason for the delay. To  solve the quality or delivery problem the supplier may have to agree to a 
discount. This will create further problems as now the shipping documents, invoice and the 
actual amount o f  money received do not correspond. 

Terms o f  payment, when there are no difficulties with quality or delivery times, are not a problem 
to the C M  operators as they only se l l  production services and are usually paid at delivery. For 
companies selling own label products the long terms o f  payment create financing problems. 

Repatriating limit for foreign currency receivables might be exceeded for reasons beyond the 
Moldovan company’s control. The penalty i s  in proportion to the exceeded value. This i s  not a 
problem to C M  manufacturers as they are usually paid at delivery. But to f i r m s  selling Private 
Label or Own Label goods the repatriating limit i s  a problem. 

Is One o f  the apparel firms located outside o f  Chisinau was able to compare the customs procedures to what they have experienced in 
another CIS country (Latvia). In Moldova the firm needs 3 persons on full time basis for customs procedures plus one driver who 
almost daily has to take documents to Chisinau for approval. In Latvia the same work i s  done by 1 person and there i s  no need to 
travel to the Capital for getting the documents stamped. In terms of personnel costs it i s  at least 3 times more costly to clear customs 
in Moldova than in other competing East European countries. 
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3.4, Pre-Shipment Inspections 

PSI was highly criticized by the textile and apparel sector. The f i r m s  felt  that no additional 
inspections are needed as customs already inspect every shipment and matters should be agreed 
between the buyer and the seller anyway. As there are a lot o f  small shipments in this sector the 
inspections were very costly. Due to the minimum inspection charge the cost o f  inspection could 
go up to 5 % or more o f  the shipment value. 

PSI o f  material imports for C M  production was cancelled even before the system was voted 
unconstitutional. PSI does not therefore concern most o f  the apparel companies if reactivated. 
However, this will be one more bureaucratic procedure that encourages the apparel companies to 
st ick to their CM as importing the materials at own account would mean uncomfortable PSI 
procedures and additional costs. The minimum charge increases the cost o f  inspection, and in 
proportion to the import value o f  materials the inspection charge could be between 3.0 % and 
5.0%. For an FOB operator this means that he has to increase export prices by around 2.0 %. 

3.5. Local Financing 

Local credit terms are unfavorable. Credits are for short term and interest rates are high. 
Interests are from 10 % to 12 % for foreign currency loans and between 18 % and 24 % for loans 
in Lei. The companies feel that they do not get competitive service from the banks. 
Commissions are charged on everything, for example 1 % on withdrawal o f  cash. 

The textile and garment trade i s  seasonal. There are high peaks in deliveries and periods with no 
orders in between the seasons. Several o f  the garment factories visited during the mission had no  
orders at all, as they were between the seasons and fully dependent on C M  orders from export 
customers. If seasonal credit lines at acceptable terms were available, the gaps between seasons 
could be filled with own production for the domestic market or for export to the CIS. 
Furthermore, the high financing costs stop the apparel manufacturers from moving up the value 
chain to full package business. 

The f i r m s  pay various kinds o f  banking charges. The charges in proportion to turnover, 
according to financial data received from several apparel companies, were on average 1.1 %. 
Customs clearance charges in proportion to turnover were on average 2.1 %, not the official 0.2 
%. Chamber o f  Commerce charges (document approvals and assistance) in proportion to 
turnover were on average 1.1%. 

3.6. Transporting 

Most companies in the textile and garment sector buy transport services or they may be arranged 
by the customers. Two companies had their own transport equipment and they fel t  that their 
transporting costs are 20-30 % lower than the commercial companies offer. 

Closeness to the market i s  an asset in apparel trade as short lead-times are sought by the 
customers. Geographically Moldova i s  not far from the main markets o f  the EU but due to the 
bureaucracy in Moldova and the customs procedures at the border crossings o f  the CIS countries 
the total transport time may be extended by several days. Companies using their own transports 
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face further problems. One o f  the companies had difficulties in obtaining visas for the drivers. I t  
was also difficult to officially obtain the permits and documents for boarder crossings.'6 

3.7. Bureaucracy 

The general complaint i s  that laws and regulations change continuously and even the authorities 
are not always well informed. Laws may also be difficult to interpret and outside help (for 
example Chamber o f  Commerce) may be necessary for filling the required documents, resulting 
in extra costs. All kinds o f  inspections seem to go on continuously with formal and informal 
charges. A part o f  the procedures are handled centrally, and to companies located outside 
Chisinau this may mean daily travel to the Capital for getting the required stamps. 

Formalities for a C M  manufacturer are much less complicated compared to Full-Price, Private 
Label or Own Label companies. A C M  firm needs to clear customs for incoming materials and 
outgoing goods, but avoids dealing with VAT and import duty reclaims. Nor  i s  PSI practiced on 
temporary imports of material. Although customs clearance i s  the only trading formality required 
in C M  trade, it i s  not simple. Altogether 13 different documents, as counted by one o f  the 
companies interviewed, are required for each shipment. Documents presented by foreign clients, 
such as orders and transport documents, must even be translated and authenticated by the Notary. 
With higher value adding business concepts, such as FOB, Private Label and Own Label, the 
companies must deal with reimbursements o f  VAT and duty, and PSI will also apply once 
reinstalled. C M  requires less financing since materials are not purchased and the common terms 
o f  payment for readymade goods i s  at delivery. Therefore it i s  understandable that C M  i s  seen 
attractive. In the long run, however, the companies should up-grade themselves to more value 
adding businesses in order to reduce the risk o f  being bypassed by customers that look for the 
cheapest source. T h i s  i s  not happening in Moldova today. On the contrary, the f i r m s  interviewed 
during the study felt  that a large part o f  the bureaucratic hassle can be avoided by sticking to CM. 
The other reason i s  that they do not have the management know-how or financing for the more 
value adding business. 

Table 3.1 Formalities and expenditures required by various concepts 
C M  Full-Price Private Label Own Label 

Formalities: 
Customs clearance 

Financing, costs: 
Customs clearing costs 
Practically no 
financing needed 

Customs clearance 
VAT reimbursements 
Import duty procedures 
PSI*) 

VAT and import duty 
up to 6 months 
Cost o f  materials for 3 
to 4 months 

small shipments 
PSI cost up to 5 % in 

Customs clearance 
VAT reimbursements 
Import duty procedures 
PSI 

VAT and import duty 
up to 6 months 
Cost o f  materials for 4 
to 6 months 
PSI cost up to 5 % in 
small shipments 

Customs clearance 
VAT reimbursements 
Import duty procedures 
PSI 

VAT and import duty 
up to 6 months 
Cost o f  materials for 
at least 6 months 
PSI cost up to 5 % in 
small shipments 
Occasional repatriating 
penalties 

*) PSI was not exercised during the mission 

l6 Transport costs for exports are increased by  unofficial payments. CEMT permits may have to be bought via the black market. The 
truck driver needs to carry an extra US$ 150 for bribes to traffic police and customs officials in Moldova and other CIS countries that 
he has to cross. 
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3.8. FDIs and Competitiveness in the Export Market 

There are numerous examples o f  emerging economies, which have greatly benefited f rom FDIs. 
The best example i s  perhaps China, whose booming textile and apparel exports are largely 
regarded as result o f  thousands o f  Joint Ventures. Also in Moldova there are several foreign direct 
investments in the apparel sector. Despite o f  difficulties and complaints, these companies seemed 
to be operating rather well. Beside financing the foreign partners had brought in training and 
know h o w  together with new machinery. Today, however, with wide spread bureaucracy and 
corruption Moldova i s  not  very attractive to foreign investors. 

Several CIS countries with high apparel exports to the EU, l ike Estonia, Latvia, Lithuania, 
Poland, Czech Republic, Slovakia and Slovenia, will become EU members in 2004. Costs as 
wel l  as the standard o f  living i s  expected to rise in this countries. This will be an opportunity to 
Moldova. M a n y  EU buyers will search for more competitively priced sources in Eastern Europe 
and Moldova should actively capitalize o n  this opportunity. 

Most o f  the foreign customers buying CM services f rom Moldova are manufacturers, importers or 
wholesalers and they sell the products further to retailers. Being intermediaries they include their 
own margins into the value chain. This puts considerable pressure o n  costs and in general the 
C M  manufacturers in Moldova are being paid very l o w  prices. Retailers are reluctant to directly 
carry out this kind o f  business as they don’t have the know-how or resources for material 
sourcing. Instead they prefer to buy o n  Full-Price basis. 

Although retailers prefer to go directly t o  the source, they are willing to accept the intermediaries 
as long as they perform the requested services. Another alternative i s  that the manufacturer offers 
these services, i.e. sells the products o n  full-price (FOB) basis, and n o  intermediaries are needed. 
In Private Label and Own Label business the manufacturer even carries the product development 
costs, If the retailer designs the products, as in FOB, and carries the design cost, the purchase 
price must be lower. When retailers make sourcing decisions they consider the various 
alternatives only if the retail price at the end meets their target. 

Table 3.2 
a ladies coat with fabric cost o f  US$33.50, accessories cost o f  US$2.00 and production cost 
of US$8.50 

The cost impact o f  various trade barriers can be quantified by an example o f  

Items Additional costs to CM Additional costs to 
price FOB price 

US$ ipc US$ Ipc 
Material imports 35.50 
Production 8.50 . 8.50 
Delayed VAT reimbursement 0.71 

Additional personnel costs due to bureaucracy 0.03 0.03 
Customs charges 0.18 0.18 

Total 10.00 46.21 
Value added in Moldova 10.00 10.71 
Additional costs total 1.50 2.2 1 
Additional costs on value added 15 .O% 20.6 % 

VAT payable on cutting waste 1.20 1.20 

Chamber o f  Commerce charges” 0.09 0.09 

” Certificates of Origin, Export Licenses, etc. 
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The low labor cost (in fact lower than any other CIS country) i s  the main and practically the only 
means o f  competition for the Moldovan apparel sector in the EU and U S  markets. Part o f  this 
advantage fades away due to the low factory efficiency, high cost o f  domestic bureaucracy and 
due to import duties. Closeness to the EU market 'is also an asset but the other CIS countries beat 
Moldova in lead times because o f  less internal bureaucracy. The best example i s  perhaps the 
Baltic States, where the apparel industry i s  quickly developing towards more value adding 
concepts under very liberal trade policies. Several f i r m s  employed designers in the 90s and 
started to create own collections and offer FOB and private label services to the foreign 
customers. At the same time numerous Joint Ventures and fully foreign owned f i r m s  were 
established bringing in further know how and triggering new and well-organized spin-off 
companies. None o f  this i s  taking place in Moldova. The Moldovan clothing sector does not 
have the design and merchandizing know how, and the interviews showed that very few 
companies, if any, are interested in moving this way. Design cooperation with export customers 
will not take place if the supplier has nothing to offer. 

The cost o f  bureaucracy in Moldova has a significant impact on export prices, especially for 
companies selling l ow  value adding tolling services. When the above estimates are summarized 
C M  prices are increased by 15 % and FOB prices by close to 20 %, as highlighted in table 3.2. 

4. Conclusions and Recommendations 

The objective o f  this case study i s  to highlight the problems that Moldovan textile and apparel 
sector has regarding foreign trade and recommend policy changes to overcome these barriers. 
The apparel companies selling C M  services seemed to have relatively few barriers, although the 
cost impact o f  these barriers i s  significant. Companies exporting their own products are in a more 
unfavorable position. Based on the interviews and other material collected during and after the 
mission it i s  obvious that the current barriers make the textile and garment sector less competitive 
especially compared to some o f  the other countries in East Europe. 

Formal and informal barriers to trade can be summarized as follows: 

Slow repayment o f  VAT collected at importing o f  raw material and the fact that money i s  
not paid to the company directly causes additional financial burden. 
Exceeding the repatriating limit for export earnings, no matter what the reason may be, 
results in penalty. 
Imposing VAT on cutting waste increases costs. 
It i s  difficult to reclaim the import duty paid on raw material imports when goods are 
later exported in case the materials are not recorded for a specific export order. 
Altogether 13 different documents have to be issued, approved or stamped for each 
impodexport order in tolling services. Getting them done slows down the whole 
operation and increases costs. 
Customs clearance i s  slow for example for courier shipments. 
Pre-shipment inspections o f  imports, if restarted, i s  a huge irritation to the textile and 
apparel industry and very costly due to the minimum charge (a lot o f  small shipments). 
Lack o f  local credit lines at internationally competitive terms places the Moldovan 
manufacturers in an uncompetitive position 
Numerous documents and inspections together with wide-spread corruption load 
bureaucratic costs on the f i r m s  
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The current laws and regulations do not encourage the textile and apparel sector to work 
i t s  way up from C M  towards more value adding business concepts. 

Recommendations 

The current procedures and regulations governing trade in Moldova are bureaucratic and, through 
additional costs, make Moldova a less competitive trading partner in the world market. Both C M  
and Full-Price operators end up paying additional costs. The system i s  relatively easy for C M  
operators and demands more from companies operating at higher value-adding levels. In both 
cases customs clearance i s  complicated requiring a large number o f  documents for each incoming 
and outgoing shipment. 

The main objective o f  trade policy should be to ensure the continuity o f  export growth in the 
sector and to encourage f i r m s  to become full service providers rather than keeping them at the 
bottom o f  the value-adding stairway. The C W C M T  operators are very low value adding and 
they can be negatively affected by relatively small additional costs imposed by trade policy. 

Without further investments there i s  a lot o f  potential for export growth in the apparel sector, as 
the general capacity utilization i s  low. Plant efficiency can be greatly improved at many 
factories, and by avoiding closures between seasons production volumes could be significantly 
increased. This will only happen if the foreign customers keep finding Moldova cost wise 
competitive. 

Lack o f  design, marketing, finance and merchandizing keeps the Moldovan manufacturers away 
from higher value added businesses. It i s  also fel t  by the f i rms that a full service provider has 
more bureaucratic problems and therefore most o f  them prefer to stay with CWCMT.  On the 
long run this may turn out disastrous. The more attractive customer segment, the retailers, cannot 
be approached, and the low cost seeking intermediary customers w i l l  not hesitate to switch to 
more competitive sources once they become available. The regulations and laws governing. 
foreign trade should encourage, instead o f  punish, the full-service providers. This i s  a specific 
problem for the SME sector and new entrepreneurial companies, which are short o f  money. For 
example, delays in reimbursements have to be financed by the f i r m s  themselves as outside 
financing i s  not available at reasonable terms. 

A Draw-Back system, for reimbursing VAT and duty, should be implemented regarding materials 
imported at company's own account. This should work on a clearing account basis for registered 
exporters without advance payments. Imports are recorded and cleared at exporting, and VAT 
and duty i s  paid only for the difference.'* 

VAT payable on cutting waste i s  a major cost especially to C M  and FOB operators, as waste i s  o f  
no value, at least not the original import value. I t  i s  not common to collect VAT on cutting waste. 
When doing so the Moldovan Govemment puts the industry in a very uncompetitive position. 
Paying VAT on cutting waste i s  difficult for the foreign customers to understand and some clients 
are l ikely to tum to other sources. 

Is The start of industrial development o f  Portugal in the 70s, when the country became a democratic nation, was heavily based on 
textile and apparel indushy. C M  and CMT were the main ways of exporting clothing products in the 70s and 80s, and gradually 
several companies moved up to Full-Price manufacturing. The industry was supported by the Govemment, not financially, but by 
making trading as barrier free as possible. A Draw-Back system on clearing account basis was implemented for VAT and duties, and 
i t  helped the industry immensely when they were short of financing and the domestic banking system did not operate efficiently. 
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If PSI i s  re-established, the minimum charge should be abolished. The minimum charge hits the 
entrepreneurial SME sector, which again Moldova should encourage rather than chastise. 

Foreign direct investments (FDI) should be encouraged. FDIs have proven to be the key to 
trading success in many countries, including China, the world's largest apparel exporter with 
thousands o f  Joint Ventures in this sector.lg FDIs bring the badly needed capital and know-how. 
The usual spin-off effect o f  FDIs i s  the birth o f  new well-managed companies. Being employed 
by an FDI i s  a good leaming experience to the local management. Quite often these managers set 
up companies o f  their own contributing to the whole industrial sector and the economy o f  the 
country. The best way for a country to promote FDIs i s  to establish a trade legislation, which i s  
fair and free o f  bureaucracy. Despite o f  the trade barriers today, most o f  the largest exporters in 
the apparel sector in Moldova are already Joint Ventures. 

CIS and especially the neighboring countries (Russia, Romania and Ukraine) should be natural 
export markets to the Moldovan apparel industry, l ike they are to the carpet industry. But this i s  
not the case as hardly any apparel i s  exported to these markets. The reason i s  that the Moldovan 
apparel producers are engaged in C M  production and have no resources or know-how for offering 
full-package service, which i s  required by the customers in the CIS countries. Access to these 
markets i s  relatively easy i f the firm has own designs and i s  able to import i t s  raw materials, as 
demonstrated by the Moldovan carpet industry. 

Constantly changing laws and regulations create problems. Not  even the authorities can keep up 
with the current laws. There i s  no need to invent trade legislation. It can be copied from nations 
that have for decades successfully carried out trade. Moldova should streamline i t s  overall 
bureaucracy. The numerous licenses and permits currently required are hardly necessary, as they 
are not required by many o f  the competing countries in Eastem Europe. They are costly and they 
only slow down trade. 

Moldova has lower labor costs than China and i s  close to the EU. These are advantages that 
Moldova should capitalize on. The low cost level i s  the reason, perhaps the only one, for today's 
customers to trade with Moldova. Speed to the market would be appreciated by the retail 
customers, but they are not there as the Moldovan suppliers cannot offer full package services. 
Exports o f  apparel products have boomed, but due to the low value added the dollar income i s  
modest. There is, however, great potential for growth. By utilizing the current production 
capacity fully, export quantities can be increased. By gradually moving to more value added 
business the dollar income will also grow significantly. 

l9 The overall accumulative foreign direct investments in China grew from U S 2 0  billion in 1990 to US$340 billion in 2002. The 
annual exports increased from US$45 billion to U S 2 5 0  billion during the same period. (Source IMF) 
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ANNEX: Trade Statistics 

Yam l O O O $  % 

Import of Yarns, Woven Fabrics and 
Taiwan Knitted Material 

US$ 62.3 million 
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(2001) 

Source: United Nations Statistics Division 

Figure A. 1 

Table A. 1 

Sources o f  all textile materials imported to Moldova in 200 1 

Imports o f  yarns and various types o f  fabrics in 2001 

1142 49% 

2460 1 6 %  

595 4 %  

desh 411 5 %  330 2 %  
186 1 % 

nia 521 3 % 165 1 % 

138 1 % 

425 3 % 

Source: United Nations Statistics Division 
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Other 
Belgium -..a. - .- 

Romania 2 %  

Germany 
32 % 

Figure A.2 The total apparel exports were US$91.9 mil l ion in 2001 
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Figure A.3 Export destinations o f  various types o f  apparel products in 2001 
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1. Introduction 

Moldova’s wine sector has and continues to be one o f  the most significant agricultural sub-sectors 
in a predominantly agricultural economy. As an industry it accounts for 5 percent o f  GDP, about 
25 percent o f  exports and accounts for 8 percent o f  total agricultural land in production. Although 
figures are difficult to obtain, i t i s  recognised that the wine industry provides employment to a 
significant number o f  rural households, with an estimated 70,000 individuals, predominantly 
smallholder farmers involved in the cultivation o f  grapes, and a further 15,000 individuals 
involved in processing and allied industries. The significant numbers o f  smallholders engaged in 
grape cultivation, as well as those who derive employment from working on vineyards means that 
the industry has potentially significant impact on poverty reduction. 

The main grape growing regions in Moldova are situated in the centre and southern regions, with 
r ich soils and favourable latitudes similar to those grown in the Bordeaux and Burgundy regions 
o f  France. Moldovan viticulture i s  characterised by a significant range o f  grape varieties, 
predominantly o f  European origin (accounting for 90 percent o f  varieties). The most common 
white wine varieties that account for about 70 percent o f  total cultivated land include Pinot Gris, 
Chardonnay, and Sauvignon, whilst the remaining 30 percent are grown with red varieties 
including Cabernet Sauvignon, Merlot and Pinot Noir. In terms o f  types o f  wine produced, semi- 
dry and semi-sweet wines dominate, accounting for 75 percent o f  production. 

Figure 1: Moldova Wine Industry Output 

10% 5 %  

10% W Dry Table Wines 

0 Sparkling Wines 

0 Fortified Wines 

Source: Moldova Export Promotion Organisation, 2002 

The wine sector includes the production and bottling o f  wine and other beverages obtained fkom 
the fermentation o f  vine-grapes. Typically wineries are classified in three main groups: 

Primary production wineries which process grapes into raw wine; 
Secondary production wineries which bottle up the wine; 
Mixed wineries where both primary and secondary productions are combined. 

The wine processing industry in Moldova comprises o f  126 primary production wineries, 6 
secondary production wineries and 18 mixed wineries, 7 brandy factories and 9 sparkling wine 
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producers, with almost all the wineries privatised” whilst all vineyards in Moldova are privately 
owned. The majority o f  wineries do not own the land, as i s  common practice in other wine 
growing countries, but instead rent from groups o f  farmers that have consolidated their land 
holdings and formed into private companies after the land privatisation processz1. 

The total vineyard area has seen a decline o f  over 40 percent since the mid 1980s, to about 
120,000 hectares in 2000 (Ministy ofdgriculture, 2002), due to: (i) President Gorbachev’s anti 
alcohol policy; (ii) the fragmentation that occurred during the land reform process; and (iii) the 
relative price changes to inputs following independence resulting in significant terms o f  trade 
decline”. Technologies based on these previously distorted energy prices became, in many cases, 
economically un-viable, which prompted a few o f  the largest companies in the sector to purchase 
modem equipment for grape processing, wine storage and bottling, mainly from Westem Europe. 
Despite this investment prior to the privatisation process, capacity remained low with most 
enterprises using only 20-30 percent o f  their production capacity (International Business and 
Technical Consultants Inc., 1999). 

The majority o f  enterprises within the sector, immediately after the privatisation, were 
characterised by obsolete primary wine making equipment often affecting the wine’s quality. This 
was compounded by a slow enterprise restructuring process that came at high cost to both farmers 
and the economy in general. Many had problems o f  ownership, management and control, the 
results o f  which were a large accumulation o f  debt and lack o f  investment. This led to limited 
marketing opportunities for the farmer’s grapes and low prices. The low prices inhibited the 
supply response, curbed revenues and prevented the critical reinvestment required for vineyard 
replanting. Thus in 1999 only about 500 hectares were planted whilst over 15,000 hectares were 
uprooted. 

Thus a depressed spiral o f  lower producer level prices and aging vineyards, had a significant 
effect on overall production. Despite the reduction in domestic grape production, the volume o f  
wine bottled has seen a steady r ise o f  over 32 percent since 199523. This increase has partly been 
attributed to changes in consumer tastes in the key export markets o f  the CIS, namely increased 
demand for higher quality lower alcohol wine products, and increasing preference for bottled 
rather than bulk wines, particularly in the large urban centres. Coupled with this development has 
been the need for wineries to increase capacity utilization for the new bottling lines. With limited 
grape supply there has been a trend to import some bulk wines into the country for blending with 
local wine products, although this remains very small (1.1 mil l ion l i ters in 2002) in comparison to 
the total wine exported. Much o f  this imported bulk wine over the past few years have originated 
from Italy and Spain (over 65 percent), with other significant importers being Romania and 
Bulgaria. 

The wine industry i s  currently undergoing a process o f  change, driven by privately owned 
distributors, such as “Acorex”, and “Vinorum”. These distributors were initially wine traders 
focused on the Russian market, but through profits obtained from trading and other activities, 
have taken the opportunity presented through the privatisation process to purchase selected 
wineries in the central and southern regions o f  the country. These players are becoming 

2o The remaining 11 state controlled wineries have been placed on the privatisation l i s t  with the exception o f  Onoteca winery o f  
Cricova. ’’ The land reform process pursued in Moldova was flawed in that it created a legacy o f  fragmented land parcels, however in the past 3 
years a process o f  re-creation o f  larger farm units through the renting o f  land to “leaders” has meant concentration o f  operations on 
these farms. 
22 Fuel costs and chemicals used to maintain vineyards in Moldova are estimated to represent 60 percent of the final farm gate price o f  
grapes (Rusu, 2000). 
23 Based on Ministry o f  Agriculture figures 

2 



increasingly influential in the organisation o f  the wine industry in Moldova, as the few remaining 
larger State controlled wineries continue to be hampered by limited investment in machinery and 
processes, as well as ownership, management and control issues. 

2. Key Wine Export Markets 

It i s  estimated that Moldovan wineries produce about 120 mill ion bottles o f  s t i l l  wine a year, and 
20 mil l ion bottles o f  sparkling wines, o f  which less than 7 percent are sold in the domestic 
market, whilst the remaining 93 percent are exported. The main market for Moldovan wines 
remains Russia (accounting for over 80 percent o f  exports), where Moldovan wine has strong 
brand awareness amongst consumers dating back to the Soviet era. The other main markets for 
Moldovan wine are Ukraine, Belarus, Kazakhstan, and more recently, a gradual increase in 
exports to western Europe, and Germany in particular. Bottled s t i l l  wine i s  the main export 
commodity to all these markets. However, there remains a considerable market in bulk wine 
exports, predominantly to the CIS market, although from 1997 to 1999 there was slightly more 
weighting to non-CIS countries, as f i r m s  bottled Moldovan wine in Bulgaria and Romania and re- 
exported them to Russia in order to avoid the high excise duties payable in Moldova, at the time. 

Figure 2: Exports o f  Bottled Still Wine 
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Source: Moldova Export Promotion Organisation, 2002 

2.1 The Russian / CIS Market 

The Russian market remains the main outlet for Moldovan wines, and has over the past five years 
accounted for over 80 percent o f  Moldova’s s t i l l  bottled wine exports, and over 75 percent o f  
bulk wine exports. Moldovan producers have historically competed in the low and medium price 
segments o f  the Russian market, which have tended to demand semi-dry varieties, and where the 
flavour profiles of their wines are familiar and often preferred over international varieties. 
Moldova’s export profile i s  similar to other CIS wine producers, most notably Georgia, where 



exports remain highly concentrated (estimated to be in the region o f  70 percent) in the Russian 
market. Figure 3 highlights the major wine importers into the Russian market. 

The Russian market continues to be dominated by demand for red wine, which makes up 71 
percent o f  sales in Moscow and 64 percent in other regions o f  the country. The total volume o f  
wine consumed annually in Russia i s  estimated to be 300 mill ion l i tres (USDA, 20021, which 
represents a l ow  annual per capita consumption rate compared to Westem European markets. 
However, per capita wine consumption has seen a rapid r ise since 1998. With consumers 
continuing to switch from vodka, to “softer” alcoholic beverages, resulting in an increase in wine 
consumption and imports, particularly amongst younger more affluent Russians. 

I 
Figure 3: Russian Wine Imports 
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Nearly all o f  the wine consumed in Russia i s  imported by about 50 trading f i rms,  which are based 
in Moscow and St. Petersburg. Most o f  the Moldovan exporters have either strong links to these 
companies or in some instances established some o f  these trading houses that serve as wholesaler 
/ distributor o f  their wine portfolios. In general most trading houses have two departments, one in 
charge o f  distribution to speciality stores and supermarkets (where the bulk o f  wine sales are 
made), whilst the other i s  responsible for hotel / restaurant sales. Trading companies often 
demand exclusivity for the distribution o f  a wine exporter’s product, whilst the number o f  
wholesalers regularly doing business and legally operating in the market i s  limited - it i s  
estimated that this has declined from 2,500 to about 250 wholesalers. Hence for wine exporters 
with limited contacts in the market, the ability to choose the right distributor becomes a critical 
factor for market success. 

Moldovan wine producers were significantly affected by the Russian financial crisis, with the 
devaluation o f  the ruble leading to a 43 percent decline in the exports o f  alcoholic drinks between 
1998 and 1999. Since this period there has been a slow recovery in exports both in value and 
volume terms, however, by 2001 Moldova’s market share had declined to 48 percent, from nearly 
60 percent 1997, despite the fact that Moldovan wines are not subject to duty in the Russian 
market24. Part o f  this decline can be attributed to a gradual change in the market demand for wine, 
to better quality, semi sweet and dry wines, which has led to increased competition from other 
producers o f  lower quality wines, most notably from Bulgaria, Georgia, and Hungary. In contrast, 
Moldovan wines have been viewed as a commodity product, with very l i t t le  attention being paid 

24 Non CIS wines pay a 20 percent import duty into the Russian market. 
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to wine quality and packaging. Thus higher margins” that Moldovan wine exporters had enjoyed 
in the past for selling a comparable quality product in the Russian market as opposed to other 
non-CIS markets i s  rapidly declining, as competition increases from within the CIS and Eastern 
European Countries. Thus there i s  a growing realisation amongst Moldovan exporters for the 
need to move up the quality chain to slow the slide in market share and remain competitive in low 
price market segment, where bottles retail around US$ 1.80 - 2.20 per bottle. However, with 
lower margins and increased competition in their traditional market segment, many o f  the larger 
Moldovan exporters are beginning to target the medium price markets where bottles can 
command prices o f  US$3.00 and upwards. I t  i s  worth noting however, that the inability to reduce 
the reliance on the Russian market for the foreseeable future continues to expose the Moldovan 
wine industry to substantial external demand shocks. 

The Ukrainian market i s  the second largest export market for Moldovan wines in the CIS. 
Moldovan wines have a similar market positioning to that o f  the Russian market, i.e. sales o f  
sweet wines, on a quantity basis. The market had seen moderate increases in volumes o f  product 
exported over the past three years, although accounting for a relatively stable 4 percent o f  the 
total value o f  exports. Moldova predominantly supplies bulk wine to the market, which accounts 
for about 70 percent o f  exports, whilst Cognac and st i l l  wines make up the remainder o f  exports. 
This status quo i s  threatened by the deterioration o f  trading relations between the two countries, 
particularly from the beginning o f  2003, when the Government o f  Moldova ruled to remove 
Ukrainian ethylic alcohol from the two countries free-trade agreement. Subsequently the 
Government o f  Ukraine retaliated by imposing similar restrictions on Moldovan products. In 
addition the Ukrainian association o f  wine and tobacco producers has recently announced plans to 
f i le  a request for an antidumping investigation into the imports o f  wines and cognacs from 
Moldova. These trading disputes are likely to have a short-term impact on the sector, with a 
probable re-direction o f  trade to other CIS member countries however, many industry 
commentators suggest that this will be a temporary phenomena fuelled by the poor inter-state 
relations at a political level, exacerbating the narrower technical grounds for l imiting trade flows. 
Thus there i s  an expectation that previous trading levels will resume. 

Other markets in the CIS have tended to play a less significant role as final destination markets 
for Moldovan wine, although some redirection o f  trade continues to occour to other markets in 
the former CIS, most notably Belarus and Kazakhstan. 

2.2 The European Market 

The key European markets for Moldova wine remain poorly developed, partly reflecting the poor 
quality o f  wine products produced in Moldova, and limited exposure o f  wineries and exporters to 
distributors and wholesalers in the various European markets. However, with the advent o f  
privatisation and refinancing that was provided by the new owners, there has been a process o f  
updating technology and management systems in some o f  the larger wineries26, which has 
allowed a sufficient improvement in quality and packaging to undertake the tentative f i rst  steps o f  
developing modest volume exports to the European market. 

Much o f  the wine exported to the EU has tended to be in bulk form, and focused on a variety o f  
markets primarily in some o f  the accession counties o f  Eastern Europe, such as Bulgaria and 
Romania. In terms o f  bottled wine, exports to the German market and the Latvian market are the 

25 Discussions with key wine exporters suggest that this premium could be as high as 25 percent 
26 Th is  has occurred mainly in the 30 wineries that have been able to obtain foreign capital 
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most significant as indicated in Figure 4. The German wine market remains the largest market in 
the wor ld  for  imported wines, with over 50 percent o f  wine consumed comprising o f  imported 
wines. Moldova wines predominantly serve the lowest price segment o f  the market, and face 
significant competition f rom Eastem Europe wines predominantly f rom Bulgaria, Hungary and 
Romania. Despite the fa l l  in wine imports by over 7 percent, both in value and volume terms 
f rom these competitor countries, Moldova wine imports continue to rise as indicated in Figure 4. 

Within the EU market the role o f  supermarket chains in the retail o f  wine have been growing 
steadily since the late 1980s, l ed  by the United Kingdom, but gradually spreading throughout the 
member states o f  the EU. These retail outlets work o n  margins o f  15-25 percent rather than the 
conventional 35-50 percent, which has impacted o n  imported wines, particularly to the lower 
quality end, where Moldovan producers currently compete. T h i s  segment has seen a squeeze o n  
price whilst there i s  continual upward pressure for improvements to quality and packaging. Thus 
although German supermarkets and hypermarkets have organised a wide variety and range o f  
wine presentations over the past few years, particularly f rom “newer wine growing regions”, the 
Moldovan industry has not been able to successfully break into the market due to concem over 
quality and reliability o f  supplies. These perceptions, have tended to moderate the rate o f  
expansion into the market, despite some success by the larger wineries in cultivating contacts 
with the traditional wine distributors and wholesaler networks. Through these channels Moldovan 
exporters have commenced modest shipments o f  bulk and s t i l l  wines into the market. 

I Figure 4: Moldova Exports of  Still Bottled Wines to Europe 
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Source: Moldova Export Promotion Organisation, 2002 

As with a l l  EU markets, wine imports are subject to tariffs which vary f rom 10 percent to 33 
percent, depending on the nature o f  the product and whether they are bottled in containers greater 
than or less than 2 litres. Wines containing less than 13 percent o f  alcohol are subject to a duty o f  
between 15.3 euro and 11.6 euro per 100 litres, depending o n  the size o f  container i t  i s  packaged 
in, as wel l  as VAT, which in the case o f  Germany i s  16 percent. Table 1 provides a breakdown o f  
the tar i f f  rates for the import o f  wine products into the EU. As can be noted the duties applied are 
considerably less for bulk wine imports i.e. in containers o f  over 2 litres than i t  i s  for  those o f  less 
than 2 litres. 
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Table 1: Tariff Rates for Third Country Imports to EU 
Product Duty (Euro / hecto-litre) for Duty (Euro / hecto-litre) for 

Containers of 2 litres or  less 
15.3 Euro per hecto-litre 

Containers of greater than‘2 litres 
1 1.6 Euro per hecto-litre Wine (alcohol o f  less than 

13 % volume) 
Wine (alcohol o f  between 
13 - 15 % volume) 
Other (alcohol o f  between 
18 - 22 % volume) 
Source: Wine Vision Global Exporting, 2002 

17.9 Euro per hecto-litre 

24.4 Euro per hecto-litre 

4.1 Euro per hecto-litre 

24.4 Euro per hecto-litre 

However, major competitors such as Bulgaria are able to access the EU market through export 
quotas on a duty free basis making their wines more attractively priced in these low cost market 
segments. These agreements supplement the initial “double zero” accords on agriculture, and 
under the new wine agreement imports under the quota enter the market on a duty free basis, thus 
eliminating EU import duties levied at 10-33 percent ad valorem. 

Deeper penetration into the EU market, thus can only be realistically achieved in the longer term 
with significant improvement in the quality and reliability o f  supply, with a significant marketing 
effort to introduce Moldovan wines as low cost alternatives to wines from Bulgaria and Romania. 
However, Romania and Bulgaria has already obtained a significant advantage, through duty free 
entry into the EU, and equally importantly significant inflows o f  foreign investment in the wine 
sect03~ over the past five years which have seen them benefit from newer technologies, know 
how and experience in trading and access to major European buyers. 

Although Latvian wine imports represent a marginal share o f  wine imports on the international 
stage, i t s  demand for foreign alcoholic beverages has grown steadily, with wine imports doubling 
from 1997 to 1999. Moldovan exporters account for about 14 percent o f  the wine market, which 
compromises mainly o f  i t s  “Kagor” wines, that target consumers in the low and lower to middle 
income bracket comprising o f  younger consumers and ethnic Russian consumers. As with the 
Russian market there have been significant improvements in the presentation and bottling o f  the 
product, however, the quality remains variable and i s  a main cause for the negative perceptions 
that Moldovan wine products have in the market. Despite this significant progress has been made 
in terms o f  cognac market segment where the “Belii Aist” brand i s  in high demand amongst 
consumers in the middle income bracket. 

3. Supply Side Issues 

The production o f  grapes had seen a significant decline o f  over 18 percent during the period 1995 
- 1998 due to (i) the fragmentation o f  the land holding o f  vineyards after the land reform process 
which led to many producers owning small lines o f  vines within vineyards; (ii) the mass 
(voucher) privatization program2*, which led to many wineries continuing to have a lack o f  
investment and a lack o f  separation o f  ownership and control, with many failing to pay farmers 
for the grapes supplied. In addition, a reduction o f  indirect subsidies inevitably reduced 
production volumes, and has been an inevitable part o f  market reform. Input adjustments 
following these price changes, particularly for fertilizers, are a key factor to explaining the output 
decline. 

’’ FDI in Bulgarian wine production has increased significantly over the past five years from US$ 16.6 million in 1998 to over US$ 81 
million by 2001 

Fifty percent o f  the shares were distributed to farms that provided raw materials in the past, in proportion to their volume o f  supply 
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The situation in Moldova was similar to that found in Romania and Bulgaria at the beginning o f  
the transition period. However, these countries had the added benefit o f  preferential access to the 
EU market, and through a period o f  relative policy stability, foreign investment has played an 
important role in providing access to much needed foreign capital, know-how, technology and 
access to major European buyers. 

The yield productivity o f  Moldovan vineyards i s  low, for instance in 2001, the average white 
grape yield was 3.1 MT/hectare (Ministry o f  Agriculture, 2003), which compares poorly to that in 
key competitor countries such as Georgia where yields in 2001 were about 5 MThectare, 
although they were not significantly lower than other major rivals in the CEE, such as Bulgaria 
(3.2 MThectare) and Romania (3.4 MThectare). Despite this these yields remain extremely poor 
in comparison to international standards such the EU-15 average o f  7.8 MT / hectare, and those o f  
Australia where average yields are over 13 MT / hectare. The primary reason for the low yields 
are due to the limited application o f  inputs (particularly fertiliser and crop-protection chemicals), 
limited use o f  irrigation, as well as limited technical sk i l l s  by farmers that have inherited small 
tracts o f  vineyards through the privatisation process. 

Table 2: Grape Yield Comparison (MT / ha) for White Grape Type 

Moldova Bulgaria Georgia Australia 

Average 3.1 3.2 5.0 13.6 
Source: Ministry of Agriculture / DCN Associates, 2003 

Despite this situation since 1998, as Figure 5 indicates, there has been a recovery in production 
caused by increases in yield from a low point o f  2.3 MT / hectare in 1998, and a reduction in the 
production o f  wine for home consumption as the wineries moved away from barter trade and the 
rural economy became increasingly monetised. The transformation o f  the situation, however, was 
driven by two significant developments that were an outcome o f  the reform process. 

The privatisation process, coupled with stronger bankruptcy procedures has led to a significant 
transformation in the ownership structure and investment into the sector. It has allowed investors 
with access to significant financing to take control o f  these enterprises, thus moving away from 
the barter / low price environment that many farmers faced, to one that with further investment in 
machinery*’ has increased demand for grapes in the rural areas. 

29 Investments in processing equipment has resulted in some improvement in wine quality 
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Figure 5: Grape Production 
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Source: Moldova Department of Statistics, 2002 

The second phenomena which has emerged as a consequence o f  the land reform process and the 
substantial out-migration o f  the rural population has been the consolidation o f  vineyards, through 
long te rm leasing arrangements (often over 25 years) with many o f  the smaller farmers. These 
new consolidated vineyards are often managed by  leader^"^', and frequently form themselves 
into f i rms.  The f i r m s  or “Agrifirma” have been able to obtain pre-financing o f  inputs and in some 
cases technical assistance through the privatized wineries, particularly those with foreign 
ownership. In a few cases wineries have been able to directly rent out land from farmers for a 25 
year period, and re-establish grape production. 

The recent transformation o f  the wineries has abruptly revealed an excess demand for quality 
grapes, which despite the increase in production can not be satisfied by the ageing vineyards. 
Replanting these ageing vineyards has been a slow process, with only about 530 hectares, 
replanted in 2002 as opposed to over 4,000 hectares being uprooted in the same year. The cost o f  
planting and maintaining a vineyard during the four years until i t bears fruit, i s  estimated to in the 
region o f  US$ 10,000, which has meant that replanting can only be realistically initiated by 
wineries that managed to rent land from private farmers or Agrifirma. However, many o f  the 
newly private wineries have insufficient investment and lack o f  financial resources to undertake a 
significant planting programme, whilst those enterprises with foreign partners have placed 
immediate emphasis on upgrading o f  winery processing equipment, which can have an immediate 
affect on quality. 

Although sourcing o f  quality grapes wil l remain a problem in the short to medium term, with 
some wineries continuing to obtain grapes from within the region, most notably Bulgaria and 
Romania, i t i s  understood that those wineries with foreign partners3* will place greater attention to 
vineyard re-planting from 2003. Many o f  these f i r m s  have completed the process o f  upgrading 
equipment, and subsequently have funds available for direct purchase of, and / or rental o f  land 
suitable for vineyard cultivation as well as through long term contractual relationships with 
“Agrifirma”. Through discussions with winery owners and key stakeholders it has been indicated 
that between 1,500 and 2,000 hectares are l ikely to be replanted during 2003/04, which i s  
expected to increase in subsequent years. 

30 often former collective farm managers or brigade leaders 
31 Estimated to be about 30 Wineries according to data from MEPO and the Ministry o f  Agriculture 
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The process o f  working more closely with Agrifirma and in some instances wineries vertically 
integrating operations, are likely to increase quality and reduce costs, particularly transaction 
costs o f  grape collection and for on-farm investment as wineries will need to deal with fewer 
entities, bringing wineries closer to the European model where most own their own vineyards. 
The likely consequences o f  these actions are that smallholder producers will be progressively 
squeezed out o f  grape production, which will naturally have significant negative implications for 
poverty in the rural areas. With marketing channels for grape limited in the major growing areas, 
as wineries source increasingly greater quantities from Agrifirma and their own production plots, 
it i s  likely that farmers will revert back to more subsistence forms o f  crop production, and 
continue, where available to rely on remittances from household members located in the major 
urban centres or from overseas. 

The replanting process has led many producers to take the opportunity to obtain better quality 
rootstock, from traditional wine producing areas in Western Europe, most notably from France 
and Italy. However, the cost o f  importing vines remains high and i s  estimated to between US$ 1 - 
1.20 per vine. In addition f i r m s  also need to obtain approval from the National Institute o f  Grapes 
and Wine, which although was not indicated as a significant problem for the enterprises 
interviewed in this study, it was considered a time consuming process. In order to overcome this 
recent initiatives have been underway to develop higher quality rootstock through joint ventures 
with French firms, one o f  which i s  expected to yield about 500,000 vines per year. 

The cost o f  grape i s  likely to increase in the short and medium term as labour shortages grow 
during peak harvest times due to out-migration3*, whilst harvests from replanting will only be 
reaped after 6-8 years. With other countries in region, such as Romania and Bulgaria, facing 
similar problems, it i s  envisaged that shortages o f  grapes will last for the foreseeable future. Thus 
the continued pressure on the domestic grape price i s  likely to lead to further pressure for 
Moldovan producers to progress up the quality chain, and may encourage more wineries to 
vertically integrate into the production o f  grape. 

4. Estimated Industry Cost Structure 

The privatised segments o f  the wine industry continue to be dominated by large distributing 
companies, many o f  them having Russian capital or being initially trading arms o f  Moldovan 
wineries that were set up in Russia to promote their various brand names, but subsequently 
established themselves as companies in their own right. With few independent wineries working 
on their own (it i s  estimated that the large distribution companies control about 80 percent o f  the 
market), and continued reliance on the Russian market, i t i s  possible to view a low to medium 
quality bottled red wine as a representative product from which to make an assessment o f  the cost 
structure presently facing the majority wineries in Moldova. 

The figures indicated in Table 3 represent estimated based on consultations with several 
wineries during the course o f  the study, and provide a guide to the relative magnitudes o f  costs 
incurred in producing wine in Moldova. Unlike other CIS competitor countries, Moldovan 
producers have a strong preference for the importation o f  corks and some packaging material, 

32 There are no reliable statistics on migration either in terms of numbers nor countries of destination as many migrate travelling on 
Romanian passports or through illegal channels, especially into the European Union. Estimates o f  the total number who have left in 
the past three years vary from 500,000 to over 800,000, representing at least one third o f  the economically active population, with a 
large proportion originating from depressed rural communities. 
33 Based on approximations obtained through discussions with 3 wine exporters and the Wine Exporters Association of Moldova 
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from Westem Europe, which significantly has not be driven by internal or extemal market 
regulation. 

Table 3: Direct Cost Structure in Moldova to Produce a 
Low to Medium Quality Bottled Red Wine (Prices in U S  Dollars) 

Imported Domestic Percentage 
Inputs Inputs 

Purchase o f  Grapes and 
transport to factory 

Processing (fermenting and 
filtering) 

0.95 70 Yo 

0.14 10 % 

Bottle 0.08 6 %  

Cork 

Labels and Packaging 

0.04 

0.08 

3 Yo 

6 %  

Cost o f  certification 0.02 1% 

Transport to Boarder 0.05 4% 

Sub-Total (FOB) 0.12 1.24 
As a percentage of the total 
FOB price 8.8 % 91.2 % 

The indicative direct costs for Moldovan producers are similar to those reported in CIS / CEE 
competitor countries such as Romania and Georgia, with the cost o f  grape constituting the major 
cost o f  production, whilst the cost o f  corks and packaging products being higher in Moldova than 
those in the majority o f  the CEE countries, as producers have historically had a preference for 
imported corks and labels. For many o f  the European wineries that own their own vineyards, the 
cost o f  grape production i s  reported to be less, estimated to be in the region o f  50-55 percent in 
Germany, much o f  which i s  taken up by the higher cost o f  labour. Other costs comprise o f  a 
similar proportion to that faced by Moldovan producers, although certification and transport costs 
are less, whilst taxes and depreciation o f  buildings and equipment are included in their balance 
sheets, however, the authors were not able to obtain estimates o f  these costs. 

5. Constraints to Trade 

Moldovan wine exports remain to be heavily dependent on CIS countries, and particularly Russia, 
as the major market for i t s  wine products. In these main export markets Moldovan producers 
continue to have preferential access, through free trade agreements with Russia and Ukraine, as 
well as Romania, despite the fact i t i s  an EC accession country. However, in spite o f  these 
preferences there are often inconsistent applications o f  these free trade regimes amongst member 
countries, and divergences in the implementation o f  various rules and regulations that negatively 
affects wine exports. 
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The following sections and Annex 1 will highlight the key constraints indicated in discussions 
with wineries, distributors and stakeholders from the wine industry in Moldova, wi th  the 
discussion differentiating constraints according to the CIS market and the European market. 
Table 4 attempts to summarize the costs, where it has been possible to ascertain from 
stakeholders, o f  the main constraints to trade. The figures provide an order o f  magnitude 
assessment o f  the costs o f  these constraints to wineries, however, this will naturally vary for 
individual consignments due to variations in value and volume. 

Table 4: Summary of Estimated Costs to Wineries of The Main Constraints to Trade 
Constraint Cost to Wineries as YO of total FOB 

price 
2 - 3 percent 
2 - 3 percent 

1.5 - 2 percent 
1 percent 
10 percent 

3-4 percent 
1 percent 

Delay in the payment o f  VAT and Excise refunds 
Laboratory testing charges for EU V I  certificate 
Imposition o f  transit bonds for transit through Ukraine 
Transportation requirements for transit through Ukraine 
EU tariffs on wine products 
Restrictions on the use o f  U S  $ denominated loans 
Delay in repatriation o f  funds fines 

5.1 Taxation and Customs Administration 

The wine industry’s contribution to the Govemment revenues has been through three forms o f  
taxes, namely, corporate taxes, Value Added Tax (VAT) and Excise taxes. Historically, 
agriculture’s tax contribution share i s  considerably lower than agriculture’s share o f  GDP, which 
has led to a general skepticism from Government towards exporters. Suspicion amongst 
Government officials remains, often with some justification, that smuggling, under-valuation o f  
imports, and transfer-pricing are endemic within the industry. Hence there i s  a perceived need for 
tighter administrative controls to ensure that the wine sector, being one o f  the key contributors to 
the economy provides a representative proportion o f  the total tax take. 

It i s  within this background that the Government has placed various taxes on key inputs into the 
production process, which should in theory be refunded if the produce i s  exported, given the fact 
that the Government uses the destination principle for indirect taxation. The Government 
currently places 5 percent VAT on domestically produced grapes, as well as a 20 percent VAT 
and 30 percent Excise tax on imported bottles and corks. In theory al l  excise taxes are reclaimable 
with the exception o f  and although many wineries face delays in receiving their refunds, 
none indicated that this was a serious constraint to trade. 

Despite the Government’s best efforts, delay in the payment o f  VAT and Excise refunds remain a 
significant constraint to all wineries and exporters. Delays o f  over 6 months from the date o f  
lodging a claim are commonplace, whilst in a number o f  instances, exporters reported that full 
claims were not refunded after one year. Until recently exporters within the industry would trade 
VAT receivables at a 10 percent discount to reduce the impact on their cash-flow. However, with 
Govemment closing this loop hole, many f i r m s  have had to incur additional cost in terms o f  
hiring staff (in some cases upto 12 individuals on a full time basis) to liaise with the Tax 
authorities to reclaim the refunds. These measures, naturally add a significant cost to the f i rms 

34 Under WTO regulations no direct subsidy on excise for fuel destined for road transport can be reclaimed 
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and can reach between 2 - 3 percent o f  (depending on the volume and value o f  exports) 
if these taxes can not be refunded within 1 year. Much o f  this cost i s  attributed to additional 
interest payments and staffing costs incurred in pursuing the refund. This effective tax on exports, 
can be significantly higher, as these indirect taxes are often not reimbursed in full. 

Text Boxl: Documents Required to Clear Moldovan Customs 
for the Export of Wine Products 

I CIS /Russian Market European Union Market 

1, Export Licence 
2. Certificate o f  Origin 
3. Certificate o f  Conformity 
4. Wine Test Report 
5. Hygiene Certificate 
6. Phyto-Sanitary Certificate 
’7. Commercial Invoice 
8. Declaration o f  Currency Repatriation 
Repatriation 
9. Deed o f  Conveyance 
10. Transportation Documentation 
1 1. Certificate that Authenticates the Existence o f  a 1 1. Certificate that Authenticates the 

1. Export Licence 
2. Certificate o f  Origin 
3. Certificate o f  Conformity 
4. Wine Test Report 
5. Hygiene Certificate 
6. Phyto-Sanitary Certificate 

7. Commercial Invoice 
8. Declaration o f  Currency 

9. Deed o f  Conveyance 
10. Transportation Documentation 

Although Moldova in practice follows a streamlined, EU compatible Customs Code, the custom 
procedures, are widely recognized by the major wine exporters as being cumbersome and 
extremely bureaucratic. Text box 1 highlights the documentation that Moldovan customs require 
to export wine to the CIS and EU, however, the limited number o f  wineries interviewed as part o f  
the study did not indicate that these hurdles posed significant problems or costs for their exports, 
although costs for certification, particularly the V I  1 i s  discussed later in the report. 

With the number o f  documents required, the quantity o f  wine that passes through the borders on a 
daily basis, and detailed custom procedures, the demands on custom officials i s  high and often 
exceeding their administrative capacities. Thus payment o f  some sort i s  usually undertaken to 
speed up the complex customs clearance procedures. For the CIS market, exporters often use their 
subsidiaries or agents to pass goods through customs in the final destination markets. For the 
European markets the customs clearance procedure i s  less complicated and cleared by the 
domestic wholesaler / retailer. 

5.2 Transport 

The poor quality o f  transport infrastructure, particularly in terms o f  road and railway network 
does place some additional burden on exporters, although wine exporters have not indicated this 
as being one o f  the more significant constraints to trade. 

’’ Interest charges estimated at 24 percent, additional costs that are estimated to account for US$0.03 per bottle 
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Much o f  the wine to Russia i s  transported through the rai l  network, where the risk o f  pilfering 
remains high, particularly through Ukraine and into the Russian border, although the quantities 
stolen i s  often small, estimated to be less than 1 percent o f  the cargo. Thus the quantities stolen 
are often too small to be recovered through an insurance claim, and therefore many o f  the larger 
f i rms use “hired-hands’’ to protect their cargo. 

Despite having a free trade agreement with Ukraine, transit through the country places significant 
cost to all Moldovan wine exporters. It i s  understood that the Ukrainian authorities have recently 
introduced an additional requirement for producers exporting bulk wines during the winter 
months, the precise rationale for this was difficult to ascertain, as this has not been a requirement 
from any o f  the importing CIS countries. Moldovan producers will now be required to use 
specially heated railway wagons to transit through Ukraine, which adds significantly higher 
transportation costs (with one winery estimating this requirement to add about 1 percent to their 
invoice value) and can be construed as a discriminatory technical barrier against Moldovan wine 
exports. The sudden introduction o f  this new regulation highlights the poor inter-state relations 
between both Govemments at a political level, which has led to the introduction o f  measures to 
limit trade flows. 

Trucks are often used to transport goods to the other CIS markets particularly, Belarus and 
Kazakhstan, where goods are insured (due to the distances covered) at about US$ 100 per truck. 
The poor quality o f  the road network within Moldova and around the region was not seen as a 
significant issue for the wine exporters, in terms o f  increased costs due to damage sustained in 
transit or due to damage o f  trucks en-route to the final destination markets. 

Trucks are also used for the transport o f  bulk and bottled wine to the European markets, however, 
given the very low quantities currently shipped, many exporters reported no significant problems 
obtaining trucks that satisfy standard requirements for carrying freight through Europe. However, 
if trade continues to develop to these markets, particularly to Germany, then the aging trucking 
fleet and limited number o f  trucks that satisfy European standards, are likely to increase freight 
costs to these markets, and ultimately, given that transport costs represent between 5 to 7 percent 
o f  the value o f  the consignment, the overall cost o f  Moldovan wines in these price sensitive 
markets. 

With the significant experience o f  exporters and transporters o f  transiting wine, long waiting time 
at various border crossings, especially those transiting through the Ukraine, have been minimized 
and are not seen as adding significant cost to wine exports as bulk and bottled wines are not 
perishable products. However, transporters are frequently required to make a significant number 
o f  illegal dues and fees to ensure the goods are able to pass through the various borders to the 
Russian and CIS markets, as well as getting through the Ukraine boarder for the European 
markets . 

5.3 Quality and Standards 

Moldovan Wine exporters are faced with a number o f  requirements in terms o f  standards when 
exporting to the key CIS and EU markets. The following table below highlights the key 
standards, both regulatory and industry standards and issues that producers face in order to meet 
the requirements in various markets. 
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Table 5: Summary of  Quality Standards Regimes and Issues 
CIS / Russian Market EU Market 

Quality Standards Regime to . 
Export into Markets . 
Accreditation o f  Laboratories . 
for Testing Mandatory 
Quality Standards 

Labeling Requirements . 

Industry Standards I . 
Consumer Preferences 

GOST Standards 117 and . 
118 
Russian market also 

requires GOST R 
standards 

Accreditation o f  . 
laboratories to test for 
GOST standards 
relatively straightforward. 

Additional “inspection” 
costs incurred by wineries 
for accrediting labs for 
GOST R standards 

Frequently changes to . 
labeling requirements for 
the Russian market (2 
changes occurred during 
2002) 

Consumers prefer semi- . 
dry wine with alcohol 

V I  1 Certificate 

Only one State controlled 
laboratory accredited to 
test for V I  1 certificate. 
Low volumes and lack o f  
competition for testing 
services makes certificate 
expensive. 

New guidelines 
introduced in 2003 
including the restricted 
use o f  wording and 
terminology on wording, 

Consumers prefer dry 
wine with alcohol 

percentage o f  9 % percentage o f  12% 

Quality Standards Regime 

Since the majority o f  wine exports are destined for the Russian and CIS markets, most Moldovan 
wineries are familiar with Standards 117 and 11 8 issued by the Russian State Committee on 
Standards (GOST) which are mandatory and govern the export o f  wine products to these markets. 
All the major wine exporters indicated that the standards do not in themselves provide any 
technical problems or additional costs as i t  i s  compulsory for all Moldovan producers to have a 
laboratory as part o f  the Moldovan Government’s licensing requirements to operate as a winery. 
This i s  the industry standard practice in most wine producing countries. 

Moldovan wine standards are naturally similar to the GOST standards, in terms o f  analysis for 
specific gravity, alcoholic strength, volatile acidity, residual sugars, etc. However, the current 
standards, according to the Union o f  Oenologists o f  Moldova, does have some anomalies, which 
it i s  claimed can permit apple juice to be considered as a wine product. Although there are some 
differences in these standards, the wine industry has adopted the GOST standards as the basic 
industry wide standard in Moldova. There were no reported difficulties in obtaining product that 
meets the GOST standards and no wineries interviewed as part o f  the study indicated any 
operational difficulties encountered due to differences between Moldovan and international 
standards. However, given that Moldova exports 90 percent o f  i ts wine product, i t would seem 
prudent to harmonize national standards to those o f  the regional GOST standard to avoid any 
discrepancies. 
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A significant number o f  the larger wineries are accredited by GOST to test for a l l  parameters for 
their various standards, particularly those that have significant Russian capital. The direct 
investment by these companies have been an effective means o f  improving the technological 
capacities and changing requirements to meet standards in the Russian and CIS markets. Despite 
Moldovan wine exporters complying with the current GOST standards, the Russian market has 
recently introduced a GOST R standard. There are several GOST R standards and they include: 

General specifications for wine 
Sparkling wines standards 
Standards relating to wine materials and cognacs. 

GOST R 5 1159-98: 
GOST R 5 1 165-98: 
GOST R 5 1875-2002 

Exporters that do not have the relevant GOST R standard are liable, at the discretion o f  the 
Russian customs, to have their consignment tested at the border. This naturally will add 
significant cost to exporters, in terms o f  the costs o f  undertaking the tests and additional 
transportation costs incurred due to delays in getting the consignment through Customs. Although 
many o f  the larger wineries do not  have problems in ensuring they obtain the necessary 
accredited certification, many o f  the smaller wineries consider the cost to be high - for example 
the cost o f  getting the various GOST R standard booklets are estimated to cost over US$ 300. 
Although this single payment i s  high for smaller producers, the mechanics o f  obtaining a 
certificate i s  believed to be relatively straightforward, and given the amount o f  volume that i s  
exported, i t i s  unlikely to add significant cost to exporting wine to the Russian. 

European Un ion  standards for wine and wine products are less wel l  known amongst the smaller 
and medium sized wineries, but unsurprisingly are familiar with the 20 largest wineries that have 
had foreign investment, and who have begun l imi ted exports into the European market. Wineries 
exporting into the European Union market are required to  provide a V I  1 certificate f rom an 
accredited institution. The V I  1 certificate applies mainly for commonly traded wine and wine 
products, whilst the V I  2 applies only for  aged wines - i.e. those o f  special vintage, that Moldova 
does not currently produce, due to issues related to quality, and the cost o f  maintaining stocks o f  
aged wines. The larger wineries have in the past had diff iculty in meeting the EU standards, 
particularly in terms o f  “tolerance” thresholds (the amount by which the actual alcohol content 
can vary f rom the stated alcohol content). For table wines there i s  a tolerance o f  O S % ,  while 
sparkling, effervescent, and liqueur wines have a tolerance o f  0.8%. The difference in meeting 
these tolerances in part reflect the difficulties in obtaining a uni form product that i s  sourced f rom 
numerous smallholder producers, with limited control o f  quality during the harvesting process. 
Despite these difficulties most o f  the wineries interviewed as part o f  this study did not  v iew this 
as a significant constraint. In addition, the process o f  vertical integration and greater foreign 
investment in the larger wineries are l ike ly  to see these problems being overcome in the next 5 to 
7 years as progressively more wineries gain direct control o f  the grape growing process. 

Accreditation of Laboratory Facilities 

In addition to the standards themselves, many Moldovan wineries, have indicated that the process 
of obtaining accreditation for  their laboratories for  the GOST and GOST R standards frequently 
adds to the costs o f  export. M a n y  o f  the larger wineries “invite” Russian inspectors to v is i t  their 
factories on an annual basis to ensure that their facilities comply with the standards in testing and 
quality demanded o n  the Russian market. These “inspections” are funded by the wineries and are 
considered part o f  the cost o f  ensuring smooth passage through Russian customs for wines 
certified by their laboratories. 
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Since 2002 there has been some controversy regarding 
the status o f  accreditation for the sole laboratory in 
Moldova able to issue VI  1 certificates, which i s  state 
controlled. The  Department o f  Moldvin i s  responsible 
for the ensuring that this laboratory has necessary 
infrastructure to continue testing, and i s  re-accredited 
every year in the Official Journal o f  the European 
Union. However, during 2002, the Department o f  
Moldv in was unable to receive re-accreditation for the 
laboratory, in part reflecting the fact that the 
laboratory did not have all the equipment necessary to 
test for al l  the parameters for V I  1, which caused 
problems for exporters, with many wineries having to 
obtain certificates from accredited laboratories in the 
final destination markets. Although this process did 
not add significantly more costs for the e~por te rs~~ ,  it 
did add time delays to exports. However, since 
February 2003 the laboratory has been re-accredited. 
Despite this, skepticism remains from the industry 
regarding the ability o f  the laboratory to test for all the 
parameters under the V I  1 standard. 

Text Box 2: Labelling 
Requirements for the Russian 

Market 

Labels need to be in Russian and 
should contain the following 
information: 

m 

m 

Name o f  the Producer 
Legal address o f  the Exporter 
Name o f  the Importer 
Legal Address o f  the importer 
Origin o f  the Product 
Type o f  Product 
Product Description 
Date o f  Production 
Date o f  Expiry 
Storage Requirements 
Volume o f  Contents 

Laboratory charges for testing V I  1 remain high and are estimated to be in the region o f  US$0.04 
per bottle due to the low volumes that are currently exported - usually these consist o f  
consignments of about 15,000 bottles, frequently with 3 or 4 different brands, each requiring a 
certificate. Currently this represents about 2 - 3 percent o f  the consignment value. With only one 
laboratory accredited there remains concern that producers are receiving non-competitive prices 
for this testing. As volumes increase it i s  hoped that additional laboratories will be accredited to 
ensure a competitive market develops. 

Labelling Requirements 

Labelling requirements for the Russian market have a reputation for frequent changes with little 
notice given to the exporters. Exporters are required to meet these standards in order to import 
their product into the final destination markets. Moldovan producers have during 2002 witnessed 
at least 2 changes to the labelling requirements, which adds to re-printing and re-design costs o f  
the labels. The labelling requirements, as they currently stand are not significantly different from 
requirements in other markets, with the exception o f  the requirement for a date o f  expiry, which i s  
unusual for wine, as older wine, particularly red wine which predominates in the Russian market 
i s  considered better with age. 

Since January 2003, the European Commission has issued new guidelines for wine labelling, 
which includes the restricted use of wording and terminology on labels. Although there i s  
currently a transition period, the length o f  which currently remains ambiguous, where wine has 
already been labelled will be able to enter the market. In practical terms, i t i s  envisaged that there 
wil l be no substantive negative impact on Moldovan wines, given that most wines are imported in 
low volume and are destined for the bulk wine segment o f  the market. 

36 The costs incurred for the exporters only referred to the dispatch o f  about 6 sample bottles o f  wine to the accredited the laboratory in 
the final destination market and obtaining customs clearance form the Moldovan Department o f  Customs. 
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Industry Standards / Consumer Preferences 

The Russian / CIS and EU standards have some variability but the major differences l i e  in 
consumer preference requirements between the two markets. For instance the Russian market 
accepts semi dry wine, with an alcohol percentage o f  9 percent whilst the European market 
demands predominantly dry wine with an alcohol percentage o f  12 percent. In order to obtain the 
higher alcohol percentage, wineries have to obtain grapes that contain 22 - 23 percent sugar 
content, which requires a premium payment, and i s  often difficult for growers to maintain given 
the current state of vineyards. The on-going investments in establishing higher quality vineyards 
and the closer integration o f  vineyard and processing operations are likely to see improvements in 
this situation in the next 5- 10 years and thus not a significant barrier to trade. In addition the 
increasing sophistication o f  the Russian consumer, coupled with their changing tastes for wine 
products i s  likely to see consumer preferences gradually move towards those o f  the EU consumer, 
which will require Moldovan exporters to push for continued quality improvements to compete in 
the existing Russian and emerging EU markets. 

5.4 Market Access 

Moldovan wine producers continue to benefit in theory through preferential access to the CIS and 
Russian markets, however, the inconsistent application o f  some o f  these regimes, have increased 
the cost o f  exporting and impacted negatively on exports to the CIS markets. 

The Ukrainian border posses considerable difficulty for exporters transiting through it to other 
CIS / Russian markets and as a final destination market. In particular the application o f  transit 
bonds for agricultural products to pass through the Ukrainian boarder has significantly added to 
the cost o f  transportation o f  product to final markets in the CIS and Europe. An exporter i s  
required to lodge a transit bond for the full value o f  the shipment, which i s  subsequently returned 
after the consignment leaves the Ukrainian boarder. The Ukrainian authorities claim to have 
introduced the transit bond to stop smuggling between the Moldovan / Ukrainian boarder. 
However, the frequent changes to the amount o f  the bond applicable with little notice given to the 
exporters, indicates that the instrument i s  being used to moderate trade with Russia, which i s  also 
a significant market for Ukrainian products. 

The cost to wine exporters o f  obtaining bank guarantees to cover the transit bond, i s  estimated to 
be in the region of US$0.02 - 0.0337 per bottle, which represents a cost to the wine exporter in 
the region o f  1.5 to 2 percent o f  the invoice value o f  an average shipment. 

Since the beginning o f  2003, the Government o f  Moldova ruled to remove Ukrainian ethylic 
alcohol from the two countries free-trade agreement, which has subsequently led to retaliation 
from Ulaaine by imposing similar restrictions on Moldovan products. I t  i s  likely that although 
Ukraine accounts for about 4 percent o f  Moldova’s wine exports, the short-term impact on the 
sector, will be a probable re-direction o f  trade to other CIS member countries. However, the 
current trade dispute highlights again the poor inter-state relations between the two countries. 
66. Most wine producers that export to the Russian and CIS markets trade without opening letters 
o f  credit - most Russian importers will only pay for the consignment after the shipment arrives at 
the destination market and usually when part o f  the consignment i s  sold in these markets, hence 
letters o f  credit are not used. This practice exposes the Moldovan exporters to considerable r isks 

37 Average figures provided by exporters. However, the cost o f  the bond will vary with the quantity and quality o f  the wine being 
exported. 
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o f  nonpayment. However, since most Moldovan exporters have a long trading history with 
importers in the Russian market and to a lesser extent the CIS market, they are able to assess, 
albeit, extremely crudely an importers willingness / ability to pay. Through such a system, 
wineries have been able to keep nonpayment rates down, with some wineries claiming that this 
may occur only 5 percent o f  the time. Despite this, risks o f  non payment are further increased, as 
Moldovan exporter’s only legal redress i s  to take their case to the final destination markets, with 
high legal costs and institutions that frequently have limited capacity and capability o f  pursuing 
the rule-of-law to enforce the exporters rights. Ideally there should be a simpler arbitration 
process that does require f i r m s  to go through the court system. However, in the absence o f  such a 
system, many f i r m s  resort to using debt collectors and are reported to receive on average between 
50 to 60 percent o f  the final invoice value, i f  payment can be recovered. 

A few Moldovan f i r m s  that export to the Russian market have complained about counterfeiting 
bottles and labels and passing them as Moldovan branded products. This has, not only an impact 
on the individual firm, but also a significant negative impact on the perceived quality o f  the 
Moldovan wine as well as the price o f  the product. In an ideal situation these counterfeiting 
claims would be taken up through the commercial attachk’s within the Moldovan Embassy 
through a dispute settlement system to remove the product and prosecute the individuals / 
companies involved. However, i t was widely reported that the commercial attache’s have limited 
capacity or influence to pressurize the local authorities, given the absence o f  an effective dispute 
settlement system whereby the interests o f  Moldovan exporters can be properly represented. Thus 
companies often incur significant expense to pursue often lengthy legal cases in destination 
markets. The question remains that with such significant r isks attached to trading on an open 
account in some o f  these CIS markets, why haven’t more f i rms adopted the use o f  Letters o f  
Credit, and other less r isky trading instruments. 

Within the European Union, Moldovan wine exports do not have preferential access and are 
liable for various tariffs depending on the type o f  product imported. For st i l l  wine products the 
tariff varies considerably depending on alcohol volume as indicated in table 1, with tariffs for s t i l l  
wine packed in containers o f  greater than 2 litres varying between 11 to 17 Euro per hecto1it1-e~~. 
These tariffs are significant as Moldovan companies are competing in the lower end o f  the 
market, and hence the introduction o f  a flat rate tax places a significant ad valorum tax. Given the 
current cost structure within Moldova’s wine industry, it i s  estimated that these tariffs can 
increase the average costs o f  a consignment by 10 percent3’. I t  i s  envisaged that Moldovan wine 
will continue to compete in the price sensitive low quality market segments for the foreseeable 
future, that comprise o f  a number o f  EU accession countries, such as Romania and Bulgaria, that 
benefit from European Union quotas. Exports into the EU from Bulgaria and Romania under the 
quota remain duty free, and thus with these countries increasing quota and imports, Moldovan 
wines will face increased competition in these markets. Quality improvement and more pro-active 
marketing o f  their products in higher value markets i s  one way that producers can circumvent 
these constraints, thus reducing the ad valorum equivalence o f  the tax, and diversifying the 
currently highly concentrated export trade. 

In addition to tariffs, all wine, grape must and grape juice imports (consignments o f  over 3,000 
l i tres o f  wine or 3,000 kgs o f  grape juice or must) require an import license. Firms interviewed as 
part o f  the study indicated that this was not been viewed as a significant constraint to trade, with 
licenses often easy to obtain. 

38 One hectolitre equals 100 lives 
39 Assuming that each bottle contains 0.75 l ives and FOB price per bottle i s  US$ 1.36 
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Although Moldovan wineries have in the past exported bulk wines, to counties within the region, 
most notably to Bulgaria and Romania, as part o f  a re-export business to Russia and to a lesser 
extent the European Union, this trade has seen a considerable decline in the past few years, as 
highlighted in Figure 6. Much o f  the re-export business through Romania and Bulgaria to Russia 
has declined as these two counties have re-focused on the European markets, to exploit their 
quotas and improvements in quality that have occurred in the past few years. 

Figure 6: Exports of  Bulk Wine to European Markets 
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Romanian producers are in the process o f  harmonising quality requirements to match that o f  the 
EU, whilst increasing the quality o f  domestic wine produced through support from the Common 
Market Organisation for Wine. This has led to reduced need for bulk wines from Moldova, as 
Romanian producers are placing greater emphasis on moving into higher quality bottled wines. 

5.5 Finance and Credit 

Vintners and key stakeholders indicated that access to finance remains one o f  the largest 
constraints to the development o f  the sector. Although the larger wineries have had significant 
investment from international f irms, with mainly Russian capital, once it has been capitalised, 
each winery i s  operated as a profit centre, and thus working capital requirements and expansion 
o f  the f i r m s  operations often need to be obtained through local capital markets. Naturally for the 
smaller wineries this i s  an even greater issue. 

Most o f  the vintners suggest that obtaining loans from banks for working capital and pre- 
financing o f  growers, that the major wineries currently undertake, were easier about 5 years ago 
just after the competition was introduced into the banking sector. The banks that initially emerged 
as a consequence from the liberalisation o f  the financial sector were seen as more flexible, and 
keener to obtain business. With the absence o f  foreign banks operating in Moldova, most wineries 
can only access the local banking network, which are governed by a significant number o f  Central 
Bank restrictions on transactions. There has recently been a tightening o f  regulations, which only 
permit wineries to obtain U S  dollar denominated loans for imports for items such as corks, labels 
and in some instances bottles. However, for the majority o f  their operations, enterprises are 
required to obtain le i  denominated loans that have high nominal interest rates o f  between 16 to 18 
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percent compared to U S  dollar loans that can be obtained between 6 - 7 percent. With working 
capital in the largest 10 wineries running up to US$8-10 mill ion per annum4’ and purchase o f  
grapes amounting to some 70 percent o f  working capital requirements the additional costs o f  
obtaining loans through l e i  denominated costs can be in the region o f  US$ 500,0000 for some o f  
these enterprises. Thus it i s  estimated that this regulation places a 3 to 4 percent increase in the 
cost o f  a bottle exported. 

With many o f  the wineries pre-financing grape growing and required to pay for imports o f  corks 
and labels in advance while receiving the revenue for their exports after shipments arrive at their 
destination, without the benefit o f  quick settlement, leads to significant cash-flow implication for 
many o f  these enterprises. In addition, f i r m s  within the sector need to frequently re-finance 
operations because o f  the short-term availability o f  funds. Usually credit i s  available on a six 
monthly basis, which needs to be rolled over through the drawing o f  loans from other institutions, 
to ensure funds are available for working capital throughout the year. These incremental 
financing costs can be significant for many vintners, through the hiring o f  additional staff, mainly 
accountants and lawyers, to deal with the banks and oversee this process. 

The Government requires that all revenue earned through the export o f  wine and wine products 
should be repatriated within 90 days. Although the tax authorities believe that this represents 
sufficient time, wineries and exporters have indicated that this in fact i s  a significant constraint, 
particularly in terms o f  exports to the CIS market. Since most trade to the CIS, and particularly 
Russian market i s  undertaken on open account, the final payment i s  often provided after sales o f  
the product in the local market. In some cases there are issues o f  non payment by the distributor / 
wholesaler in the final destination market, which may mean only part o f  the invoice value i s  
recovered if debt collection i s  used. Thus in the case o f  non-payment the regulation imposes a 
significant penalty on the wine exporters since they fail to collect the full invoice value from the 
distributors in the final destination markets whilst they are also fined by the authorities. 

In addition, exports to more distant markets through Vladivostck takes about 80 days by road, 
without factoring in delays to pass through the numerous customs points. Therefore the 
repatriation o f  funds often takes significantly more time than the allocated 90 days, on average 
exporters reported that this process takes 120 days. 

In order to minimise repatriation fines, which are levied at 0.3 percent o f  the total invoice 
payment on a daily basis after the 90 day period, exporters have to recruit staff - often teams o f  
lawyers and accountants, to pre-empt the fine through the legal system. I t  i s  estimated that 
through informal discussions with several larger exporters that this could be as high as 1 percent 
of total invoice value, and are naturally higher in the case o f  default in payment where exporters 
can recovery only a proportion o f  the invoice value. 

6. The Role o f  Government Policy 

Government policy has historically been characterised by a strong interventionist approach, 
highlighting the “strategic” importance it places on the sector. This reluctance to reduce i t s  
presence in the sector has led to limited progress on the privatisation o f  11 o f  the larger wineries, 
most notably the Onoteca winery o f  Cricova. Despite this the Government has made progress on 
the privatisation o f  remaining wineries and undertaken a land reform process. Although it was a 
flawed process in that i t created a legacy o f  fragmentation o f  the vineyards, there have been 

40 Figures obtained from the Moldova Wine Exporters Association 
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movement towards de facto arrangements, in terms o f  land swaps and other mechanisms, to 
ensure the emergence o f  a number o f  larger vineyards. 

In 2002, the Government created the Moldvin Agricultural and Industrial Department with the 
specific aims o f  developing a strategy for viticulture development and the growth o f  wine 
exports, which was been consistent with the Government’s pro-active policy in the sector. The 
Department was also responsible for management o f  the 11 State owned wineries and involved in 
the management o f  a further 11 partially Government owned Joint Stock Companies. However, 
with the imminent privatisation o f  these companies, their role and influence over the sector i s  
likely to change. 

Although the Department in practice has a very limited role, in reality many vintners, remain 
skeptical about their wider mandate. This i s  especially so after Moldavin, during the past year, 
suggested the introduction o f  an export tax o f  5 percent o f  invoice value to subsidise credit for the 
replanting o f  vineyards. This forced the formation o f  an industry delegation to lobby Government 
to withdraw the proposal. 

Current Government regulations require that all bottled wine need to be labelled in the Romanian 
language. With most wine exported to countries in the CIS and in lesser volumes to the EU, there 
i s  often need for the vintners to obtain special permission to obtain changes to the labels 
depending on the requirements o f  the importing countries. This process i s  often time consuming 
and requires considerable liaison with Moldvin Department before permission i s  granted to use 
the new labels for export. Although not a significant constraint, i t can be viewed as one more 
obstacle that exporters need to overcome, and a regulation that has no obvious need. 

The Government requires all operating wineries to pay a licence fee. Although the principal o f  
paying a licence fee i s  not in contention, there are concerns, particularly expressed by smaller 
vinters regarding about the dramatic increases in the fee. The fee has seen a considerable increase 
from 1999 where all wineries were required to pay 9,000 l e i  per year for the licence, to the 
current fee for 2003, where wineries, irrespective o f  size are required to pay a fee o f  36,000 lei. 
This i s  effectively a tax on the smaller wineries that are struggling to restructure themselves and 
develop into niche markets. It would be more appropriate to develop an equitable system that 
would require payment based on production processed or volume o f  grapes purchased. 

7. Prospects for the Wine Sector 

The winery sector has seen a turnaround o f  a previous position characterised by a lack o f  
investment in vineyards, obsolete primary wine making equipment often affecting the wine’s 
quality and ageing o f  the vineyards. This turnaround has been primarily driven by a privatisation 
process that has allowed investors with access to significant financing to take control o f  these 
enterprises. However, the medium to longer term development prospects in the sector w i l l  
crucially depend on addressing supply side constraints, access to and exploiting external market 
opportunities, and a conducive policy environment that wil l facilitate rather than hinder the 
development o f  the sector. This section will review the each o f  these components in relation to 
potential areas o f  policy dialogue between the World Bank and Government. 
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7.1 Addressing Supply Shortages 

Although many vineyards remain fragmented, a consequence o f  the flawed land privatisation 
process, the recent transformation o f  the wineries and consolidation o f  land by larger “Agrifirma” 
are leading to  market led solutions to the key supply constraint. The replanting o f  vineyards are 
starting to commence in earnest, driven by the excess demand for quality grapes that i s  pushing 
up costs, and the fact that many wineries have completed the process o f  upgrading their 
equipment, freeing funds for the direct purchase or rental o f  vineyards. The likely consequences 
o f  these actions are that smallholder producers will be progressively squeezed out o f  grape 
production. Thus there are remains no legitimate grounds for the Government to intervene in this 
market led process except to ensure that smallholders are fully aware o f  their rights as 
landowners, and that there are no significant impediments to the importation o f  higher quality 
rootstock from Europe and other destinations. 

Most producers are familiar with the GOST and GOST R standard system, whilst there i s  a 
growing band o f  wineries, predominantly with Russian investment, familiar with the European 
Union standards, particularly V 1. The export trade i s  the main market driver to quality 
improvements, rather than through a system o f  administrative controls. Government needs to 
ensure that this continues to be a market driven process, otherwise it will place considerable 
excess costs to producers and wineries. The mechanism o f  how these standards can be filtered 
down to the smaller scale wineries will need greater assessment, and be based on industry led 
initiatives rather than directives from government through the Moldvin Department. 

The overall assessment remains that market mechanisms are showing the potential to address the 
key constraints on the supply side, however, i t will require policy stability on the part o f  
Government to ensure that this process continues. 

7.2 External Markets 

Access to the European markets will pose a significant challenge for the vast majority o f  wineries 
and exporters. Beside Moldovan wines perception within the market place for variable quality 
and unreliable supply, they also need to compete with similar and better quality wines from the 
Accession countries that can enter the market without the 10 to 33 percent tariff that Moldovan 
wines face. Thus deeper penetration into the EU market can only be realistically achieved in the 
longer term with significant improvement in the quality and reliability o f  supply, which i s  already 
starting through a market led process. However, this will need to be supplemented by a 
significant marketing effort, which could be facilitated either through a system o f  appellation or 
through a system o f  private brands. If the industry continues to be heavily fragmented, then it 
would be more appropriate to examine the possibility o f  introducing a system o f  appellation 
where collective brands are developed and financed through groups o f  private producers. 
However, there continues to be signs o f  concentration within the industry, and it seems more 
likely i s  that the wine industry will be dominated by a few larger exporters, as seen elsewhere in 
the “new world”. T h i s  would mean wine marketing will be based on private brands financed 
almost exclusively by the individual wineries. 

The Russian market has seen rapid changes, particularly in the key segments where Moldovan 
wines compete. However, Moldovan exporters recognise the need to move up the quality chain to 
slow the slide in market share, remain competitive in low price market segments, and move away 
from the commodity product tag that they have been characterised by in recent times. The key 
constraint to accessing the Russian and CIS markets continues to be the poor bilateral relations 
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with Ukraine which has resulted in variable applications o f  customs regulations and requirements. 
This would appear to be an area where a shift in policies towards creating the conditions for 
improved neighbourly relations would have a relatively quick economic pay-off for  the sector. 

7.3 Development of a Conducive Policy Environment 

The current pol icy environment places considerable burden on the wineries and exporters o f  wine 
products, particularly in relation to  regulations on the repatriation o f  funds, foreign currency 
borrowing, as wel l  as difficulties in obtaining tax refunds. These continue to  place significant 
costs to the industry and reduces competitiveness in increasingly price sensitive markets. There i s  
urgent need for Government to re-evaluate the effectiveness and appropriateness o f  these policies 
and move towards abolishing or  amending them. However, i t i s  important to note that domestic 
customs regulations are not considered a significant constraint to trade, unlike other sectors, due 
to  the experience that most wineries and exporters have gained over the years, t o  minimise 
delays. 

Moldova continues to pose a significant sovereign risk for many investors due to i t s  frequent 
changes to pol icy and regulations. However, the wine sector has not been affected as significantly 
as other sectors in terms o f  inward investment, and has benefited f rom substantial capital inflows 
f rom Russia. These new Russian investors / winery owners understand the need to  cultivate 
contacts with European markets to meet their longer-term goals o f  accessing this market. Hence 
they have through the recruitment o f  French and Italian consultants been able to make the f i rs t  
tentative steps into the new market. Despite this there are significant numbers o f  wineries that 
s t i l l  require the investment, knowledge and contacts to access these newer markets, that foreign 
investment can bring. The recent pol icy instability provides a strong disincentive for  European 
investors to provide this necessary input. 

The Government’s reluctance to reduce i t s  presence in the 11 state controlled “strategic wineries” 
continues to expose the sector t o  additional pol icy risks. With the present status quo there remains 
a danger that Government may opt to impose administrative controls to protect these enterprises, 
which may be to the detriment o f  other private sector wineries. Thus the privatisation o f  these 
enterprises will substantially reduce these r isks  and may provide a signal t o  encourage greater 
foreign investment into the sector. 

The government’s pol icy stance in the wine sector has tended to place significant emphasis o n  the 
development and strengthening o f  the larger wineries, often to the detriment o f  smaller players. 
The introduction o f  a flat rate licensing fee i s  a good example o f  this policy. With rapid changes 
to the main Russian / CIS markets, and modest penetration into the European market, there are 
l ikely to be a variety of production models that will emerge to meet diverse market niches. Thus 
government policy should ensure measures to  create a level playing field for a l l  producers and 
wineries with no discrimination between size. 

8. Conclusions 

The medium to longer term development prospects in the sector wil l crucially depend o n  moving 
up the quality chain to retain market share in the traditional markets o f  Russia and the CIS and 
gain a foot hold in newer markets o f  the EU. I t  i s  clear that market mechanisms are showing the 
potential to address the key constraints o n  the supply side, however, it will require pol icy stability 
o n  the part o f  Government to ensure that this process continues. 
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In addition to policy stability the following recommendations have been developed based on their 
potential to reduce the direct cost structure at the individual firm level and need to be viewed in 
the context o f  the continuing policy dialogue between the World Bank and the government. 

Finance Related . Abolish Regulation on Time Limits for the Repatriation of Funds - The current system o f  
fining wine exporters that do not repatriate funds within 90 days places a double penalty for 
the case o f  open account transactions, particularly for wineries involved in export to the 
Russian / CIS market. If clients default on payment and given that funds are often repatriated 
after the 90 day time frame, wineries will be liable for interest charges, as well as not being 
able to receive their original invoice value. This regulation does not in fact reduce the 
potential incidence o f  smuggling o f  foreign exchange out o f  the country as there are many 
alternative methods which companies could adopt, such as transfer pricing, etc. With the high 
rates o f  interest charged on working capital, it i s  in fact in the interests o f  the exporters to 
recovery their invoice values as soon as possible. Thus the abolition o f  this directive would 
save the wineries and exporters significant time and expenditure, in terms o f  additional staff 
and legal costs. 

. Liberalisation of Regulations Relating to Foreign Currency Borrowing - Current regulations 
limit the ability o f  wineries to borrow in foreign currency. When they are able to obtain 
foreign currency it i s  only for the importation o f  auxiliary products. I t  remains unclear as to 
why banks should be burdened with only providing foreign currency loans for imports, when 
the risk profile (in terms o f  foreign exchange) i s  considerably less to lend to wineries for the 
export market. Thus all wineries need to access the more expensive local loan market where 
interest rates can be upto 10 percent higher than rates for Dollar denominated loans. I t  would 
therefore seem appropriate to abolish this regulation and free up wineries o f  this significant 
constraint. . Simplijkation of the Tax Rebate System - The cumbersome and inefficient tax rebate system 
places considerable costs to f i r m s  and i s  estimated to be in the region o f  2 -3 percent o f  
turnover for most wineries. The government will need to consider options o f  easing this 
constraint. One method could be to examine a move towards duty and tax exempt system for 
exports based on the principal o f  Export Processing Zone’s but at the individual winery level 
i.e. in-bond scheme. It i s  recognised that the success o f  such a scheme will need to depend on 
the streamlining o f  existing procedures, a clearly defined number o f  periodic inspections, and 
a much improved monitoring capability. 

Market Access Related 

. Improve Bilateral Dialogue with Ukraine - There i s  greater need to explore the potential for 
Government to Government dialogue to reduce transit costs, and the variety o f  Non-Tariff 
Barriers that are sporadically introduced in Ukraine. A shift in policies towards creating the 
conditions for improved neighbourly relations would have a relatively quick economic pay- 
o f f  for the sector, whilst the on-going trade dispute with Ukraine should be resolved through 
WTO machinery. 
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Increase the Number of Accredited Laboratories Able to Test for EU Standards - Wi th only 
one laboratory accredited to test for the EU V1 standard there remains concern that producers 
are receiving non-competitive prices for this testing. Currently this represents about 2 - 3 
percent o f  the consignment value. As volumes increase it i s  hoped that additional laboratories 
will be accredited to ensure a competitive market develops. 

Policy Environment Related 

Privatise remaining 11 State Controlled Wineries - The reluctance o f  Government to 
privatise the remaining state controlled wineries continue to expose the sector to policy risks, 
particularly the temptation to provide continued indirect / direct support to these wineries. 
The privatisation o f  these enterprises wil l improve confidence within the industry and would 
provide an important signal for other foreign investors wishing to invest into many o f  the 
smaller wineries. 

Creation of a Level Playing Field for all Participants Irrespective of Size - Rapid changes to 
existing and new markets meant that there are likely to be a variety o f  production / processing 
models that will develop to meet the various market niches. Thus government policy will 
need to focus on ensuring a level playing field for all participants. Therefore a number o f  
policies will need to be reviewed such as the current licensing fee. The fee i s  charged to al l  
participants that wish to operate as a winery. However, the current flat fee o f  36,000 le i  
discriminates against smallholder producers. Therefore it needs to be implemented in a more 
equitable manner, with due consideration being given to the introduction o f  fee based on a 
sliding scale based on the weight o f  grapes processed. 

Development of a Clear and Explicit Mandate for Moldovin Department - Although the 
Department in practice has a very limited role, i.e. manage the states shares in the non - 
privatised wineries and provide export promotion activities, in reality the industry remains 
skeptical about their wider mandate. This skepticism and the proposal to privatise the 
remaining State controlled wineries needs to lead to a re-examination o f  their mandate. A 
more suitable role for the Department within a free market environment, should focus on 
facilitating the development o f  exports through activities such as the promotion o f  Moldovan 
wines in foreign markets, and providing assistance to enterprises that are taking legal 
proceedings against non-payment or other infringements in destination markets. 
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