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E3. Case Study III: Moldova
The poor state of relevant law and regulation and the National Commission for Financial Markets’ lack of knowledge about bonds and bond markets have hindered development of a corporate bond market in Moldova. The laws and regulations date from the mid-1990s, when lawmakers and regulators were most concerned with preventing Ponzi schemes such as the infamous MMM affair in Moscow.
 For example, the civil code requires all transactions involving corporate bonds be conducted in cash (i.e., specie) and Article 29 of the Joint Stock Companies Law limits corporate bond issuance by any one company to the amount of its paid-in capital. USAID identified 10 other oddities and antiquities in the civil code and laws related to bond issuance. Regulation, likewise, is cumbersome, convoluted, and confusing; opportunities for corruption are ample (The Pragma Corporation, 2009, pp. 35-36). The political will to develop such a market was present in the Ministry of Economy and Trade and, to a lesser extent, at the National Bank of Moldova, but other dynamics were at work.
Moldovan credit markets beginning in the second quarter of 2008 and the global financial crisis in third quarter played a part in preventing corporate bond issuance during 2008. However, three fundamental obstacles in the structure of the Moldovan economy and financial sector may stand in the way of corporate issuance. First, in Moldova — a country of approximately 4.3 million people and a GDP of $10.63 billion (purchasing power parity) — the service sector accounted for more than 60 percent of GDP in 2007 and 2008 (Central Intelligence Agency, 2009). The service sector is labor-intensive, not capital-intensive; it does not require periodic, long-term investment in plants and equipment. It is, therefore, an unlikely source of corporate bond issuance. Likewise, agriculture’s financing needs are best met by short-term bank loans or, in the case of equipment replacement, by longer-term financial leasing contracts. In 2006, Russia placed an embargo on Moldovan wine, costing the industry its largest customer, and in 2007 the country suffered a devastating drought. In 2008, massive devaluations of the Ukrainian hryvnia and the Russian ruble brought border trade in agricultural products to a halt. Further, Moldovan apparel manufacturers in the South operate largely on tolling arrangements with European name-brand labels. Additionally, the one sector that does occasionally require long-term investment in expensive equipment — the telecom industry — is still state-owned. In short, the structure of Moldova’s economy does not encourage corporate bond issuance and, in the current political situation, that structure is not likely to change (The Pragma Corporation, 2009, pp. 35-36).

Moldova’s banking industry, while small and relatively unsophisticated, is growing much faster than the economy as a whole. Bank assets increased 45 percent in 2007 and 22 percent in 2008, compared to GDP growth of 3 percent and 7.2 percent, respectively. In its 2007 report “Migration and Remittances: Eastern Europe and the Former Soviet Union,” the World Bank revealed that the remittances sent by Moldovans working abroad cover approximately 27 percent of Moldova’s GDP (Mansoor & Quillin, 2007, p. 58). Many of these remittances indirectly end up as bank deposits.
Rapid banking-sector growth in 2007 was fueled by excess liquidity, which resulted from insufficient sterilization of foreign currency inflows by the National Bank and a small but extremely lucrative U.S. dollar-based carry trade in the Moldovan lei. The latter attracted more deposits (in lei) than otherwise would have been the case. Even after the stringent measures taken by the National Bank in 2008, Moldovan banks are still carrying excess reserves — though much less than at the end of 2007 — meaning they do not need the additional funding bond issuance offers.
The banks need to diversify away from deposits being virtually the sole source of funds. Given the condition of their European partner banks, which are feeling the effects of the global financial crisis, they may need dollar- or euro-denominated funding in the near future. As a rule, however, banks with excess reserves do not issue bonds, including mortgage bonds. And “there are no institutional investors (e.g., investment funds, private pension funds) in Moldova. It is, of course, expensive, time-consuming, and administratively burdensome to place a large issue with many individual small investors whose investment horizons tend to be short-term, not long-term. However, the likelihood of private pension funds developing in Moldova in the short term is not good for two reasons. First, deposits aside, there are no financial instruments in the country in which they can invest. Second, there are actuarial problems with developing annuities for such small populations. The first issue is not just a chicken-and-egg problem; the fact is, for the immediate future, any funds accumulated in Moldova would have to be invested offshore (e.g., in Europe, the United States, Russia), where they would automatically create currency mismatches for future pensioners, the risk of which should be outside the prudential norms of pension regulation. The second issue is technical in nature (i.e., retiring annual cohorts in Moldova can never constitute a statistically valid sample for the purposes of calculating annuitant mortality), and can probably be overcome by some enterprising actuarial modeling. Still, it remains a disincentive to market entry for life insurance companies, the usual issuers of annuities” (Pragma Corporation, 2009, pp. 35-36).

Conclusions

A large service sector that is labor-intensive, not capital-intensive, constitutes 60 percent of Moldovan GDP. The economy is highly dependent on agriculture, and influenced by regional politics and weather. Laws and regulations are outdated. There is no institutional investment capacity and excess liquidity in the banking system. There is not a viable government securities market with issuance longer than two years. All these have contributed to delaying development of the corporate bond market. Though the political will existed in Moldova, it has not been enough to overcome other, more fundamental barriers. These are the challenges for Moldova, USAID, and other donors to overcome in the years ahead.

� During privatization and hyperinflation experienced throughout the Russian Federation in the early 1990s, MMM offered investment returns that outperformed the rate of inflation. Early investors received enormous returns that spurred word-of-mouth advertisements. Similar ads were seen on television and in the print media. Many investors considered their money safe and were desperate to keep ahead of inflation. Subsequently, the government investigated MMM for tax evasion and shut its offices. When money stopped flowing in, MMM could not make anymore payouts and millions of investors lost money. 





