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| was invited to talk today about economic intei@ts within Transdniestria and between the
region and several of the countries involved inflicisettlement talks. My goal is to outline
several areas of economic activity — assistanaa fRRaissia, Transdniestrian and foreign business
interests in the region, supply and infrastrucheevorks — and draw some conclusions about
their significance to the conflict resolution prese These remarks are offered in a personal
capacity and seek not to provide granular detagmectific actors involved or to provide a
detailed legal analysis of the situation but ratberighlight the economic circumstances which
must be addressed if we hope to move towardsrggttie Transdniestrian conflict.

First, | want to express my happiness that thisfimg has been organized to discuss the
possibility of a breakthrough in resolving the danf | do believe that there is reason for
optimism based on, among other things, the geagallitontext and the internal political
situations in right-bank Moldova and in Transdmest

While economic interactions surrounding Transdnigsonstitute a complex web, the
untangling of which will be a challenging componehany final settlement of the conflict,
economic factors should also provide a powerfulétap to many of the parties involved to
focus their efforts on arriving at a mutually acadge resolution. Although there are many other
dimensions of the conflict, the factors of econoassistance and business interests will be
important ones in arriving at a durable resolutmithe conflict.

Among the factors which led to Transdniestria’smupt to break away from Moldova, a desire
on the part of Transdniestrian elites to presdmeesconomic privileges they enjoyed during the
Soviet era played a large part. The region wasnbst heavily industrialized area of the
Moldovan Soviet Socialist Republic and accounteddaghly 40% of the republic’s GDP and
90% of the electricity produced in the republi¢haligh it was home to only 17% of the
population.

In spite of the expectations of some Transdnigstrthat their rich industrial inheritance from
the USSR would allow them to prosper separatelyftioe rest of Moldova during the post-
Soviet era, the region has generally shown sinehals of per capita GDP to those in right-bank
Moldova and has relied in recent years on direcrfcial aid from the Russian state budget to
meet certain expenses.

Economic assistance from Russia

Russia refers to the assistance it provides pyttiicTransdniestria as humanitarian aid, and one
of the principal public rationales for this assmta is that roughly 20% the region’s residents
hold Russian passports. In some cases assistaad®an provided in response to one-time
disasters such as floods or droughts, or budgetchbes like the one precipitated in 2006 by
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Ukraine’s newfound cooperation with Chisinau in lempenting a customs regime covering the
region® At that time, Russia reportedly provided $50 ruitlin direct assistance and $150
million in loans?

In recent years, more public attention is givethisupplement which the Russian government
pays to the monthly pensions of all elderly Transsimian residents, whether they are Russian
passport-holders or not. At $15 per month mukiglby approximately 140,000 pensioners, this
adds up to roughly $25 million annually. In thespgome sources have claimed that Russia at
one time provided as much as $10 million per mamtirect financial assistance.

One constant has been Russia’s use of its aid tiva® political figures in Transdniestria. In
2007, funding was cut off, reportedly to encourdggnsdniestrian President Igor Smirnov to
return to the negotiating table with Chisinau amgtinish alleged misappropriation of &id.
Later that year, public deliveries of aid were rasd, but were no longer controlled by
Smirnov’s administration. The Transdniestrian ®ape Soviet, the region’s parliament, was
given the re45ponsibi|ity for administering the pants in 2008, which reportedly amounted to
$27 million:

Last summer an aid cutoff was again threatened &usgsian allegations that the aid was not
reaching its intended recipients and was beingrtidehrough a bank controlled by Igor
Smirnov’s sorT. In recent years, the Supreme Soviet has takentogrovide at least an
appearance of transparency by publishing on itsikeBpreadsheets showing how the aid was
spent This suggests that there has been some insistemséRussia that the Transdniestrian
authorities demonstrate that the funds are indatg used for social welfare purposes.

In addition to this publicly declared humanitareid, Transdniestria has also been able to make
up past budgetary shortfalls thanks to another forassistance from Russia: natural gas
delivered on favorable terms. Other issues relateghs delivery and pricing are discussed

below, but it is important to note that as Tranedtria has accrued a substantial debt to Gazprom,
it has reportedly used funds collected from loasd gonsumers and earmarked for Gazprom “for
other budgetary purposes.”

Indeed, any discussion of Transdniestria’s econormagt highlight the fact that it would be
sustainable under current conditions for “2 or 3the at most” independent of Russian

financial assistance and gas delivefieEransdniestrian politician Evgeny Shevchuk hadsted

out that if the region paid salaries and pensi@se8 only on its own tax collections it would

have to cut the average pension by 40% and thegeeovernment employee salary by half;

and that if the population’s utility costs were éad®on the real (as opposed to the subsidized) cost
of natural gas, they would have to be douBled.

Because the advantages of Russian pension supptearehdiscounted gas and electricity for
private citizens have been heavily publicized withiansdniestria® should a conflict settlement
draw near there is likely to be genuine public @nawithin the region about who will replace
Russia in providing these subsidies.

Transdniestrian authorities and business elites@gledge the need for more foreign investment,
although they continue to focus on attracting itwvest from their Eastern neighbdrsunder
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current uncertain conditions it is difficult to iigiae many Western investors taking on the
political risk that comes with doing business idisputed territory.

Transdniestrian business interests

Although the region’s economy is dependent on Ruasd its two largest industrial enterprises
are owned by Russian investors, many important@ase controlled by local Transdniestrian
interests. The most important of these is Sheuiffich has an “unchallenged monopoly on the
region’s economy” that includes wholesale and retatiworks selling gasoline, food and
consumer goods; the region’s only new-car dealprs$éxtile and other factories; broadcast and
cable television; publishing and advertising; camndion; production of liquor, bread, milk, meat
and poultry; a soccer team and world-class sodediwsn; the region’s only fixed and mobile
telephone networks; and its own customs broker@gidtics company?

Sheriff’s retail operations have become more adedra recent years and provide a simulacrum
of the Western supermarket shopping experienaayadfy Transdniestrian residents to feel as
though their region is not falling behind their neodizing neighbors. Sheriff performs a social
function, for which it receives tax breaks, by disnting certain core goods for pensioners which
also assists it in maintaining a competitive adagat This also means that Sheriff effectively
benefits from the Russian pension subsidy programreriff uses its status as a large employer to
encourage its employees to use affiliated bankpdgroll. Its supermarkets are able to
consistently beat the competition on price bec&Is#iff is often the wholesale supplier to its
compselz:tsition and charges wholesale prices for somoelg greater than the retail prices at its own
stores.

Sheriff’s business model depends on its relatigpsshiith Transdniestrian officials and on the
market distortions present in the region becausbeotonflict. Thus, it is alleged that Sheriff is
able to take advantage of its employees becaugédthwe so few alternatives, and that its retalil
operations can get away with selling expired anghterfeit goods because consumers have few
other optiong?

Some of Sheriff’s businesses were built more @& femm scratch. The most interesting of these
is Interdnestercom (“IDC”) which is the region’slpiprovider of fixed and mobile phone and
internet services. IDC has even made an effoekpmnd its business into UkraitteIn mobile
telephony and other areas, Transdniestria differs other disputed territories which receive
Russian support in that local interests remairomml| of some key assets. In Abkhazia and
South Ossetia, for example, the mobile telephom@ar&s are owned by a major Russian
company.

Other major Sheriff assets, including Kvint, thgios's premier distillery, were acquired
through the Transdniestrian government’s privaitimaprogram. This program, another way for
the region’s authorities to cover budgetary shbstfavas recently declared concluded after the
privatization of 155 enterprises generating tataenue assessed at $219 milfién.

The validity of sales under the privatization pgrhas been called into question from the point
of view of Moldovan and international law, as wel on the grounds that “[m]any of the deals
were ‘sweetheart deals’ for those close to Presi8erirnov and his entourage’” For example,
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Tirotex, a large textile plant which employs thaudsand exports its production worldwide, was
acquired for about $23 million (plus a promisertedst $44 million in the plantf,whereas the
factory’s appraised value was $95 millidand it has generated over $100 million in revenues
annually in recent yeaf8. Tirotex has been one of the most successful @rdestrian

companies in taking advantage of Moldova’s tragdgrences with the European Union, an
option available to all Transdniestrian exporteilinvg to register their businesses in Chisinau.
In all, it is estimated that 35% of Transdniestréports go to the E&.

While Moldovan President Voronin initially took @&ry hard line on Transdniestrian
privatization, conflict resolution proposals putvi@ard by the Voronin Administration in 2007-08
acknowledged the need to reach an agreement raggyperty rights of existing owners of
assets in Transdniestria, and Voronin himself ackaedged that the property rights issue was “a
very serious question. One of the most importartherfagenda] of conflict resolutio®”

Foreign businessinterests

The major foreign participants in the Transdniestieconomy also acquired their holdings
through privatization, albeit indirectly. 1 wilbEus on the Moldova Steel Works plant in
Rybnitsa (“MMZ”) and on the power station at Kuchan, both Soviet-era enterprises that are
massive when compared to the rest of Moldova’s @egn Both of these enterprises were
resold to their current high-profile Russian owradtsr initially being privatized to less well
known Russian-affiliated companies.

MMZ

MMZ is by far the largest enterprise anywhere inlddoa. It was built during the late Soviet
period with equipment imported from the West anthesefore internationally competitive.
Before the economic crisis, the factory was Trarestria’s largest exporter — when operating at
its full capacity, it used to be Moldova’s largesportef* — and contributed a substantial amount
to Transdniestria’s budget. MMZ’s managing shal@diois the Russian company Metalloinvest,
and there are also substantial Ukrainian minotigreholderé* MMZ’s production is currently
being distributed by the Ukrainian company Metirtyasich plans to continue the past practice
of selling to Western markets as well as to RuasthUkraine. The neighboring Rybnitsa
Cement Plant, also owned by Metalloinvest, wasafome supplying cement to Russia for
construction projects related to the Sochi Olympics

MMZ recently restarted production after a 10-maostdmdstill which apparently resulted from a
series of disputes about customs clearance fop seedal imported from Moldova — first with

the Moldovan authorities and then with the Tranesimian authorities — and about repayment of
loans made to MMZ by the Transdniestrian autharitiering the downturn of 2069.
Transdniestria’s President has announced thatsaadd investigations of the factory’s finances
by Transdniestrian authorities would continue eaetthe plant restarts productitnin the past,
there have also been public misunderstandings ettt Smirnov administration and the
factory management. This highlights an importanbp which is that the interests of local elites
and foreign investors from Russia and Ukraine atealways aligned.
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While there is no public information about rightAla@Violdovan equity interests in MMZ, the
factory has long been a purchaser of scrap metal throughout Moldova. The monopoly on
scrap-metal sales held by the Moldovan governmentralled company Metalferos has been
the subject of some recent controversy in Chisfiau.

MGRES

The other regionally significant enterprise locatedransdniestria is the Moldovan State
Regional Electric Station (“MGRES”) located at Kuepan. The plant was designed to supply
electricity to all of Moldova and large parts of ldine as well as to parts of Romania and
Bulgaria. MGRES is owned by Inter RAO UES, a pogeneration company owned by several
Russian state-owned comparmi@sMGRES currently operates below its maximum opegat
capacity but is nevertheless able to supply em@ttrinroughout the region, including until
recently?® to Romania with agreement from the Chisinau aitieer MGRES also has direct
power supply agreements with large customers,Xamgle the Lafarge cement plant in right-
bank Moldova® The region’s electricity market in general susféiom inefficiencies as a result
of the Transdniestrian conflict. Negotiations ogdace and supply are “regularly mixed with
political and legal questions®

Both MMZ and MGRES run exclusively on Russian naltgas and according to some accounts
have gas supply agreements with Gazprom that pegate from the agreement under which
other gas consumers in Transdniestria are supplieder reports suggest that these enterprises
pay the Transdniestrian authorities for their gadiscounted rates.

Ukrainian interests

Ukrainian business interests are also representécinsdniestria. As mentioned above, MMZ
has some Ukrainian shareholders, but there arebalsioess ties based on cross-border trade
networks. MMZ and MGRES compete with Ukrainiaresf@oducers and power generation
companies, respectively. Overall Ukrainian bussnasolvement in Transdniestria, including
such activities as trading and transportation cangsadistributing alcoholic beverages and other
items3|zoroduced in Transdniestria, was estimatedngyexpert analysis at $1bn per year in

2008:

Supply and infrastructure networks

Supply and infrastructure networks within and aioldova were designed to operate in a
context of regional integration. Instead, theyrapewith considerable inefficiencies as a result
of the Transdniestrian conflict. This divided edtructure “reduces both opportunities of
efficient use and attractiveness for investment¥limidova®® It also prevents proper
maintenance of essential networked infrastructacerasults in a lower quality of life for all
citizens of Moldova, “keeping everyone’s economydt™ and holding the region’s economic
potential hostage to the unresolved conflict.

Conflict-driven uncertainties surrounding what slddoe routine business interactions create
“opportunities for ‘grey’ business activity and ogptive links™® for elites on all side¥

Moreover, enterprising actors have created workaisuo evade (or cooperate with) the
multiple sets of officials and borders, and overdithese workarounds have hardened into self-

5
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perpetuating economic ties which take on their togic and may be difficult to dislodgé. For
Transdniestrian elites, the “parallel economy” hasome the “most important bargaining tG!”
in discussions with Chisinau, Moscow and Kyiv.

The networks affected by these dynamics includegpagneration and transmission, discussed
above; telephony, where in spite of years of edfdright-bank and left-bank systems are not
integrated, which results in excess costs to {§grassenger railroad transit, which was partially
reopened last fall only after considerable medma&tiorts; and perhaps most importantly the
natural gas supply network.

The complex relationship between Moldova and Gamppgsobeyond the scope of these remarks,
but it is important to note the impact of the Tidmigstria factor on that relationship. Moldova is
a relatively small market for Gazprom (although @am is essential for Moldova as it supplies
100% of the country’s gas neéYjsbut a significant portion of the gas sold totousers in

Europe (10-20%) must pass through pipelines whiockscTransdniestria.

“Gazprom’s dilemma is illustrated by the followiegample: it reportedly
threatened to cut off supplies to Transdniestrid daly 2004 and not restart them
until the region proposed a payment schedule.eftenber 2004 Gazprom
reduced supplies, to which Transdniestria respomdddunauthorised off-take
from the transit pipeline. No complete cut-offliated, and the region’s debt
continued to grow?*

Efforts to disentangle Transdniestria’s debt to @am, which is now greater than $2 billion,
from the substantially smaller arrears of rightdodoldova, have been ongoing for years, and a
separation of gas system assets along with delgprmposed earlier this year by the Moldovan
government® This proposal has not yet been agreed with Tilasowever, and has met with
some criticism from the expert community in Chisifth Meanwhile, it is projected that
deliveries to Transdniestria, which has less thasfifth the population of right-bank Moldova,
will account for 2.0 billion cubic meters (bcm)tbie 3.3 bcm of natural gas to be delivered to
Moldova in 2011%

The Transdniestrian authorities have declared th&ntions to conclude a separate gas supply
agreement with Gazprom for future deliverfsut because gas deliveries have hitherto been

made under an agreement that is guaranteed by Metdimternationally recognized authorities,
Tiraspol’s attitude in the past has been to sugfestChisinau would be responsible for paying

debts incurred for gas used on both sides of tHedBer*’ Thus, gas supply issues, problematic
at best for any former Soviet republic dependeniRaasian gas, are made doubly problematic

for Moldova by the unresolved conflitt.

Two other areas where the conflict creates inefficies bear mentioning. The first is labor
migration flows, which are distorted because ofwgous citizenship and passport
opportunities available to Moldovans on both sidithe Dnieste?’ The second, which would
be a major challenge to any attempt at a structamategration of Transdniestria’s economy with
Moldova’s, is the fact that Transdniestria ha®us currency and central bank, which is
accustomed to operating independently of Chisinau.
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Conclusions

At the moment, “Moldova and Transdniestria findrtfselves in a state of permanent economic
conflict with periodical escalations that genemtenomic losses for both parti€8.In the

event a settlement can be negotiated, many chakewdl have to be overcome in the economic
realm. Among these would be the need to overcomestniestrian public concern about the
loss of Russian-funded social assistance funddyelagment of enterprises privatized on the left
bank; the uncertain viability of Transdniestriameamic actors whose business model depends
on relationships with local authorities; desireslos part of corrupt regional elites to maintain
arrangements which profit them personally; anditéatment of the gas debt.

There are obstacles to settlement within the ecamoealm, and concessions and adjustments to
existing business arrangements will be requiredlbsides. Nevertheless, the potential
economic benefits to all parties and to the emopulation of Moldova from a sustainable
settlement of the conflict would be substantial ahduld not be overlooked. Russia in

particular could benefit if a settlement means thab longer has to serve as Transdniestria’s
economic lifeline.

The setting of this briefing makes it appropriateffer some recommendations about what U.S.
policymakers can do to make sure that the posmigenentum in Transdniestrian conflict
resolution is not lost. My first recommendationuMbbe to do whatever we can to make right-
bank Moldova attractive economically to Transdmiass. An obvious step which Congress can
take in this direction would be to give Moldovamgucts permanent normal trade relations
treatment and terminate the applicability of thek3an-Vanik Amendment to Moldova.

Second, | would suggest enhancing existing capdciilgling programs in the area of anti-
corruption legislation and enforcement and perlaqEeuraging regional cooperation in this area
so that Moldovan, Ukrainian and Russian authorites work together on this problem,
particularly as it has been a signature issue tmskn President Medvedev.

The above analysis of economic factors undersdbegsnvolvement from all sides will be
required to resolve this conflict. Therefore, rmaf recommendation to the U.S. is that we
should continue to encourage our partners in Eyf@pssia, Ukraine and Moldova to devote the
necessary political will to pursuing a durable, ppenensive settlement of the Transdniestrian
conflict.
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